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PART I
Cautionary Note Regarding Forward-Looking Statements

In this Annual Report on Form 10-KSB and in documents incorporated herein by reference, the Bank
may communicate statements relating to the future results of the Bank that may be considered
“forward-looking statements” within the meaning of the Private Securities Litigation Reform Act of
1995 (Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act). The
Bank's actual results may differ materially from those included in the forward-looking statements.
Forward-looking statements are typically identified by the words “believe, expect, anticipate, intend,
estimate” and similar expressions. These statements may relate to, among other things, loan loss
reserve adequacy, simulation of changes in interest rates and litigation results. Actual results may differ
materially from those expressed or implied as a result of certain risks and uncertainties, including, but
not limited to, social, political and economic conditions, interest rate fluctuations, competition for
loans, mortgages, and other financial services and products, changes in interest rates, and unforeseen
changes in liquidity, results of operations, and financial conditions affecting the Bank and/or its
customers, as well as other risks that cannot be accurately quantified or definitively identified. Many
factors affecting the Bank’s financial condition and profitability, including changes in economic
conditions, the volatility of interest rates, political events, equity and fixed income market fluctuations,
personal and corporate customers' bankruptcies, inflation, technological change, changes in law,
changes in fiscal, monetary, regulatory and tax policies, monetary fluctuations, success in gaining
regulatory approvals when required as well as other risks and uncertainties and competition from other
providers of financial services simply cannot be predicted. Because these factors are unpredictable and
beyond the Bank's control, earnings may fluctuate from period to period. The purpose of this type of
information, such as that provided in Item 6, as well as other portions of this Annual Report on Form
10-KSB, is to provide readers of this Annual Report with information relevant to understanding and
assessing the financial condition and results of operations of the Bank and not to predict the future or
to guarantee results. The Bank undertakes no obligation to publish revised forward-looking statements
to reflect the occurrence of changes or of unanticipated events, circumstances, or results. Please refer
also to the sections of this Item 1 captioned “Factors That May Affect Future Results of Operations”
and “Certain Risks Related to MidSouth Bank.”

ITEM 1. BUSINESS
Description of MidSouth Bank’s Business
Business Development in the Last Three Years.

MidSouth Bank (“Bank” or “our Bank™) is a commercial bank with deposits insured through the
Federal Deposit Insurance Corporation (“FDIC”). Our Bank is chartered under the Tennessee Banking
Act and, as a member of the Federal Reserve System, it is subject to examination, supervision and
regulation by the Board of Governors of the Federal Reserve System (“Federal Reserve Board”) and
by the Tennessee Department of Financial Institutions. The Bank initially opened for a full-service
banking business on January 20, 2004.

Since it opened for business, our Bank has focused on developing its financial services business in
Rutherford County in Tennessee and in other areas (generally, in contiguous counties). The Bank
provides a wide range of commercial banking services to small and medium-sized businesses,
including those engaged in the real estate development business, business executives, professionals
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and other individuals. The Bank operates throughout Rutherford County in Tennessee, with six offices
located in that County.

At December 31, 2006, the Bank had total assets of approximately $219,524,000, and total
Stockholders' equity of $26,228,000. At December 31, 2006, the Bank's total loans (net of allowance
for possible loan and lease losses of $1,922,000) were $148,500,000 and its total deposits were
$192,512,000. The Bank reported a net loss of $1,204,000 for fiscal 2006, which was in line with
management’s expectations for this newly formed bank. As of year-end 2006, $7,009,000 in Bank-
owned investment securities were pledged to secure time deposits from governmental units or agencies
that require security for their deposits, or for other lawful purposes. Additional information concerning
the general development of the Bank’s business since the beginning of the Bank’s last fiscal year is
set forth as part of Item 6, under the caption “Management’s Discussion and Analysis or Plan of
Operation,” and in the financial statements made part of Item 7 (the Bank’s “Consolidated Financial
Statements™), in this Annual Report on Form 10-KSB.

Our Bank’s deposits are insured by the FDIC as provided by law. It isa member of the Federal Reserve
System.

The principal executive offices of the Bank are located at One East College Street, Murfreesboro,
Tennessee 37130, telephone (615) 278-7100.

Business of the Bank.

Our Bank focuses its business in Rutherford County and surrounding areas in the Nashville-Davidson-
Murfreesboro, Tennessee Metropolitan Statistical Area. This market area is generally comprised of the
Nashville-Davidson-Murfreesboro, Tennessee Metropolitan Statistical Area. The Bank's primary
source of income in 2006 was its earnings principally derived from interest income from loans and
returns from its investment portfolio. The Bank derived approximately 89.64% of its gross earnings
from interest income and approximately 10.36% from fees and other non-interest sources.

The Bank accepts deposits and uses those funds, together with its capital and earnings, to make loans
and investments and to support is operations. The availability of funds to the Bank is primarily
dependent upon the economic policies of the government, the economy in general and the general
credit market for deposits. Our Bank may in the future engage in various business activities permitted
to commercial banks and their subsidiaries, either directly, through one or more subsidiaries, or
through acquisitions. The Bank intends to provide banking and financial services in Rutherford County
and surrounding areas of Middle Tennessee, primarily in the Nashville MSA trade area, but it may
elect to branch into other counties and to expand its marketplace.

The Bank engages in a full service commercial and consumer banking business, including the
following services:

. Accepting time and demand deposits,
. Providing personal and business checking accounts at competitive rates, and
. Making secured and unsecured commercial and consumer loans.

The Bank is a locally managed community bank that seeks to provide personal attention and
professional assistance to its customer base which consists principally of individuals and small and
medium-sized businesses. The Bank's philosophy includes offering direct access to its officers and
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personnel, providing friendly, informed and courteous service, local and timely decision making,
flexible and reasonable operating procedures, and consistently-applied credit policies.

Our Bank's acceptance of time, demand, and savings deposits includes NOW accounts, money market
accounts, regular savings accounts, and certificates of deposit.

The Bank makes secured and unsecured commercial, consumer, installment and construction loans.
Residential mortgages and small business loans are core products. Consumer loans include revolving
credit lines and installment loans.

Our Bank offers the following support services to make financial management more efficient and
convenient for its customers:

. personalized service . automatic bill payment service
. telephone banking . safe deposit boxes

. night deposit services . drive-up banking

. on-line banking . U.S. Savings Bonds

. direct deposit . travelers’ checks

. trust services . non-deposit investment services

For retail customers, our Bank offers a full range of depository products including regular and money
market checking accounts; regular, special, and money market savings accounts; various types of
certificates of deposit and Individual Retirement Accounts, as well as safe deposit facilities. The Bank
also offers its retail customers consumer and other installment loans and credit services. Our Bank
makes available to local businesses and institutions traditional lending services, such as lines of credit,
real estate loans and real estate construction loans, as well as standard depository services and certain
other special services. Its principal source of income is from interest earned on personal, commercial,
and real estate loans of various types. Our Bank has a number of correspondent bank relationships,
through which the Bank is effectively able to offer customers services (especially loans) generally
available only from larger financial institutions. The Bank has trust powers and operates a trust
department.

The Bank is subject to extensive supervision and regulation by federal and state banking agencies. Its
operations are subject to a wide array of federal and state laws applicable to financial services, to
banks, to consumer rights, to privacy, and to lending. Certain of the laws and regulations that affect
these operations are outlined briefly below in this Item and in other portions of this Annual Report on
Form 10-KSB.

There have been many legislative and regulatory proposals designed to overhaul or otherwise improve
the federal deposit insurance system and to improve the overall financial stability of the banking
system in the United States. Some of these proposals provide for changes in the bank regulatory
structure, including proposals to reduce regulatory burdens on banking organizations and to expand
(or to limit) the nature of products and services banks and bank holding companies may offer. It is not
possible to predict whether or in what form these proposals may be adopted in the future, and, if



adopted, their impact upon either the Bank or the financial services industries in which the Bank
competes. However, the enactment of the “Sarbanes-Oxley Act of 2002,” the “USA PATRIOT Act,”
and the “Gramm-Leach-Bliley Act of 1999" have been important developments, as summarized below.

Please refer also to the Consolidated Financial Statements (Item 7) for additional, important
information concerning the Bank.

Financial Summary of the Bank
A financial summary of the Bank for 2006 and 2005 is set forth below (amounts are rounded):

AS OF AND FOR THE YEARS ENDED DECEMBER 31, 2006 AND 2005
(Dollars in Thousands Except Per Share Data)

2006 2005
Total Assets $219,524 $132,605
Total Earning Assets 199,737 119,633
Deposits 192,512 107,445
Stockholders’ Equity* 26,228 24,690
Gross Revenues 12,294 5,838
Interest Income 11,020 5,040
Non-Interest Income 1,274 798
Loss Before Income Taxes (1,204) (1,927)
Loss (1,204) (1,927)

Per Share Data

Basic Loss Per Share (0.38) (0.65)
Diluted Loss Per Share (0.38) (0.65)

*The 2006 column reflects the sale of 222,866 new shares during 2006 for gross proceeds of $2,228,660 to
the Bank. The 2005 column reflects the sale of 194,105 new shares during 2005 for gross proceeds of
$1,941,050 to the Bank.

Please refer also to the Consolidated Financial Statements (Item 7) for additional, important information
concerning our Bank.



Capital Requirements

The Bank is required to maintain certain capital ratios. These include Tier I, Total Capital and Leverage
Ratios. As is reflected below, the Bank’s growth has resulted in smaller capital-to-assets ratios.

Capital Level Meeting
Regulatory Definition of MidSouth Bank
“Well Capitalized”

2006 2005

(%) (%) (%)
Tier | Ratio 6.0 14.32 20.73
Total Risk-Based Ratio 10.0 15.37 21.82
Leverage Ratio 5.0 12.52 19.18

Based solely on its analysis of federal banking regulatory categories, the Bank appears to fall within the “well
capitalized” categories, including the regulatory framework for prompt corrective action. In planning for
anticipated growth during the formation of the Bank, MidSouth Bank issued stock purchase warrants. During
2006, the Bank issued new 222,866 shares (20,000 relate to exercise of stock options and 202,866 relate to
exercise of warrants), at $10.00 per share. See Note 12 to the Bank’s Consolidated Financial Statements (Item
7) for additional information concerning the Bank’s capital. See also “Supervision and Regulation - Capital
Adequacy” below in this Item 1 and Item 5 “Market for Common Equity and Related Stockholder Matters.”

Generally, the Bank is pleased with the foregoing capital ratios and believes that they should be consistent
with the Bank’s anticipated growth for the foreseeable future. As is customary with standard regulatory
requirements for new (“de novo”) banks in Tennessee, the Bank agreed with its state and federal regulatory
agency to maintain a minimum capital-to-assets ratio of 9% and a reserve for possible loan losses of 1.25%
for the first three years of operation. It is in compliance with these agreements. These standard requirements
also required the Bank to agree not to pay dividends for the first three years of its operations.

In addition, as a condition for our Bank, as a newly formed bank, to become a member of the Federal Reserve
System, the Bank has agreed with the Federal Reserve Board to maintain a capital-to-assets ratio of not less
than 9% during its first three years of operation.

Sources and Availability of Funds

Please refer to the section entitled “Management's Discussion and Analysis or Plan of Operation” included
as Item 6 of this report.

Subsidiary

The Bank has one, wholly-owned, subsidiary known as MSB Services, Inc., which provides credit- life
services for the Bank and for loan customers.



Services To and Transactions with Affiliates

Transactions between the Bank and its present or future affiliates (including any future subsidiaries) are
subject to restrictions of existing banking laws (such as Sections 23A and 23B of the Federal Reserve Act)
and accepted principles of fair dealing. The Bank can provide its affiliates and any future subsidiaries with
advice and specialized services in the areas of accounting and taxation, budgeting and strategic planning,
employee benefits and human resources, auditing, trust, and banking and corporate law. The Bank may elect
to charge a fee for these services from time to time. The responsibility for the management of any such future
subsidiaries, however, will remain with each such entity’s board of directors (or other governing body) and
with the officers elected by each entity’s board.

Expansion Strategy

In 2006, the Bank continued to focus on expansion through branching and organic growth. In connection with
this strategy, the Bank opened three new branches in 2006.

Accounting Policies and Developments

Please refer also to the Consolidated Financial Statements for additional, important information concerning
the Bank, including applicable accounting principles and policies, as well as the impact of new accounting
standards.

Supervision and Regulation

The Bank is subject to extensive supervision and regulation by federal banking agencies. Its operations are
subject to a wide array of federal and state laws applicable to financial services, to banks, and to lending. The
following discussion contains a summary of the material aspects of the regulatory framework applicable to
bank in general and provides certain specific information about the Bank. The bank regulatory framework
is intended primarily for the protection of depositors, the deposit insurance system, and the banking system,
and not for the protection of shareholders or any other group. In addition, certain present or potential activities
of MidSouth Bank are subject to various securities and insurance laws and are regulated by the Securities and
Exchange Commission (“SEC”) and the Tennessee Department of Commerce and Insurance. To the extent
that the following information describes statutory and regulatory provisions, it is qualified in its entirety by
express reference to each of the particular statutory and regulatory provisions. A change in applicable statutes,
regulations or regulatory policy may have a material effect on the business of the Bank.

General

In the following sections, we will briefly review matters related to MidSouth Bank, to federal and state
regulation of the Bank, to payments of dividends, to capital and prompt corrective actions, and to a few other
matters related to the Bank’s operations. This list is far from definitive and has been discussed by the Bank
at greater length in its Registration Statement on Form 10-SB filed in 2005. All of these discussions are meant
to be informative but not to be exhaustive or comprehensive, or to constitute legal advice about any aspect
of the Bank’s businesses.

Among other things, federal and state laws regulate the Bank’s corporate governance, its investment
authority, its manner of doing business, its employment practices, its community reinvestment obligations,
its consumer privacy policies and procedures, its relationship with its affiliates, its ability to merge with,
acquire, or be acquired by other entities, its requisite minimum capital and the forms of capital, its payment
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of dividends or other distributions, the types of businesses in which it can engage, and many other aspects
of its business.

MidSouth Bank is subject to supervision and examination by applicable federal and state banking agencies.
The Bank is chartered under the laws of the State of Tennessee and it is a member of the Federal Reserve
System. The Bank’s deposits are insured, as provided by law, by the Federal Deposit Insurance Corporation
(“FDIC”). The Bank is subject to supervision, regulation, and examination by the Federal Reserve Board and
also by the Tennessee Department of Financial Institutions. The Bank is also subject to various requirements
and restrictions under federal and state law, including requirements to maintain reserves against deposits,
restrictions on the types and amounts of loans that may be granted and the interest that may be charged
thereon and limitations on the types of investments that may be made, activities that may be engaged in, and
types of services that may be offered. The operations of the Bank are also affected by various consumer laws
and regulations, including those relating to equal credit opportunity, truth in savings disclosures, debt
collection laws, privacy regulations, and regulation of consumer lending practices. In addition to the impact
of direct regulation, commercial banks are affected significantly by the actions of the Federal Reserve Board
as it attempts to control the money supply and credit availability in order to influence the economy.

Strict compliance at all times with state and federal banking laws, as well as other laws, is and will continue
to be required. The Bank believes that the experience of its executive management will assist it in its
continuing efforts to achieve the requisite level of compliance. Certain provisions of Tennessee law may be
preempted by existing and future federal laws, rules and regulations and no prediction can be made as to the
impact of preemption on Tennessee law or the regulation of the Bank thereunder.

Among other things, federal and state laws regulate the Bank’s corporate governance, its lending authority,
the interest rates and fees it may charge, its manner of doing business, its employment practices, its
community reinvestment obligations, its consumer privacy policies and procedures, its credit-reporting
activities, its relationship with other affiliates, its ability to merge with, acquire, or be acquired by other
entities, its requisite minimum capital and the forms of capital, its ability to branch, its payment of dividends
or other distributions, the types of businesses in which it can engage, and many other aspects of its business.

Payment of Dividends

The principal source of cash flow to pay dividends on its stock is the Bank’s earnings. There are statutory,
regulatory and prudential limitations on the payment of dividends by the Bank. Tennessee law restricts the
amount of dividends that may be paid by the Bank. In no event is a Tennessee chartered bank permitted to
pay dividends in any calendar year that exceed the total of its net income of that year combined with its
retained net income of the preceding two years without the prior approval of the Commissioner of the
Tennessee Department of Financial Institutions. Prior regulatory approval must be obtained before declaring
any dividends if the amount of the Bank’s capital and surplus is below certain statutory limits. In addition,
as is customary for newly chartered banks in Tennessee, the Bank has agreed with the Tennessee Department
of Financial Institutions that it will not pay dividends for the first three years of its operations. This limitation
ended for the Bank on approximately January 20, 2007.

If, in the opinion of the applicable federal bank regulatory authority, a depository institution or a holding
company is engaged in or is about to engage in an unsafe or unsound practice (which, depending on the
financial condition of the depository institution or holding company, could include the payment of dividends),
such authority may require that such institution or holding company cease and desist from such practice. The
federal bank regulatory agencies have indicated that paying dividends that deplete a depository institution's
or holding company's capital base to an inadequate level would be such an unsafe and unsound banking
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practice. Moreover, the Federal Reserve Board, the Comptroller and the FDIC have issued policy statements
which provide that bank holding companies and insured depository institutions generally should only pay
dividends out of current operating earnings.

In addition, under the Federal Deposit Insurance Act, an FDIC-insured depository institution may not make
any capital distributions (including the payment of dividends) or pay any management fees to its holding
company or pay any dividend if it is undercapitalized or if such payment would cause it to become
undercapitalized.

Moreover, under Tennessee law, the Bank is not permitted to pay dividends if, after giving effect to such
payment, it would not be able to pay its debts as they become due in the usual course of business or if the
Bank's total assets would be less than the sum of its total liabilities plus any amounts needed to satisfy any
preferential rights if the Bank were dissolving. The Bank expects that, even after the end of the restriction
on its ability to pay dividends in 2007, it is likely that it will primarily reinvest its earnings to support its
growth and to finance its operations. The Bank expects to continue that dividend policy for the next twenty-
four months and, assuming continued growth consistent with historical experience, it is currently expected
that the Bank would continue its reinvestment strategy indefinitely (and thus not pay cash dividends for the
foreseeable future). However, the Bank could in the future elect to pay stock and/or cash dividends after
January of 2007 or in later years if so determined by its board of directors based on factors such as regulatory
and working capital needs, asset growth, and results of operations. Currently, however, the funds available
for dividends are expected to be retained by the Bank to support the Bank’s planned growth in deposits and
loans. The payment of dividends by the Bank may also be affected or limited by other factors, such as the
requirement to maintain adequate capital above regulatory guidelines and debt covenants. See “Capital
Adequacy” and “Prompt Corrective Action” in this Item 1 and the discussion of “Dividends” in Item 5.

Bank Holding Company Regulation

Although not a bank holding company, and not affiliated with a bank holding company, the Bank is affected
by a wide variety of Federal Reserve Board regulations and actions. If the Bank were affiliated with a bank
holding company, that holding company would have to obtain prior approval of the Federal Reserve Board
before (1) acquiring, directly or indirectly (except in certain limited circumstances), ownership or control of
more than 5% of the voting stock of a bank, (2) acquiring all or substantially all of the assets of a bank, or
(3) merging or consolidating with another bank holding company. The Bank Holding Company Act also
generally limits the business in which a bank holding company may engage to banking, managing or
controlling banks, and furnishing or performing services for the banks that it controls. Interstate banking and
interstate branching are now permitted.

Depositor Preference

The Omnibus Budget Reconciliation Act of 1993 provides that deposits and certain claims for administrative
expenses and employee compensation against an insured depositary institution would be afforded a priority
over other general unsecured claims against such an institution, including federal funds and letters of credit,
in the "liquidation or other resolution™ of such an institution by any receiver.



Tennessee Banking Regulation

The Bank is incorporated under the banking laws of the State of Tennessee. As such, the Bank is subject to
a myriad of state banking and corporate laws, and to supervision, regulation and examination by the
Tennessee Department of Financial Institutions, although such regulation and examination is for the
protection of the banking system and not for the protection of shareholders or any other investors. The Bank
files periodic reports with the Department concerning, among other things, its activities and financial
condition.

Tennessee statutes regulate a variety of the banking activities of the Bank including required reserves,
investments, loans, mergers and share exchanges, issuance of securities, payment of dividends, and
establishment of branches. Under Tennessee law, a state bank is prohibited from lending to any one person,
firm or corporation amounts more than 15% of its equity capital accounts, except (i) in the case of certain
loans secured by negotiable title documents covering readily marketable nonperishable staples or (ii) with
the prior approval of the Bank's board of directors or finance committee (however titled), the Bank may make
a loan to one person, firm or corporation of up to 25% of its equity capital accounts. The Bank must obtain
the prior approval of the Commissioner of the Tennessee Department of Financial Institutions (the
“Commissioner”) for a variety of matters. These include branching, mergers, acquisitions, issuances of
preferred stock, charter amendments, and other matters. State and federal statutes and regulations also relate
to many aspects of the Banks' operations, including reserves against deposits, ownership of deposit accounts,
interest rates payable on deposits, loans, investments, mergers and acquisitions, borrowings, dividends,
locations of branch offices, and capital requirements. Further, the Bank is required to maintain certain levels
of capital. See “Capital Adequacy.”

Under the Tennessee Banking Act, each Bank director must, during each director’s whole term of service,
be a citizen of the United States. A majority of the directors must reside in a state in which the Bank has a
branch location or within one hundred (100) miles of the location of any branch, both for at least one (1) year
immediately preceding their election and during their term of service as a director.

As noted above, Tennessee law restricts the amount of dividends that may be paid by the Bank. In no event
is a Tennessee chartered bank permitted to pay dividends in any calendar year that exceed the total of its net
income of that year combined with its retained net income of the preceding two years without the prior
approval of the Commissioner. Prior regulatory approval must be obtained before declaring any dividends
if the amount of the Bank’s capital, and surplus is below certain statutory limits. Please refer to the discussion
of “Dividends” in Item 5.

Subject to certain exceptions and the ultimate impact of the federal Interstate Banking Act, both a bank
holding company and an out-of-state bank are prohibited under Tennessee law from acquiring control of,
merging, or consolidating with a Tennessee bank, unless the Tennessee bank has been in operation for at least
three years. Notwithstanding the above-described prohibition(s), a bank which does not have its home state
in Tennessee may establish or acquire a branch in Tennessee through the acquisition of all or substantially
all of the assets and the assumption of all or substantially all of the liabilities of or related to a branch located
in Tennessee which has been in operation for at least three years, provided that the laws of the home state of
the out-of-state bank permit Tennessee banks to establish and maintain branches in that state through the
acquisition of a branch under substantially the same terms and conditions. A bank or bank holding company
is prohibited from acquiring any bank in Tennessee if the bank or bank holding company (including all
insured depository institutions which are affiliates of the bank or bank holding company), upon
consummation of the acquisition, would control thirty percent (30%) or more of the total amount of the
deposits of the insured depository institutions in Tennessee. Under Tennessee law, any Tennessee bank that
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has been in operation for at least three years may be acquired, under certain circumstances, by banks and bank
holding companies from inside or outside Tennessee. Acquisitions are subject to the approval of the
Commissioner and the Federal Reserve Board based upon a variety of statutory and regulatory criteria.
Branching is regulated generally by the Tennessee Department of Financial Institutions and the Federal
Reserve Board pursuant to certain state and federal law requirements.

Regulation by Federal Agencies

The Federal Reserve Board is the Bank’s primary federal regulator. The Bank is subject to supervision,
examination and regulation by the Federal Reserve Board. However, such supervision, examination and
regulation is intended to protect the banking system in general and the deposit insurance fund managed by
the FDIC in particular; it is not to designed to protect shareholders of or other stakeholders of the Bank. It
is intended that the Bank's deposit accounts will always be insured up to applicable limits by the FDIC. The
Bank files and will continue to be required to file reports with the Federal Reserve Board concerning its
activities and financial condition, in addition to obtaining regulatory approvals prior to consummating certain
transactions, including branching, mergers or acquisitions. The Federal Deposit Insurance Act serves to limit
the amount of dividends payable by the Bank. See “Payment of Dividends.”

The deposits of the Bank are insured to a maximum of $100,000 per depositor, subject to certain aggregation
rules that can have the effect of limiting the amount of deposit insurance coverage. (However, as noted below,
this level has been raised to $250,000 for certain types of accounts, especially for Individual Retirement
Accounts). The FDIC establishes rates for the payment of premiums by federally insured banks and thrifts
for deposit insurance. Separate insurance funds (the Bank Insurance Fund, and the Savings Association
Insurance Fund), have been maintained for commercial banks and thrifts, with insurance premiums from the
industry used to offset losses from insurance payouts when banks and thrifts fail. These funds are to be
merged. The FDIC has adopted a risk-based deposit insurance premium system for all insured depository
institutions, including the Bank, which requires that a depository institution pay a premium for deposit
insurance on insured deposits depending on its capital levels and risk profile, as determined by its primary
federal regulator on a semi-annual basis.

The federal banking regulators have adopted regulations under the Federal Deposit Insurance Act governing
the receipt of brokered deposits. Under the regulations, an FDIC-insured depository institution cannot accept,
roll over or renew brokered deposits unless (a) it is well capitalized or (b) it is adequately capitalized and
receives a waiver from the FDIC. A depository institution that cannot receive brokered deposits also cannot
offer “pass-through” insurance on certain employee benefit accounts. Whether or not it has obtained such a
waiver, an adequately capitalized depository institution may not pay an interest rate on any deposits in excess
of 75 basis points over certain prevailing market rates specified by regulation. There are no such restrictions
on a depository institution that is well capitalized. Because the Bank was well capitalized as of December 31,
2006, the Bank believes the brokered deposits regulation will have no material effect on the funding or
liquidity of MidSouth Bank. At December 31, 2006, the Bank was not dependent on brokered certificates of
deposit for a material portion of its funding. See Notes 6 and 12 to the Consolidated Financial Statements
(Item 7).

Capital Adequacy
The FDIC has adopted risk-based capital guidelines for banks. These regulations expressly apply to the Bank.
The minimum guideline for the ratio of total capital (Total Capital) to risk-weighted assets (including certain
off-balance-sheet items, such as standby letters of credit) is 8%, and the minimum ratio of Tier 1 Capital
(defined below) to risk-weighted assets is 4%. At least half of the Total Capital must be composed of common
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stock, minority interests in the equity accounts of consolidated subsidiaries, noncumulative perpetual
preferred stock and a limited amount of cumulative perpetual preferred stock, less goodwill and certain other
intangible assets (Tier 1 Capital). The remainder may consist of qualifying subordinated debt, certain types
of mandatory convertible securities and perpetual debt, other preferred stock, and a limited amount of loan
loss reserves. (The Bank’s capital ratios are presented in tabular format in this Item 1 under “Capital
Requirements.”)

In addition, the FDIC has established minimum leverage ratio guidelines for banks, which also apply to the
Bank. These guidelines provide for a minimum ratio of Tier 1 Capital to quarterly average assets, less
goodwill and certain other intangible assets (the Leverage Ratio), of 4% for banks that meet certain specific
criteria, including having the highest regulatory rating. All other banks generally are required to maintain a
Leverage Ratio of at least 4%, plus an additional cushion of 100 to 200 basis points. The guidelines also
provide that banks experiencing internal growth or making acquisitions will be expected to maintain strong
capital positions substantially above the minimum supervisory levels without significant reliance on
intangible assets. Furthermore, the FDIC has indicated that it will consider a tangible Tier 1 Capital leverage
ratio (deducting all intangibles) and other indicia of capital strength in evaluating proposals for expansion
or new activities.

The FDIC, the Federal Reserve Board, and the federal Office of the Comptroller of the Currency have
adopted rules to incorporate market and interest-rate risk components into their risk-based capital standards
and that explicitly identify concentration of credit risk and certain risks arising from non-traditional activities,
and the management of such risks, as important factors to consider in assessing an institution’s overall capital
adequacy. Under the market risk requirements, capital is allocated to support the amount of market risk
related to a financial institution’s ongoing trading activities for banks with relatively large trading activities.
Institutions will be able to satisfy this additional requirement, in part, by issuing short-term subordinated debt
that qualifies as Tier 3 capital. The Bank is not required to make any allocation of capital under these rules.

Management believes that the Bank was in compliance with applicable minimum capital requirements as of
December 31, 2006. Failure to meet capital guidelines could subject the Bank to a variety of enforcement
remedies, including the termination of deposit insurance by the FDIC, and to certain restrictions on its
business and in certain circumstances to the appointment of a conservator or receiver. See “Prompt Corrective
Action.”

The federal regulators continue to study and to propose changes to the capital requirements applicable to the
Bank. There is ongoing study, discussion and regulatory debate about international capital standards known
as the Basel Accords. The supervisory review aspect of the Basel framework would seek to ensure that a
bank's capital position is consistent with its overall risk profile and strategy. The supervisory review process
would also encourage early supervisory intervention when a bank's capital position deteriorates. The third
aspect of the new framework, market discipline, would call for detailed disclosure of a bank's capital
adequacy in order to encourage high disclosure standards and to enhance the role of market participants in
encouraging banks to hold adequate capital. Banks must also disclose how they evaluate their own capital
adequacy. The Bank does not anticipate that these changes will adversely affect it. The Bank believes that
its capital position is adequate and that it meets all applicable federal capital standards. Although the Bank
does not expect the on-going development of the “Basel 11’ framework to have any immediate impact on
MidSouth Bank, any developments related to capital adequacy can eventually have an impact on it.

Please refer to Items 6 and 7 of this Annual Report on Form 10-KSB for additional information about the
Bank’s capital position, needs, and uses.
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Prompt Corrective Action

The Federal Deposit Insurance Act requires, among other things, that the federal banking regulators take
prompt corrective action with respect to FDIC-insured depository institutions that do not meet minimum
capital requirements. Under the Federal Deposit Insurance Act, insured depository institutions are divided
into five capital tiers: well capitalized, adequately capitalized, undercapitalized, significantly
undercapitalized, and critically undercapitalized. Under applicable regulations, an institution is defined to be
well capitalized if it maintains a Leverage Ratio of at least 5%, a Tier 1 Capital ratio of at least 6% and a Total
Capital ratio of at least 10% and is not subject to a directive, order or written agreement to meet and maintain
specific capital levels. An institution is defined to be adequately capitalized if it meets all of its minimum
capital requirements as described above. An institution will be considered undercapitalized if it fails to meet
any minimum required measure, significantly undercapitalized if it has a Total Risk-Based Capital ratio of
less than 6%, a Tier 1 Risk-Based Capital ratio of less than 3% or a Leverage Ratio of less than 3% and
critically undercapitalized if it fails to maintain a level of tangible equity equal to at least 2% of total assets.
An institution may be deemed to be in a capitalization category that is lower than is indicated by its actual
capital position if it receives an unsatisfactory examination rating.

The Federal Deposit Insurance Act generally prohibits an FDIC-insured depository institution from making
any capital distribution (including payment of dividends) or paying any management fee to its holding
company if the depository institution would thereafter be undercapitalized. Undercapitalized depository
institutions are subject to restrictions on borrowing from the Federal Reserve System. In addition,
undercapitalized depository institutions are subject to growth limitations and are required to submit capital
restoration plans. An insured depository institution's holding company must guarantee the capital plan, up
to an amount equal to the lesser of 5% of the depository institution's assets at the time it becomes
undercapitalized or the amount of the capital deficiency when the institution fails to comply with the plan,
for the plan to be accepted by the applicable federal regulatory authority. The federal banking agencies may
not accept a capital plan without determining, among other things, that the plan is based on realistic
assumptions and is likely to succeed in restoring the depository institution's capital. If a depository institution
fails to submit an acceptable plan, it is treated as if it is significantly undercapitalized.

Significantly undercapitalized depository institutions may be subject to a number of requirements and
restrictions, including orders to sell sufficient voting stock to become adequately capitalized, requirements
to reduce total assets and cessation of receipt of deposits from correspondent banks. Critically
undercapitalized depository institutions are subject to appointment of a receiver or conservator, generally
within ninety days of the date on which they become critically undercapitalized.

As set forth above under “Capital Requirements” in this Item 1, the Bank believes that, as of December 31,
2006, had sufficient capital to qualify as “well capitalized” under applicable regulatory capital categories.

General Regulatory Considerations

Under the Federal Deposit Insurance Corporation Improvement Act (“FDICIA”), all insured institutions must
undergo regular on-site examination by their appropriate banking agency. The cost of examinations of insured
depository institutions and any affiliates may be assessed by the appropriate agency against each institution
or affiliate as it deems necessary or appropriate. Insured institutions are required to submit annual reports to
the FDIC and the appropriate agency (and state supervisor when applicable). FDICIA also directs the FDIC
to develop with other appropriate agencies a method for insured depository institutions to provide
supplemental disclosure of the estimated fair market value of assets and liabilities, to the extent feasible and
practicable, in any balance sheet, financial statement, report of condition or any other report of any insured
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depository institution. FDICIA also requires the federal banking regulatory agencies to prescribe, by
regulation, standards for all insured depository institutions and depository institution holding companies
relating, among other things, to: (i) internal controls, information systems and audit systems; (ii) loan
documentation; (iii) credit underwriting; (iv) interest rate risk exposure; and (v) asset quality.

In response to perceived needs in financial institution regulation, Congress enacted the Financial Institutions
Reform, Recovery and Enforcement Act of 1989. That statute, called FIRREA, provides that a depository
institution insured by the FDIC can be held liable for any loss incurred by, or reasonably expected to be
incurred by, the FDIC after August 9, 1989 in connection with (i) the default of acommonly controlled FDIC
insured depository institution or (ii) any assistance provided by the FDIC to a commonly controlled FDIC
insured depository institution in danger of default. FIRREA provides that certain types of persons affiliated
with financial institutions can be fined by the federal regulatory agency having jurisdiction over a depository
institution with federal deposit insurance (such as the Bank) could be fined up to $1 million per day for each
violation of certain regulations related (primarily) to lending to and transactions with executive officers,
directors, and principal shareholders, including the interests of these individuals. Other violations may result
in civil money penalties of $5,000 to $25,000 per day or in criminal fines and penalties. In addition, the FDIC
has been granted enhanced authority to withdraw or to suspend deposit insurance in certain cases. The
banking regulators have not been reluctant to use the new enforcement authorities provided under FIRREA.
Further, regulators have broad power to issue cease and desist orders that may, among other things, require
affirmative action to correct any harm resulting from a violation or practice, including restitution,
reimbursement, indemnifications or guarantees against loss. A financial institution may also be ordered to
restrict its growth, dispose of certain assets, rescind agreements or contracts or take other actions as
determined by the ordering agency to be appropriate.

The Bank is subject to certain restrictions on extensions of credit to executive officers, directors, certain
principal stockholders and their related interests. Such extensions of credit (i) must be made on substantially
the same terms, including interest rates and collateral, as those prevailing at the time for comparable
transactions with third parties and (ii) must not involve more than the normal risk of repayment or present
other unfavorable features.

The Community Reinvestment Act

The federal law known as the Community Reinvestment Act requires that each insured depository institution
shall be evaluated by its primary federal regulator with respect to its record in meeting the credit needs of its
local community, including low and moderate income neighborhoods, consistent with the safe and sound
operation of those institutions. These factors are also considered in evaluating mergers, acquisitions and
applications to open a branch or facility.

A bank's compliance with its CRA obligations is based on a performance- based evaluation system which
bases CRA ratings on an institution's lending service and investment performance. When a bank holding
company applies for approval to acquire a bank or other bank holding company, the Federal Reserve Board
will review the assessment of each subsidiary bank of the applicant bank holding company, and such records
may be the basis for denying the application. In connection with its assessment of CRA performance, the
appropriate bank regulatory agency assigns a rating of “outstanding,” “satisfactory,” “needs to improve” or
“substantial noncompliance.” As of its most recent CRA examination, the Bank was rated at least
“satisfactory.”
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Safety and Soundness Standards

The federal banking agencies have adopted guidelines designed to assist the federal banking agencies in
identifying and addressing potential safety and soundness concerns before capital becomes impaired. The
guidelines set forth operational and managerial standards relating to: (i) internal controls, information systems
and internal audit systems, (ii) loan documentation, (iii) credit underwriting, (iv) asset growth, (v) earnings,
and (vi) compensation, fees and benefits. In addition, the federal banking agencies have also adopted safety
and soundness guidelines with respect to asset quality and earnings standards. These guidelines provide six
standards for establishing and maintaining a system to identify problem assets and prevent those assets from
deteriorating. Under these standards, an insured depository institution should: (i) conduct periodic asset
quality reviews to identify problem assets, (ii) estimate the inherent losses in problem assets and establish
reserves that are sufficient to absorb estimated losses, (iii) compare problem asset totals to capital, (iv) take
appropriate corrective action to resolve problem assets, (v) consider the size and potential risks of material
asset concentrations, and (vi) provide periodic asset quality reports with adequate information for
management and the board of directors to assess the level of asset risk. These guidelines also set forth
standards for evaluating and monitoring earnings and for ensuring that earnings are sufficient for the
maintenance of adequate capital and reserves.

Financial Services Modernization Act

The Gramm-Leach-Bliley Act of 1999 (the “Financial Services Modernization Act”) became law on
November 12, 1999. The Financial Services Modernization Act repeals the two affiliation provisions of the
Glass-Steagall Act: Section 20, which restricted the affiliation of Federal Reserve Member Banks with firms
“engaged principally” in specified securities activities; and Section 32, which restricts officer, director, or
employee interlocks between a member bank and any company or person “primarily engaged” in specified
securities activities. In addition, the Financial Services Modernization Act also contains provisions that
expressly preempt any state law restricting the establishment of financial affiliations, primarily related to
insurance. The general intent of the law is to establish a comprehensive framework to permit affiliations
among commercial banks, insurance companies, securities firms, and other financial service providers by
revising and expanding the Bank Holding Company Act framework to permit a holding company system to
engage in a full range of financial activities through a new entity known as a Financial Holding Company.
The term “financial activities” is broadly defined to include not only banking, insurance, and securities
activities, but also merchant banking and additional activities that the Federal Reserve Board, in consultation
with the Secretary of the Treasury, determines to be financial in nature, incidental to such financial activities,
or complementary activities that do not pose a substantial risk to the safety and soundness of depository
institutions or the financial system generally. The Financial Services Modernization Act is also known as the
“Gramm-Leach-Bliley Act of 1999.”

The Bank does not believe that the Financial Services Modernization Act will have a material adverse effect
on its operations in the near-term. However, to the extent that it permits banks, securities firms, and insurance
companies to affiliate, the financial services industry may experience further consolidation. As a result, the
Bank may find that it is compelled to compete with even larger and more diversified financial institutions than
is currently the case. The Financial Services Modernization Act is intended to grant to community banks
certain powers as a matter of right that larger institutions have accumulated on an ad hoc basis. Nevertheless,
this law may have the result of increasing the amount of competition that the Bank may face from larger
institutions and other types of companies offering financial products, many of which may have substantially
more financial resources than the Bank. MidSouth Bank cannot predict the potential effect that the Act will
have on its business and operations, although the Bank expects that the general effect of the Act will be to
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increase competition, and possibly to encourage further consolidation, in the financial services industry
generally.

USA PATRIOT Act

After the terrorist attacks of September 11, 2001, Congress enacted broad anti-terrorism legislation called the
“United and Strengthening America by Providing Appropriate Tools Required to Intercept and Obstruct
Terrorism Act of 2001,” which is generally known as the “USA PATRIOT Act.” Title 111 of the Act requires
financial institutions, including MidSouth Bank, to help prevent, detect and prosecute international money
laundering and the financing of terrorism. The Department of the Treasury has adopted additional
requirements to further implement Title 11I.

The law is intended to enhance the powers of the federal government and law enforcement organizations to
combat terrorism, organized crime and money laundering. The USA PATRIOT Act materially amended and
expanded the application of the existing Bank Secrecy Act. It provided enhanced measures regarding
customer identity, new suspicious activity reporting rules and enhanced anti-money laundering programs.
Under the Act, each financial institution is required to establish and maintain anti-money laundering
compliance and due diligence programs, which include, at a minimum, the development of internal policies,
procedures, and controls; the designation of a compliance officer; an ongoing employee training program;
and an independent audit function to test programs. In addition, the Act requires the bank regulatory agencies
to consider the record of a bank or bank holding company in combating money laundering activities in their
evaluation of bank and bank holding company merger or acquisition transactions.

The federal Treasury Department has issued regulations under the USA PATRIOT Act. The regulations state
that a depository institution will be deemed in compliance with the Act provided it continues to comply with
the current Bank Secrecy Act regulations. Under these regulations, a mechanism has been established for law
enforcement to communicate names of suspected terrorists and money launderers to financial institutions, in
return for securing the ability to promptly locate accounts and transactions involving those suspects. Financial
institutions receiving names of suspects must search their account and transaction records for potential
matches and report positive results to the Treasurer’s Financial Crimes Enforcement Network (“FinCEN”).
Each financial institution must designate a point of contact to receive information requests. These regulations
outline how financial institutions can share information concerning suspected terrorist and money laundering
activity with other financial institutions under the protection from the statutory safe harbor from liability,
provided each financial institution notifies FINCEN of its intent to share information.

The Department of the Treasury has also adopted regulations intended to prevent money laundering and
terrorist financing through correspondent accounts maintained by United States financial institutions on
behalf of foreign banks. Financial institutions are required to take reasonable steps to ensure that they are not
providing banking services directly or indirectly to foreign shell banks.

The Bank believes that its systems and procedures accomplish compliance with these requirements. This law
and the related regulations impose some continuing costs on the Bank. In 2006, the direct and indirect costs
of compliance with the Act were not, and during 2007 are not expected to be, material.

Competition

MidSouth Bank operates in a highly competitive environment. The Bank is a relatively small commercial
bank that competes for business with many far-larger organizations. The Bank must compete with bank
holding companies, commercial banks, savings and loan associations and other thrift institutions, credit
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unions, brokerage and investment banking firms, money market and other mutual funds for deposits, and
other sources of funds. In addition, they compete with a variety of other financial services firms, such as
finance companies, mortgage loan companies, leasing companies, merchant banks, insurance agencies and
insurance companies. Many of these competitors are not subject to the same regulatory restrictions as are
bank holding companies and banks. Thus MidSouth Bank competes with businesses that do not have either
the direct or indirect costs imposed by federal and state regulation, and thus which may have a competitive
advantage over it. The deregulation of depository institutions, as well as the increased ability of nonbanking
financial institutions to provide services previously reserved for commercial banks, has intensified
competition. Because nonbanking financial institutions are not subject to the same regulatory restrictions as
banks and bank holding companies, in many instances they may operate with greater flexibility because they
may not be subject to the same types of regulatory applications, processes and costs as is the Bank.

The principal geographic area of the Bank's operations encompasses Rutherford County, Tennessee, and other
areas of Tennessee contiguous to Rutherford County. These areas are located in the Nashville-Davidson-
Murfreesboro Metropolitan Statistical Area (the “MSA”). In the MSA, there were 58 commercial financial
institutions operating 505 offices as of June 30, 2006 (based on data published by the FDIC). Aggregate
deposits in the market at that date were over $28.5 billion (again, based on data published by the FDIC).
Within the defined service area of the Bank's main office, the banking business is highly competitive. In
Rutherford County there are an estimated 14 financial institutions operating 66 offices exclusive of free-
standing ATM’s) and holding deposits of $2.45 billion (Source: FDIC as of June 30, 2006). The Bank’s
competitors include some of the largest bank holding companies in Tennessee, which have or control
businesses, banks or branches in the area, including financial institutions with national and regional scope,
as well as with a variety of other local banks, financial institutions, and financial services companies.

To compete with major financial institutions in its service area, the Bank relies, in part, on specialized
services, on a high level of personalized service and intensive customer-oriented services, local promotional
activity, and personal contacts with customers by its officers, directors, and employees. For customers whose
loan demands exceed the Bank's lending limit, the Bank seeks to arrange for loans on a participation basis
with correspondent banks. The Bank also assists customers requiring services not offered by the Bank in
obtaining those services from its correspondent banks or other sources. Due to the intense competition in the
financial industry, the Bank can make no representation that its competitive position has remained constant,
nor can it predict whether its position will change in the future.

Personnel

Atyear-end 2006, the Bank employed eighty-one full-time equivalent personnel, not including contract labor
for certain services. None of these employees is covered by a collective-bargaining agreement. Group life,
health, dental, and disability insurance are maintained for or made available to employees by the Bank, as is
a 401(K) profit-sharing plan adopted by the Bank as are certain benefit plans (described elsewhere herein)
adopted by the Bank. The Bank considers employee relations to be satisfactory.

Economic Conditions and Governmental Policy; Laws and Regulations

The Bank’s profitability, like most financial institutions, is primarily dependent on interest rate-differentials
and non-interest income. In general, the difference between the interest rates paid by the Bank on interest-
bearing liabilities, such as deposits and other borrowings, and the interest rates received by the Bank on its
interest-earning assets, such as loans extended to its borrowers, together with securities held in its investment
portfolio, comprise the major portion of the Bank’s earnings. These rates are highly sensitive to many factors
that are beyond the control of the Bank, such as inflation, recession and unemployment, and the impact which
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future changes in domestic and even in foreign economic conditions might have on the Bank cannot be
predicted by MidSouth Bank.

The Bank’s earnings are affected not only by the extensive regulation described above, but also by general
economic conditions. These economic conditions influence, and are themselves influenced, by the monetary
and fiscal policies of the United States government and its various agencies, particularly the Federal Reserve
Board. An important function of the Federal Reserve System is to regulate the national money supply. The
Federal Reserve Board implements national monetary policies (with objectives such as addressing inflationary
and recessionary pressures) through its open- market operations in U.S. Government securities by adjusting
the required level of reserves for depository institutions subject to its reserve requirements, and by varying
the target federal funds and discount rates applicable to borrowings by depository institutions. The actions
of the Federal Reserve Board in these areas influence the growth of bank loans, investments, and deposits and
also affect interest rates earned on interest-earning assets and paid on interest-bearing liabilities. As described
in Management's Discussion and Analysis or Plan of Operation, changes in interest rates effected by the
Federal Reserve Board can have a material impact on the Bank. For example, the impact can be to narrow
the Bank’s net interest margin (the difference between what the Bank pays for deposits and what the Bank
charges for loans), thus adversely affecting earnings. The nature and impact on the Bank of any future
changes in monetary and fiscal policies cannot be predicted.

The Bank is also affected by the supervisory activities and regulatory policies of various bank regulatory
authorities, including the Tennessee Department of Financial Institutions, the FDIC, the Federal Reserve
Board, and the federal Office of the Comptroller of the Currency. Regulatory policies, examinations and
initiatives impose costs on the Bank and influences its internal governance and operations.

From time to time, legislative acts, as well as regulations, are enacted which have the effect of increasing the
cost of doing business, limiting or expanding permissible activities, or affecting the competitive balance
between banks and other financial services providers. Proposals to change the laws and regulations governing
the operations and taxation of banks, bank holding companies, and other financial institutions and financial
services providers are frequently made in the federal Congress, in the state legislatures, and before various
regulatory agencies. Please refer to “Item 1. Business - Supervision and Regulation.”

Transactions with the Bank’s Accountants

As a matter of policy, the Bank avoids being involved in transactions with its firm of independent certified
public accountants that would, in the Bank’s view, jeopardize that firm’s independence. The Bank values the
work and the independent perspective offered by that firm but engages in no material consulting service
agreements with that firm. For example, in 2006, the fees for audit or audit-related services for the Bank were
$53,718 and $40,000 for other types of fees (cost segregation studies). Audit fees represent fees for
professional services provided in connection with the audit of our consolidated financial statements and
review of our quarterly financial statements and audit services provided in connection with other statutory
or regulatory filings. Audit-related fees consisted primarily of accounting consultations, services related to
assistance with regulatory capital planning and attendance at audit committee meetings. Additional
information concerning the Bank’s principal accountants is set forth in Item 14 of this report under the caption
“Principal Accountant Fees and Services.”

Environmental Matters

The Bank is subject to various federal, state and local statutes and ordinances regulating the discharge of
materials into the environment. The Bank does not believe that it will be required to expend any material
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amounts in order to comply with these laws and regulations by virtue of the Bank's activities. However, such
laws may from time to time affect the Bank in the context of lending activities to borrowers who may
themselves engage in activities or encounter circumstances in which the environmental laws, rules, and
regulations are implicated.

Research
The Bank makes no material expenditures for research and development.
Off-Balance Sheet Financing

The Bank’s off-balance sheet financing (such as unfunded lines of credit and outstanding standby letters of
credit) is undertaken in the normal course of its banking business and is discussed in Note 10 of the
Consolidated Financial Statements (Appendix F/S).

Dependence Upon a Single Customer

The Bank's principal customers are generally located in the Middle Tennessee area with a concentration in
Rutherford County in Tennessee. The Bank is not dependent upon a single customer or a very few customers.
However, a substantial percentage of the Bank's total loans is secured by commercial real estate, most of
which property is located in Rutherford County, Tennessee. Accordingly, the Bank has a significant
concentration of credit that is dependent, under certain circumstances, on the continuing strength of the local
real estate market.

Please refer to the section of this report below entitled “Recent Developments and Future Legislation” for
information concerning recent developments that could have an impact on the Bank’s ability to expand its
loans that are secured by commercial real estate or that are secured by non-traditional mortgage instruments.

Line of Business

The Bank’s principal business is the operation of a commercial banking business in a community bank
framework with offices serving rural, micropolitan, suburban and urban markets. The Bank operates under
the Tennessee Banking Act, the Federal Reserve Act, and the Federal Deposit Insurance Act in the area of
finance. The Bank derived virtually all of its total operating income from the commercial banking business
in 2006. Please refer to “Management’s Discussion and Analysis or Plan of Operation” (Iltem 6) and to the
Notes to the Consolidated Financial Statements (Item 7) for additional information about the Bank’s business
activities.

Factors That May Affect Future Results of Operation

In addition to the other information contained in this document, the following risks may affect MidSouth
Bank. If any of these risks occurs, the Bank’s business, financial condition or operating results could be
adversely affected.

The Bank’s financial performance and profitability will depend on its ability to execute its corporate growth
strategy and to manage recent and anticipated future growth. The Bank’s success and profitability depend on
its ability to maintain profitable operations through continued implementation of its community banking
philosophy which emphasizes local focus, local knowledge and insight, accessibility and continuity of
management, personal service and customer attention.
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Changes in market interest rates may adversely affect the Bank’s earnings. Interest rates affect the demand
for new loans, the credit profile of existing loans, the rates received on loans and securities and rates paid on
deposits and borrowings, and thus directly impact bank earnings. The relationship between the rates received
on loans and securities and the rates paid on deposits and borrowings is known as interest rate spread. The
Bank will typically have to structure its interest rate strategy in such a way that movements in rates up or
down could have either a positive or negative impact on its earnings. Although management believes that it
can successfully manage interest rate risk, and interest rate sensitivity, investors must realize that significant
fluctuations and/or changes in interest rates may have an adverse effect on the Bank’s business, financial
condition and results of operations from time to time. Even a technically “correct” interest rate sensitivity
strategy is not a guarantee of success because, for example, interest rate increases that may benefit the Bank’s
short-term earnings may have a long-term negative effect on the Bank’s customers and, thus, on the Bank’s
long-term profitability.

The Bank’s focus is on Middle Tennessee and, thus, economic conditions in this part of Tennessee could
adversely affect its operations. This is true because the Bank’s operations will be centralized and focused on
this relatively narrowly defined geographic area. As a result of this geographic concentration, the Bank’s
operating results depend largely upon economic conditions in these areas. A deterioration in economic
conditions in these market areas, particularly in the real estate, construction, light industrial, or automotive
sectors in which this area is heavily invested, could have a material adverse impact on the quality of the
Bank’s loan portfolio and on the demand for the Bank’s products and services, which in turn can be expected
to have a negative, and perhaps material adverse, effect on results of operations of the Bank.

As discussed above, the Bank is subject to government regulation that could limit or restrict its activities,
including the restrictions or limitations that may result from the recent “guidances” related to commercial real
estate lending and the use of non-traditional mortgage products. In turn, this could adversely impact
operations. The financial services industry is regulated extensively. These regulations can sometimes impose
significant limitations on Bank operations. In addition, these regulations are constantly evolving and may
change significantly over time. Significant new laws or changes in existing laws or repeal of existing laws
may cause the Bank’s results to differ materially from those anticipated by the directors. Further, federal
monetary policy, particularly as implemented through the Federal Reserve System, significantly affects credit
conditions for the Bank. The ultimate impact of financial institution affiliations under recent federal
legislation (called the Financial Services Modernization Act), and other aspects of that law, cannot yet be
predicted but could adversely affect the Bank.

Competition may negatively affect the Bank’s performance. The financial services business in the Bank’s
market areas is highly competitive. It is becoming increasingly competitive due to changes in regulation,
technological advances, and the accelerating pace of consolidation among financial services providers. The
Bank will face extensive competition both in attracting deposits and in making loans. The Bank will compete
for loans principally through the interest rates and loan fees charged and the efficiency and quality of services
provided. Increasing levels of competition in the banking and financial services businesses may reduce the
Bank’s projected growth and its market share or cause the prices (or margins) charged or chargeable by the
Bank for products and services to fall. Thus, results may differ from those projected by the directors
depending upon the nature or level of competition, and they can be expected to vary from time to time.

If a significant number of the Bank’s borrowers, guarantors and related parties fail to perform as required by
the terms of their loans, the Bank will almost certainly sustain losses. The Bank will adopt underwriting and
credit monitoring procedures and credit policies, including the establishment and review of the allowance for
credit losses, that management believes are appropriate to minimize this risk by assessing the likelihood of
nonperformance, tracking loan performance and diversifying the Bank’s credit portfolio. These policies and
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procedures, however, may not prevent unexpected losses that could materially adversely affect consolidated
results of operations. In the banking business, loan and lease losses are a cost of doing business that
negatively affect earnings.

Please refer to “Cautionary Note Regarding Forward-Looking Statements” and “Certain Risk Factors Related
to MidSouth Bank” in this Item 1.

Recent Developments and Future Legislation

The following discussion contains a summary of recent legislative developments that can be expected to
affect MidSouth Bank’s operations.

The federal regulatory agencies have recently issued two “guidances” that could have a significant impact
on real-estate related lending and, thus, on the Bank. One of these guidances could require lenders to restrict
lending secured primarily by certain categories of commercial real estate to a level of 300% of their capital
or to raise additional capital. This could have the effect of causing the Bank to reorient its loan strategy away
from, or to limit its expansion of, commercial real estate lending, which has been a material part of the Bank’s
lending strategies. This could also have a negative impact on the Bank’s lending and profitability. The other
guidance relates to the structuring of certain types of mortgages that allows negative amortization of
consumer mortgage loans. Although the Bank does not engage at present in a significant amount of lending
using these types of instruments, the guidance could have the effect of making the Bank less competitive in
consumer mortgage lending.

The Sarbanes-Oxley Act of 2002. President Bush signed the Sarbanes-Oxley Act of 2002 into law on July
30, 2002. Regulations have been issued by the SEC in connection with the new law on various occasions
since 2002, and additional regulations may be issued in the future. This important law has far reaching impact
on corporate affairs, particularly for companies that are listed on public securities exchanges such as the New
York Stock Exchange and the NASDAQ. It directly affects how independent public accountants and
companies must interact with each other. It limits non-audit services that may be provided by public
companies’ independent accountants and the companies that they audit with a view to maintaining or
imposing independence on public companies and their independent auditors. It creates an oversight board for
all certified public accounting firms that practice before the Securities and Exchange Commission (“SEC”).
The Sarbanes-Oxley Act also seeks to enhance both the quality and reliability of financial statements, as well
as improving corporate disclosure and the timing of material disclosures. Public companies are also required
to improve corporate governance, typically by establishing or reorganizing audit committees to assure audit
committee independence and oversight. The law provides for restrictions on loans to officers and directors
of public companies, although it appears that most bank loans to such persons are exempt so long as made
pursuant to already existing federal restrictions on transactions between financial institutions and their
insiders. Finally, the Sarbanes-Oxley Act imposes criminal penalties for certain violations. Obviously, this
is a very broad brush and limited description of a very detailed and important new statute.

The impact of new accounting pronouncements are addressed in Note 1 to the Bank’s Consolidated Financial
Statements.

Various proposals related to so-called “predatory lending” continue to be advanced by regulators, legislators,

and consumer groups. The ultimate form or impact of any actual legislation or regulation cannot be accurately
predicted.
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The foregoing list is not intended to be exclusive or exhaustive. Other legislative and regulatory proposals
that affect commercial banks and their competitors, and regarding changes in banking and the regulation of
banks, thrifts and other financial institutions and bank and bank holding company powers, are being
considered by the executive branch of the Federal government, Congress and various state governments,
including Tennessee. Certain of these proposals, if adopted, could significantly change the regulation of banks
and the financial services industry. It cannot be reliably predicted whether any of these proposals will be
adopted, and, if adopted, how these proposals will affect the Bank.

Selected Financial Data and Statistical Information

Certain selected financial data and certain statistical data are set forth as part of Appendix F immediately
following the Consolidated Financial Statements in Appendix F. This information should be read in
conjunction with Item 6, “Management's Discussion and Analysis or Plan of Operation.”

Executive Officers of MidSouth Bank

The following information relates to the Bank’s executive officer team and provides name, age, and
experience over the past five years for each such person. During 2003, all of these individuals were involved
in forming MidSouth Bank as a Tennessee chartered commercial bank. The Bank initially opened for business
in January of 2004. Prior to joining MidSouth Bank during its organizational phase, each of these individuals
was an officer of another bank in the Rutherford County market, except that Mr. Jack O. Weatherford, Sr.,
had retired from banking service.

Name Age  Office and Business Experience

Jack O. Weatherford, Sr. 82 Senior Chairman, MidSouth Bank, 2003 - present; Retired Banker,
2001 - 20083.

Lee M. Moss 55 Chairman and Chief Executive Officer, MidSouth Bank, 2003 -

present; competitor bank, 2001 - 2003.

J. Benjamin Weatherford 49 President and Chief Financial Officer, MidSouth Bank, 2003 -
present; competitor bank, 2001 - 2003.

Dallas G. Caudle, Jr. 59 Executive Vice President and Corporate Secretary, MidSouth
Bank, 2003 - present; competitor bank, 2001 - 2003.

D. Edwin Jernigan 39 Senior Vice President, MidSouth Bank, 2003 - present;
competitor bank, 2001 - 2003.

The executive officers are appointed by, and serve at the discretion of, the Bank’s board of directors. Officers
are elected annually by the Bank’s board of directors. It is anticipated that the named officers will be elected
to the positions set forth for them in this proxy statement. No executive officer has an employment contract
with the Bank, although the board has determined to explore such agreements in order to help assure
continuity and stability of management. There is no family relationship between any of the above-named
officers, or between any officer or director, except that Mr. Jack O. Weatherford, Sr., is the father of Mr. J.
Benjamin Weatherford.
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In addition to the executive officers named above, as required by Item 402 of Regulation S-B, the Bank also
names Lisa A. Taylor, Vice President, as a “significant employee.”

Where to Find Additional Information

Shareholders may obtain copies of the Bank’s annual reports on Form 10-KSB, quarterly reports on
Form 10-QSB, current reports on Form 8-K, and any amendments to these reports, by sending a
written request addressed to Investor Services, MidSouth Bank, One East College Street,
Murfreesboro, Tennessee 37130. We also post certain reports on our website at
www.midsouthbanking.com. However, even though we make reference to our website address in this
Annual Report on Form 10-KSB, it is intended as a textual reference only and the information in or
referenced by the website is not incorporated by reference herein or in any other filing made by the
Bank under the Securities Exchange Act.

Certain Risk Factors Related to MidSouth Bank

The following are certain risks that management believes are specific to the Bank’s business. The following
discussion should not be viewed as an all inclusive list or to be prioritized in any particular order. The
following discussion is intended to focus on risks that we, as management, believe relate to our business as
a community bank in the Nashville, Tennessee metropolitan area (the “Nashville MSA”). Each risk factor
stands on its own and we have not tried to rank or prioritize them in any way. Also, we have not tried to list
every possible risk that can affect an investment but only those risks that we believe are specifically related
to our Bank at this time. Moreover, we have not tried to list every risk that attends an investment or every
possible risk that could be applicable to a financial services or commercial banking business like the one
conducted by MidSouth Bank.

Future loan losses may exceed our allowance for loan losses.

We are subject to credit risk, which is the risk of losing principal or interest due to borrowers’ failure to repay
loans in accordance with their terms. A downturn in the economy or the real estate market in our market
areas, or a rapid change in interest rates, could have a negative effect on collateral values and borrowers’
ability to repay. Any significant deterioration in local, regional, national or international economic conditions
could result in losses to our Bank in excess of loan loss allowances. To the extent loans are not paid timely
by borrowers, the loans are placed on non-accrual, thereby reducing interest income. To the extent loan
charge-offs exceed our financial models, increased amounts charged to the provision for loan losses would
reduce income. Please refer to the Bank’s Consolidated Financial Statements for more information about the
Bank’s loans, deposits, and other financial information.

Rapidly changing interest rate environments could reduce our netinterest margin, net interest income,
fee income and net income.

Interest and fees on loans and securities, net of interest paid on deposits and borrowings, are a large part of
our net income. Interest rates are key components of our net interest margin and subject to many factors
beyond the control of management. As interest rates change, net interest income is affected. In general, we
plan and budget to anticipate interest rate fluctuations. However, rapid changes or volatility in interest rates
in the future could result in interest expense increasing faster than interest income because of mismatches in
financial instrument maturities. Further, substantially higher interest rates generally reduce loan demand and
could be expected to lead to slower loan growth and increases in troubled loans. Decreases or increases in
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interest rates could have a negative effect on the spreads between the interest rates earned on assets and the
rates of interest paid on liabilities, and therefore decrease net interest income. See Item 7, which covers the
Bank’s “Consolidated Financial Statements.”

Slower than anticipated growth in new product and service offerings could result in reduced net
income.

We rely substantially on providing cost-effective, user-friendly products and services and we have placed
great emphasis on expanding our branch network and product offerings in strategic new locations. Executing
this strategy carries risks of slower than anticipated growth both in new branches and new products. New
branches and products require a significant investment of both capital and staff. Lower than expected loan
and deposit growth in new investments can decrease anticipated revenues and net income generated by those
investments, and opening new branches and introducing new products could result in more additional
expenses than anticipated and divert resources from current core operations.

The shares of our common stock are not listed or traded on any recognized or established securities
market, thus potentially reducing the marketability of the stock.

Our shares are not listed or traded over-the-counter or on any other established securities market. Most
transactions in our common stock are privately negotiated trades, and the shares are very thinly traded. These
factors can reduce the marketability of our shares and this lack of obvious liquidity can produce downward
pressure on the stock price. Even under circumstances where the Bank would not be prohibited from
purchasing its own stock from its shareholders, the Bank has no present intention of redeeming its own shares,
thereby further restricting marketability.

The financial services industry is very competitive in general and it is extremely competitive in the
Nashville MSA.

In general, we need to attract stable deposits at the lowest possible average cost. We must then lend or invest
those deposits at a profit. We face competition in attracting and retaining deposits, making loans, and
providing other financial services throughout our market area. In the Nashville MSA, our competitors include
other community banks, larger banking institutions, and a wide range of other financial institutions such as
credit unions, government-sponsored enterprises, mutual fund companies, insurance companies and other
non-bank businesses. Many of these competitors have substantially greater resources than we have and some
may operate with significantly less regulatory expense or restriction.

We have a concentration of our assets in commercial real estate in the Nashville MSA.

Our principal customers are generally located in the Middle Tennessee area with a concentration in
Rutherford County in Tennessee. A substantial percentage of our loans is secured by commercial real estate,
most of which property is located in the Nashville MSA. A downturn or slow down in the market for
commercial real estate could significantly and negatively affect the quality of our assets and reduce our
anticipated earnings.

Reputational risk is inherent in the financial services business, especially in community banking.
We are dependent on maintaining public respect and trust. It is also important to the Bank to demonstrate
consistently our commitment to our communities, and to earn our reputation as a trustworthy, community

oriented financial institution. Our ability to conduct and grow our businesses, and to obtain and retain
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customers, is extremely dependent upon external perceptions of our business practices and our financial
stability. Our reputation is, therefore, a key asset for us. Our reputation is affected principally by our own
practices and how those practices are perceived and understood by others. Derogatory press reports or
negative perceptions regarding the practices of our competitors, or the commercial banking industry, also may
adversely affect the Bank’s reputation. In addition, adverse perceptions relating to parties with whom we have
important relationships may adversely impact our reputation. Damage to our reputation could hinder our
ability to access the capital markets, could hamper our ability to attract new customers and retain existing
ones, and could undermine our ability to attract and retain talented employees, among other things. Adverse
impacts on our reputation, or the reputation of our industry, may also result in greater regulatory and/or
legislative scrutiny, which may lead to laws or regulations that change or constrain our business or operations.
Events that result in damage to our reputation also may increase our litigation risk. As with all other risks,
we actively devote significant resources to safeguard our reputation. Our executive management is charged
with monitoring and safeguarding the Bank’s reputation.

An inability to hire or retain certain key professionals, management and staff could adversely affect
our revenues and net income.

We rely on key personnel to manage and operate our business, including major revenue generating functions
such as our loan and deposit portfolios. The loss of key staff may adversely affect our ability to maintain and
manage these portfolios effectively, which could negatively effect our revenues. In addition, loss of key
personnel could result in increased recruiting and hiring expenses, which could cause a decrease in our net
income.

We are subject to extensive regulatory requirements and restrictions.

Compliance with state and federal banking laws have and will continue to have a material effect on the
business and operations of the Bank. The Bank’s future operation will at all times be subject to state and
federal banking laws, rules, regulations and procedures. Consistent with the public policy inherent in those
laws to protect the financial stability of the banking system, and consumer and commercial confidence in that
system, the Bank will be required to adhere strictly to all such laws, rules, regulations, and procedures.
Depository financial institutions in general, and commercial banks in particular (including the Bank), continue
to be heavily regulated as to both the types and quality of the businesses in which they may engage. Although
these regulations impose costs upon these institutions, including the Bank, they should not be assumed to be
a protection for any particular shareholder or for shareholders as a group. These regulations may change
rapidly and unpredictably. See “Item 1 - Supervision and Regulation.”

The Bank’s charter and bylaws contain some “antitakeover” provisions.

The charter and the bylaws of the Bank contain certain provisions that may deter an attempt to change or gain
control of the Bank. As a result, the shareholders of the Bank may be deprived of opportunities to sell some
or all of their shares at prices that represent a premium over market prices. See Item 5 - “Market for Common
Equity and Related Stockholder Matters,” Item 1 - “Supervision and Regulation,” Exhibit 3.1 (Charter of
MidSouth Bank), and Exhibit 3.2 (Bylaws of MidSouth Bank).

Our rapid growth can require us to raise additional capital.
In recent times, some of the new banks in Tennessee have grown rapidly, frequently outpacing their mandated
capital levels. During our first three years, the Bank grew rapidly. No assurance can be given that the Bank

could, inthe future, raise all needed additional capital (or raise it at non-punitive costs). Management believes
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that the Bank’s growth can be appropriately constrained, as necessary, to maintain an adequate capital
position. See “Supervision and Regulation - Capital Adequacy” and “Capital Requirements” in Item 1.
Further, the Bank expects (but cannot be assured) that stock purchase warrants will be exercised that will raise
several million dollars of additional capital over the next three years.

We have not paid cash dividends and we expect to retain most or all of our earnings to support
continued operations and anticipated future growth.

We have not paid a cash dividend since we began full-service banking operations in January of 2004. The
payment of dividends is subject to legal, regulatory, financial, and prudential limitations and they are never
assured. Because of the rapid growth of our Bank, it is likely that cash will be retained for operations rather
than being paid out in cash dividends for the foreseeable future.

There are legal restrictions on the Bank’s ability to pay dividends.

As is customary in the formation of a Tennessee state-chartered, FDIC-insured bank, our Bank agreed with
its banking regulators not to pay dividends for at least the first three years of its operations. For the Bank, this
restrictive period ended in January of 2007. However, there is no assurance that the Bank’s board of directors
will vote to pay a dividend on the shares of the Bank’s common voting stock at that time.

The holders of common stock are entitled to receive, pro rata, such dividends and other distributions as and
when declared by the Bank’s board of directors out of the assets and funds legally available therefor. The
Bank may legally declare dividends only from its undivided profits account so long as its reserve against
deposits is not or will not be impaired beyond certain prescribed limits. Even assuming the availability of net
or accumulated earnings (if any), and any assumed capacity to maintain capital at levels required by
governmental regulations, the Bank may choose to retain all earnings for the operation of the Bank. Making
or retaining an investment in the Bank common stock may be inappropriate for any investor who relies on
or needs dividend income.

There are certain limitations under federal and Tennessee law on the payment of dividends by banks and bank
holding companies. See Item 1 - “Supervision and Regulation - Payment of Dividends.” Dividends may be
affected by any issues of preferred stock. See “Preferred Stock” in Item 5 “Market for Common Equity and
Related Stockholder Matters.”

Our shares are not insured by the FDIC.

The shares of the Bank’s common stock are not deposits and they are not insured by the FDIC or by any other
agency, person, or entity.

Other Risk Factors

Other risks may exist or develop and the above matters are not intended to be a comprehensive or
exclusive list.

25



ITEM 2. PROPERTIES

The Bank currently operates the offices described below, one of which is its main banking office. All are
located in Rutherford County in Tennessee. The following table shows the location of the offices:

Use of Property Type of Interest Property Location

Main Office Owned One East College Street
Murfreesboro, Tennessee

Memorial Boulevard Office Leased 2415 Memorial Boulevard
Murfreesboro, Tennessee

Old Fort Parkway Office Owned 2610 Old Fort Parkway
Murfreesboro, Tennessee

South Church Street Office Owned 2782 South Church Street
Murfreesboro, Tennessee

Lowry Street Office Leased 403 South Lowry Street
Smyrna, Tennessee

Sam Ridley Parkway Office Owned 724 President Place
Smyrna, Tennessee

***k

In the judgment of the Bank’s management, the facilities and proposed facilities of the Bank are generally
suitable and adequate for their current and reasonably foreseeable needs. However, new office sites are
considered from time to time and the Bank expects to continue its branching strategy as capital, regulatory
agencies, and staffing needs permit. There are no material encumbrances on any of the properties owned by
the Bank other than the leases applicable to the offices of the Bank as specified above.

The Bank has six ATM’s. In addition, the Bank may own properties from time to time for future expansion.
Additional information relating to properties is set forth in Notes 5 and 9 of the Notes to the Consolidated
Financial Statements, which are incorporated herein by reference pursuant to Item 7 of this Annual Report
on Form 10-KSB.

Real Estate Investment Restrictions

As acommercial bank, there are limitations on the types of real estate investments MidSouth Bank can make.

Generally, the Bank is expected to invest in real estate to secure locations for bank offices or facilities and
not for other types of commercial or residential development.

26



ITEM 3. LEGAL PROCEEDINGS

In the ordinary course of business, the Bank and its subsidiaries may be named from time to time as
defendants in or parties to pending and threatened legal actions and proceedings. There were no material legal
proceedings pending at December 31, 2006, against the Bank other than ordinary routine litigation incidental
to its business, to which the Bank is a party or of which any of its property is the subject. It is to be expected
that various actions and proceedings may be anticipated to be pending or threatened against, or to involve,
the Bank from time to time in the ordinary course of business. Some of these may from time to time involve
large demands for compensatory and/or punitive damages. At the present time, management knows of no
pending or threatened litigation the ultimate resolution of which would have a material adverse effect on the
Bank's financial position or results of operations.

Additionally, the Bank, which is regulated by federal and state regulatory authorities, is the subject of
regularly conducted and special examinations, reviews and investigations performed by such regulatory
authorities and by law enforcement agencies. The Bank may occasionally have disagreements with regulatory
authorities and law enforcement agencies resulting from these investigations, examinations and reviews.

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

No matters were submitted to a vote of security holders in the fourth quarter of 2006.

PART Il

ITEMS. MARKET FOR COMMON EQUITY AND RELATED STOCKHOLDER
MATTERS

€] Market Information

There is no established public trading market for the Bank’s common stock and trading, if any, is very thin.
The Bank has no “trading symbol” and it is not listed on any exchange. Most transactions are believed to be
privately negotiated. Management believes that Middle Tennessee, especially Rutherford County, is the
principal market area for the common stock. The following table sets forth the estimated high and low sales
prices per share of the common stock for each quarter of fiscal 2006 and 2005. Such information may not
include all transactions in the Bank's common stock for the respective periods shown, and it is possible that
transactions occurred during the periods reflected or discussed at prices higher or lower than the prices set
forth in the table. Certain of the transactions involved, or may have involved, persons affiliated with the Bank.

The Bank’s common stock is thinly traded in privately negotiated transactions. There are no “market makers”
for the Bank’s common stock. The last reported transaction in the Bank’s common stock known to
management, other than the exercise of stock purchase warrants, occurred on December 29, 2006 and
involved a trade reported at $16.50 per share for 500 shares. (Some stock prices have varied apparently based
on whether the shares had warrants attached.) Due to the limited volume of trading currently and the fact that
these trades may involve negotiated, private transactions, we are unable to determine with absolute accuracy
the actual trading prices on any given date. “Bid and asked” price information for the Bank's common stock
is not available. The information concerning transactions in the Bank’s common stock are believed to be
reasonably accurate but has not been verified and is not guaranteed. The Bank first began conducting its full-
service banking business on January 20, 2004.
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The following table shows quarterly high and low trade prices for the Bank's common stock as reported to
the Bank. Most if not all of the higher prices were trades with both three-year and five-year warrants attached.
As of January of 2007, however, the three-year warrants expired if they were not exercised. Therefore, for
this reason among others, the prices indicated in the table may not be useful in determining the current price
that can be obtained for shares of the Bank’s common stock.

Calendar Period High Low
®) ®)
2006
First Quarter 17.00 13.00
Second Quarter 17.00 12.00
Third Quarter 17.00 12.00
Fourth Quarter 17.50 16.50
2005
First Quarter 17.00 15.00
Second Quarter 17.00 17.00
Third Quarter 18.00 14.00
Fourth Quarter 19.00 16.00

Because there is no established public trading market for our Bank’s common stock, because it is very thinly
traded, and because the Bank and those closely affiliated with the Bank may be involved in particular
transactions, the prices shown above may not necessarily be indicative of the fair market value of the common
stock or of the prices at which the Bank’s common stock would trade if there were an established public
trading market or a less thinly traded security. Accordingly, there can be no assurance that the common stock
will subsequently be purchased or sold at prices comparable to the prices set forth above.

During 2006, the Bank did not repurchase any of its shares. Under Tennessee law, a bank may generally
repurchase its own shares after receipt of regulatory approval for a specific redemption or for the redemption
of a specified number (or dollar volume) of shares. The Bank has not sought any such approval at this time.

The following isa brief outline of the Bank’s authorized securities. A more complete discussion of the Bank’s
securities is contained in the Registration Statement filed by the Bank on Form 10-SB in April of 2005. All
such discussions are qualified in their entirety by reference to the Bank’s charter and bylaws, as well as by
reference to the corporate and banking laws governing the Bank.

The Bank’s Common Stock
The Bank’s outstanding securities consist of its common voting stock, $1.00 par value, of which 20 million
shares are authorized. As of March 13, 2007, the Bank had 3,733,637 shares of its common stock outstanding.

No shares are reserved for issuance except up to 523,080 shares reserved in connection with the Bank’s equity
incentive plan and 897,469 shares reserved to meet the exercise of warrants to purchase shares of the Bank’s
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common stock. As of December 31, 2006, options for 425,500 shares were outstanding. Of those which are
outstanding, 316,802 options were exercisable at that date. Additional options may be granted in the future.

The Bank’s common stock is registered under Section 12 of the Securities Exchange Act pursuant to 12
C.F.R. 240.12g-3(a). The Bank files periodic and other reports, and its proxy materials, with the Federal
Reserve Board. The common stock is subject to all of the requirements of, the Securities Exchange Act.

Preferred Stock

The Bank’s charter authorizes the issuance of up to 20 million shares of preferred stock. The preferred stock
may be issued in one or more classes and series, with such designations, full or limited voting rights (or
without voting rights), redemption, conversion or sinking fund provisions, dividend rates or provisions,
liquidation rights, and other preferences and limitations as the board of directors may determine in the
exercise of its business judgment. The preferred stock may be issued by the board of directors for a variety
of reasons. The Bank has no present plans or commitments to issue any of its preferred stock.

Calculation of Public Float

MidSouth Bank has calculated the public float disclosed on the Cover Page of this report (a) by including all
issued and outstanding shares of the Bank’s common stock directly and indirectly attributable to directors and
executive officers of the Bank and (b) using the price of $7.82 per share, the “book value” at June 30, 2006,
as the fair market value of the Bank’s common stock at June 30, 2006. Book value was used because the
SEC’s Division of Corporation Finance has stated, in interpreting Regulation S-B, that for “purposes of
determining an issuer’s public float, book value may substitute for market value where there is no market for
a company'’s securities.” See Manual of Publicly Available Telephone Interpretations, “K. Regulation S-B,
No. 3.” (Downloaded March 28, 2007.) The Bank has no non-voting common equity outstanding. The public
float as so determined was $20,712,231 based on the $7.82 per share price and a calculation of 2,648,730
shares held at that date by non-affiliates. However, the Bank does not have any established public trading
market for its securities. Accordingly, the Bank does not believe that it is or can be an accelerated filer” for
purposes of the SEC’s Rule 12b-2. See SEC Release No. 33-8644 / 34-52989 (“The determination of public
float is premised on the existence of a public trading market for the company’s equity securities.”), on page
32, and related footnote 95.

The calculation of public float assumes that all outstanding shares beneficially owned by members of the
board of directors and executive officers of the Bank are owned by "affiliates," a status that each such director
and executive officer individually reserves the right to disclaim. Such determination of affiliate status is not
necessarily aconclusive determination for other purposes. Market price is estimated based on reports received
by the Bank inasmuch as the Bank’s stock is not traded over-the-counter or in any other established or
recognized securities market.

The Bank has treated as common equity held by affiliates (its directors and executive officers) only voting
stock owned by or attributable to them as of December 31, 2006; it did not treat, for purposes of responding
to the information required by the Cover Page, stock held by any of our subsidiaries as pledgee or in a
fiduciary capacity as stock held by our affiliates. The Bank’s response to the public float information request
is not intended to be an admission that any person is an affiliate of the Bank, for any purpose other than this
calculation. Moreover, there is such a limited market for the Bank’s shares, and the stock is so thinly traded,
that reliance on reported transaction prices is problematic and either book value or reported transaction prices
may not necessarily be a true indication of value. Please refer to Item 5 of this report for additional
information.
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(b) Holders

The number of record holders, including those shares held in “nominee” or “street name,” of the Bank’s
common stock at March 13, 2007 was approximately 1,955.

Transfer Agent

The Bank currently acts as its own transfer agent.
(©) Dividends

The Bank did not declare cash or stock dividends in 2006. Pursuant to the bank organization process, the
Bank agreed that it would not pay cash dividends for the first three years of its operation. (The restricted
period applicable to the Bank expired on January 20, 2007.) Future dividends may be paid as determined by
the Bank’s board of directors from time to time in accordance with federal and state law. To the extent
practicable, but in all event subject to a wide variety of considerations and to the discretion of the board of
directors, the Bank may pay dividends from time to time in accordance with Tennessee law based on its
assessment, among other things, of working and regulatory capital needs and the need to retain earnings to
fund growth.

Tennessee law further restricts the timing and amount of dividends that may be paid by a Tennessee banking
corporation such as the Bank. In no event is a Tennessee chartered bank permitted to pay dividends in any
calendar year that exceed the total of its net income of that year combined with its retained net income of the
preceding two years without the prior approval of the Commissioner of the Tennessee Department of
Financial Institutions. Prior regulatory approval must be obtained before declaring any dividends if the
amount of the Bank’s capital, and surplus is below certain statutory limits.

No dividend or other distribution can be made if the Bank is insolvent or would be rendered insolvent by such
action. Under the Tennessee Business Corporation Act, the Bank may not pay a dividend if afterwards:

. The Bank would be unable to pay its debts as they become due, or

. The Bank’s total assets would be less than its total liabilities plus an amount needed to satisfy any
preferential rights of shareholders.

Any dividends that may be declared and paid by the Bank will depend upon its earnings, financial condition,
regulatory and prudential considerations, and or other factors affecting the Bank that cannot be reliably
predicted.

The payment of dividends by the Bank, as with any federally regulated commercial bank, is, of course,
dependent upon its earnings and financial condition and, in addition to the limitations discussed above, is
subject to the statutory power of certain federal regulatory agencies to act to prevent unsafe or unsound
banking practices. Please refer also to the discussion of "Supervision and Regulation - Payment of Dividends"
and “- Capital Adequacy” set forth in Item 1 of this Annual Report on Form 10-KSB, to Item 6 of this Annual
Report on Form 10-KSB (“Management's Discussion and Analysis or Plan of Operation™), and to Item 7
(Consolidated Financial Statements).
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Taxation

Under current Tennessee tax law, cash dividends paid by Tennessee banks to Tennessee residents are exempt
from state income tax. Under Federal income tax law, dividends paid by the Bank would be taxable as
ordinary income. Shareholders and prospective investors are urged to consult their own tax and accounting
professionals for advice. Nothing in this Report can be considered or treated as or deemed to be tax,
accounting, legal, financial, or investment advice.

(d) Recent Sales of Unregistered Securities

For the year 2006, the Bank sold 222,866 shares of its common stock at $10.00 per share for which the Bank
received gross proceeds $2,228,660 (before payment of expenses). Options for 20,000 shares were exercised
during 2006. Warrants for 202,866 shares were exercised during 2006. None of these shares were registered
under the Securities Act of 1933, as amended (“Securities Act”). This discussion includes sales of reacquired
securities (if any), as well as new issues, securities issued in exchange for property, services, or other
securities, and new securities resulting from the modification of outstanding securities. The following sales
were made in the fourth quarter of 2006, at $10.00 per share, pursuant to an exemption from registration
under Section 3(a)(2) of the Securities Act and under an applicable exemption under the Tennessee Securities
Act of 1980, as amended. The number of shares shown is the aggregate number of shares sold on each
specified date.

Date of Sale Aggregate Shares Sold
(4™ Quarter of 2006) #)
10-5 1,300
10-10 50
10-13 300
10-16 2,550
10-23 200
10-25 7,125
10-27 4,125
10-30 1,075
10-31 2,500
11-1 2,000
11-2 1,525
11-3 750
11-6 2,450
11-7 4,864
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11-9
11-10
11-13
11-14
11-15
11-16
11-17
11-20
11-21
11-27
11-28
11-29
11-30

12-4

12-5

12-6

12-7

12-8
12-11
12-12
12-15
12-18
12-19
12-20
12-21
12-26
12-28
12-29

501
2,825
275
1,600
500
409
2,100
2,150
5,125
2,950
2,027
50
425
2,575
500
25
1,100
975
1,675
5,600
4,563
7,525
4,403
10,951
3,675
4,513
7,500
3,720
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All of the proceeds received from the sales of these shares were paid directly to the Bank and were
used by the Bank for general working capital purposes. None of the sales were underwritten and there
were no payments to underwriters or other persons, nor were there any deductions or discounts from
the purchase price received by the Bank. All of the shares were sold in private transactions. The
securities sold by the Bank are not convertible or exchangeable into equity securities, and they were
not warrants or options representing equity securities. The common stock of commercial banks like
MidSouth Bank is exempt from registration under Section 3(a)(2) of the Securities Act of 1933.

(e) Disclosure of Bank Repurchases Pursuant to Item 703(a) of Item S-B

The Bank did not repurchase any of its shares in 2006. In the future, the Bank may, subject to
regulatory approval, repurchase shares of its stock from time to time in order to provide some liquidity
in the stock. The Bank does not expect to solicit such purchases. There is no preset number of shares
that the Bank will purchase and no “plan” or “program” of repurchases. Because there is no established
public trading market, the Bank may elect to act as the purchaser of last resort to provide some
liquidity in the shares, paying “book value,” as calculated by it, for shares based on the “book value”
as of the immediately preceding month end (unaudited). The Bank does not encourage such sales to
it and does not pay compensation to any person or entity in any manner to encourage or to effect such
purchases.

ITEM 6. MANAGEMENT’S DISCUSSION AND ANALYSIS OR PLAN OF
OPERATION

The “Management’s Discussion and Analysis or Plan of Operation” called for by this part is set forth
as part of Appendix F. The purpose of this discussion is to provide insight into the financial condition
and results of operations of the Bank. This discussion should be read in conjunction with the Bank’s
Financial Statements (Item 7).

ITEM?7. FINANCIAL STATEMENTS.

The following financial statements of the Bank are included in this Report as part of Appendix F:

. Independent Auditor’s Report;

. Consolidated Balance Sheets - December 31, 2006 and 2005;

. Consolidated Statements of Operations - Three years ended December 31, 2006;

. Consolidated Statements of Comprehensive Losses - Three years ended December 31, 2006;

. Consolidated Statements of Changes in Stockholders’ Equity - Three years ended December
31, 2006;

. Consolidated Statements of Cash Flows - Three years ended December 31, 2006; and

. Notes to Consolidated Financial Statements.
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ITEM 8. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON
ACCOUNTING AND FINANCIAL DISCLOSURE

None.

ITEM 8A. CONTROLS AND PROCEDURES
Not applicable.

ITEM 8A(T). CONTROLS AND PROCEDURES
@) Evaluation of disclosure controls and procedures.

Within 90 days prior to the filing date of this report (the “Evaluation Date”), the Bank carried out an
evaluation, under the supervision and with the participation of the Bank’s management, including the
Bank’s Chairman and Chief Executive Officer (CEO) and its Executive Vice President and Chief
Financial Officer (CFO) of the effectiveness of the design and operation of the Bank’s disclosure
controls and procedures pursuant to Rule 13a-14 and 15d-14 of the Securities and Exchange Act of
1934 (the “Securities Exchange Act”). Based upon that evaluation, the CEO and the CFO concluded
that as of the Evaluation Date, the Bank’s disclosure controls and procedures are effective to ensure
that information required to be disclosed by the Bank in reports that it files or submits under the
Exchange Act is recorded, processed, summarized and reported within the time periods specified in
Securities and Exchange Commission rules and forms.

(b) Changes in internal controls.

There have been no significant changes in the Bank’s internal controls or in other factors that could
significantly affect internal controls subsequent to the Evaluation Date on which the Bank carried out
its evaluation.

ITEM 8B. OTHER INFORMATION
Not Applicable.
PART Il11

Pursuant to General Instruction E of Form 10-KSB, certain items are incorporated by reference to the
Bank’s 2007 definitive proxy statement, which is expected to be filed with the Federal Reserve Board
on or before 120 days after fiscal 2006 year end pursuant to Regulation 14A (the “2007 Proxy
Statement”). However, the information set forth in the 2007 Proxy Statement under the subheadings
“Compensation Committee Report on Executive Compensation” and any other lawfully excludeable
section or part, (i) shall not be deemed to be “soliciting material”” or to be “filed” with the Commission
or subject to Regulation 14A or the liabilities of Section 18 of the Exchange Act, and (ii)
notwithstanding anything to the contrary that may be contained in any filing by the Bank under such
Act or the Securities Act of 1933, as amended, shall not be deemed to be incorporated by reference in
this or any other filing. No reference to the 2007 Proxy Statement shall be deemed or understood to
incorporate such materials into this Annual Report on Form 10-KSB.
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ITEM 9. DIRECTORS, EXECUTIVE OFFICERS, PROMOTERS AND CONTROL
PERSONS; COMPLIANCE WITH SECTION 16(a) OF THE EXCHANGE
ACT.

The types of biographical and other information required by Item 9 of the Annual Report on Form 10-
KSB isincorporated by reference to the Bank’s 2007 Proxy Statement, under the captions of “Proposal
No. 1 - Election of Directors,” “The Committees of the Board of Directors,” and “Executive Officers.”

Information regarding late filings under Section 16(a) of the Securities Exchange Act of 1934 included
in the Proxy Statement under the caption “Section 16(a) Beneficial Ownership Reporting Compliance”
is hereby incorporated herein by reference.

Further information about the MidSouth Bank Audit Committee, as well as information concerning
the Bank’s Code of Ethics, is included below.

Information About the Audit Committee

The Bank has a separately-designated standing audit committee established in accordance with
Section 3(a)(58)(A) of the Securities Exchange Act of 1934, asamended. The Bank’s Audit Committee
is presently comprised of Directors Percy E. Dempsey, Il1, Chair, Roseann H. Barton, and Donald R.
Gintzig, none of whom is an officer or employee of MidSouth Bank. The Board of Directors has
determined that all of the members of the Audit Committee are independent in accordance with the
requirements of NASD Rule 4200(a)(15). (Although the Bank’s shares are not listed on the NASDAQ,
inaccordance with SEC regulations, the Bank has selected and used the NASD’s independence criteria
in making this judgment.)

The Audit Committee’s work is intended to provide reasonable assurance that the Bank’s financial
statements are presented in accordance with generally accepted accounting principles and that the
Bank’s auditors are “independent,” as that term is used under the Securities Exchange Act with respect
tothe Bank’s independent registered public accounting firm. However, members of the Committee rely
without independent verification on the information provided to them, and on the representations made
to them, by management and by the independent auditors. Accordingly, the Audit Committee’s review
of the Bank’s financial statements is substantially dependent on the information provided, as well as
the representations made, to it, although committee members ask questions of management and the
independent auditors designed to inform themselves of any needed or appropriate changes to
accounting, internal controls and procedures, or financial reporting principles used by the Bank and
as to any issues that may relate to the independence of the Bank’s independent registered public
accounting firm.

The Report of the Audit Committee describes matters related to the Audit Committee and its functions.
The Board of Directors has adopted a formal, written Audit Committee Charter, a copy of which is
available for inspection at the Bank’s Main Office during regular business hours for the Bank at One
East College Street, Murfreesboro, Tennessee 37130, by appointment with the Bank’s Chief Financial
Officer, Mr. Ben Weatherford. See “Shareholder Questions and Availability of Bank Information” in
the Bank’s 2007 Proxy Statement.

It is important to note that, as permitted by the rules and regulations of the Federal Reserve Board and
the SEC, notwithstanding anything to the contrary set forth in any of the Bank’s previous filings under
the Securities Exchange Act of 1934, as amended, that might incorporate future filings by reference
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in whole or in part, including this Annual Report or the Bank’s 2007 Proxy Materials, the Audit
Committee Report and the statements regarding the independence of the respective members of the
Audit Committee shall not be incorporated by reference into this or any other such filings.

Information About the Bank’s Code of Ethics

The Bank has adopted a Code of Ethics that applies to the Bank’s officers and employees, including
its principal executive officer and senior financial officers, including the principal financial officer, the
principal accounting officer and others performing similar functions. The Bank has posted its Code of
Ethics on its website at http://www.midsouthbanking.com. The Bank undertakes to provide to any
person without charge, upon request, a copy of its Code of Ethics. Requests should be submitted in
writing to the attention of Investor Services, One East College Street, Murfreesboro, Tennessee 37130.
The Bank intends to give notices of amendments to or waivers from its Code of Ethics (to the extent
applicable to its directors, chief executive officer, principal financial officer or principal accounting
officer) by appropriate filings with the FDIC using a Current Report on Form 8-K.

ITEM 10. EXECUTIVE COMPENSATION.

The information concerning compensation of directors and executive officers required by Item 10 of
the Annual Report on Form 10-KSB is incorporated by reference to the Bank’s 2007 Proxy Statement,
under the captions of “Committees of the Board of Directors;” “Benefits,” and “Executive
Compensation.”

<Remainder of page intentionally left blank.>
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ITEM 11. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND

MANAGEMENT AND RELATED STOCKHOLDER MATTERS.

The information concerning certain ownership of the Bank’s securities required by Item 11 of the
Annual Report on Form 10-KSB is incorporated by reference to the Bank’s 2007 Proxy Statement,
under the caption of “Stock Ownership of Management and Certain Beneficial Owners.”

The following table provides information required to be disclosed by the securities laws with respect
to (1) compensation plans and (2) individual compensation arrangements (of which the Bank has none)
under which equity securities of the Bank are authorized for issuance. The compensation plans consist
of the Bank’s equity incentive plans discussed or referenced elsewhere in this document. The
MidSouth Bank 2003 Stock Option Plan (the “2003 Plan™), was approved by the Bank’s Shareholders
in January of 2004.

Number of Securities
Remaining Available

Number of Securities
to be Issued upon

Weighted-Average
Exercise Price of

Exercise of
Outstanding Options,
Warrants and Rights*

Outstanding Options,
Warrants and Rights*

for Future Issuance
Under Equity
Compensation Plans

(Excluding Securities
Reflected in Column

(@)

(@) (b) (c)
Equity Compensation 425,500 $10.00 72,000
Plan Approved by
Security Holders
Equity Compensation -0- N/A -0-
Plans Not Approved
by Security Holders
Total 425,500 $10.00 72,000

*As of December 31, 2006, the Bank had warrants outstanding to purchase 897,469 shares and stock
options outstanding to purchase 425,500 shares. (Of the outstanding options, 316,802 were exercisable
at year end 2006.) Please refer to Notes 13 (“Stock Option Arrangement”), 14 (“Stock Warrants™), and
17 (“Earnings Per Share”) to the Consolidated Financial Statements included in this Annual Report
on Form 10-KSB in Item 7.

ITEM 12. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information concerning certain business relationships and related transactions required by Item

12 of the Annual Report on Form 10-KSB is incorporated by reference to the Bank’s 2006 Proxy
Statement, under the caption of “Certain Transactions.”

Please refer to Item 7 of this Annual Report on Form 10-KSB, and to Notes 2 and 11 to the
Consolidated Financial Statements for additional information on certain related party transactions (that
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is, transactions involving the Bank’s directors and officers, and their related interests, on the one hand
and the Bank on the other).

ITEM 13. EXHIBITS.

Exhibits and Exhibit Index - The following documents are filed as part of this Annual Report on Form
10-KSB. The table constitutes the required Exhibit Index for this filing.

Exhibit Description of Exhibit Location
Number
3(i) Charter of MidSouth Bank o
3(ii) By-laws of MidSouth Bank ©
4.1 Charter of MidSouth Bank ©
4.2 By-laws of MidSouth Bank @
4.3 Form of Stock Certificate ©
4.4 Form of Stock Purchase Warrant ©
101 MidSouth Bank 2003 Stock Option Plan o
11 Statement re Computation of Per Share Earnings ©
13 Annual Report to Security Holders ©
21 Subsidiaries of Small Business Issuer a0
31(i) Rule 13a-14(a) Certification by Chief Executive w
Officer
31ii) Rule 13a-14(a) Certification by Chief Financial w
Officer
32(a) Section 1350 Certification by Chief Executive w
Officer
32(b) Section 1350 Certification by Chief Financial w
Officer
Proxy Statement for the 2007 Annual Meeting of @
Shareholders that is currently scheduled to be held
on or about May 10, 2007

@ Incorporated by reference to Exhibit 2.1, as filed in the Bank’s Registration Statement on
Form 10-SB, which Registration Statement was submitted to the Federal Reserve Board in
April of 2005.
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()

©)

(4)

()

(6)

(7)

(8)

(9)

(10)

(11)

(12)

Incorporated by reference to Exhibit 2.2, as filed in the Bank’s Registration Statement on
Form 10-SB, which Registration Statement was submitted to the Federal Reserve Board in
April of 2005.

Incorporated by reference to Exhibit 3(i).
Incorporated by reference to Exhibit 3(ii).

Incorporated by reference to Exhibit 3.3, as filed in the Bank’s Registration Statement on
Form 10-SB, which Registration Statement was submitted to the Federal Reserve Board in
April of 2005.

Incorporated by reference to Exhibit 3.4, as filed in the Bank’s Registration Statement on
Form 10-SB, which Registration Statement was submitted to the Federal Reserve Board in
April of 2005.

Incorporated by reference to Exhibit 12.1, as filed in the Bank’s Registration Statement on
Form 10-SB, which Registration Statement was submitted to the Federal Reserve Board in
April of 2005.

Incorporated into this Report by reference to Note 17 to the Consolidated Financial Statements
included in this Report as part of Item 7.

No portion of the 2006 Annual Report to Security Holders is incorporated by reference into
this Annual Report on Form 10-KSB. Certain copies of the Annual Report to Security Holders
have been supplied to the Federal Reserve Board for its information, as required by law, but
shall not be deemed to be “filed” for any purpose.

The information required by this Exhibit is incorporated by reference to the discussion of
“Subsidiaries” appearing in Item 1 of this Annual Report.

This document is physically included in this Annual Report after the signature page(s).

Filed (or to be filed) with the Federal Reserve Board in accordance with Regulation 14A.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The Audit Committee has appointed Maggart & Associates, P.C., as the Bank’s independent auditors
for the fiscal year ending December 31, 2007. The remaining information required by Item 14 of the
Annual Report on Form 10-KSB is incorporated by reference to the Bank’s 2007 Proxy Statement,
under the caption of “Principal Auditor Fees and Services.”
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SIGNATURES

In accordance with Section 13 or 15(d) of the Exchange Act, the Registrant caused this report to be
signed on its behalf by the undersigned, thereunto duly authorized.

MIDSOUTH BANK
(Registrant)

By:

Lee M. Moss, Chairman
and Chief Executive Officer

March _ , 2007

In accordance with the Exchange Act, this report has been signed below by the following persons on
behalf of the Registrant and in the capacities and on the dates indicated.

Name Title Date

By: Director March _ , 2007
Donald W. Alexander

By: Director March _ , 2007
Jimmy E. Allen

By: Director March _ , 2007
Roseann H. Barton

By: Executive Vice March _, 2007
Dallas G. Caudle, Jr. President and Director
By: Director March _ , 2007

D. Gerald Coggin, Sr.

By: Director March _ , 2007
Daniel B. Decker

By: Director March _ , 2007
Percy E. Dempsey, 11

By: Director March _ , 2007
John D. Floyd




By:

By:

By:

By:

By:

By:

By:

By:

By:

By:

Name Title

Director

Donald R. Gintzig

Director

A. Frank Johns, Jr.

Chairman, Chief Executive

Lee M. Moss Officer, and Director

Director

Matthias B. Murfree, |11

Director
Beth S. O’Brien

Director
Robert A. Parks

Director
George W. Smith, M.D.

Director

Gregory E. Waldron

Senior Chairman

Jack O. Weatherford, Sr. and Director

President and Chief Financial

J. Benjamin Weatherford and Accounting Officer,
and Director

Date
March ___, 2007
March __, 2007
March __, 2007
March __, 2007
March ___, 2007
March ___, 2007
March __, 2007
March __, 2007
March ___, 2007
March __ , 2007



ExHIBIT 31

CERTIFICATIONS FILED AS PART OF THIS ANNUAL REPORT ON FORM 10-KSB



EXHIBIT 31(i)
CERTIFICATION
I, Lee M. Moss, Chairman and Chief Executive Officer of MidSouth Bank, certify that:

1. I have reviewed this Annual Report on Form 10-KSB for fiscal year ended December 31,
2006, of MidSouth Bank (“registrant™);

2. Based on my knowledge, this report does not contain any untrue statement of a material fact
or omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included
in this report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

4. The registrant's other certifying officer(s) and | are responsible for establishing and
maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a—15(e) and 15d-15(e))
and internal control over financial reporting (as defined in Exchange Act Rules 13a—15(f) and 15d—-15(f)) for
the registrant and have:

@ Designed such disclosure controls and procedures, or caused such disclosure controls
and procedures to be designed under our supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this report is being prepared;

(b) Evaluated the effectiveness of the registrant's disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and procedures, as
of the end of the period covered by this report based on such evaluation; and

(© Disclosed in this report any change in the registrant's internal control over financial
reporting that occurred during the registrant's most recent fiscal quarter (the registrant's fourth fiscal quarter
in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant's internal control over financial reporting; and

5. The registrant's other certifying officer(s) and | have disclosed, based on our most recent
evaluation of internal control over financial reporting, to the registrant's auditors and the audit committee of
the registrant's board of directors (or persons performing the equivalent functions):

€)] All significant deficiencies and material weaknesses in the design or operation of
internal control over financial reporting which are reasonably likely to adversely affect the registrant's ability
to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees
who have a significant role in the registrant's internal control over financial reporting.

Date: March ___, 2007

Lee M. Moss, Chairman and
Chief Executive Officer



EXHIBIT 31(ii)
CERTIFICATION
I, J. Benjamin Weatherford, President and Chief Financial Officer of MidSouth Bank, certify that:

1. I have reviewed this Annual Report on Form 10-KSB for fiscal year ended December 31,
2006, of MidSouth Bank (“registrant™);

2. Based on my knowledge, this report does not contain any untrue statement of a material fact
or omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included
in this report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

4. The registrant's other certifying officer(s) and | are responsible for establishing and
maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a—15(e) and 15d-15(e))
and internal control over financial reporting (as defined in Exchange Act Rules 13a—15(f) and 15d-15(f)) for
the registrant and have:

@ Designed such disclosure controls and procedures, or caused such disclosure controls
and procedures to be designed under our supervision, to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this report is being prepared;

(b) Evaluated the effectiveness of the registrant's disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and procedures, as
of the end of the period covered by this report based on such evaluation; and

(© Disclosed in this report any change in the registrant's internal control over financial
reporting that occurred during the registrant's most recent fiscal quarter (the registrant's fourth fiscal quarter
in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant's internal control over financial reporting; and

5. The registrant's other certifying officer(s) and | have disclosed, based on our most recent
evaluation of internal control over financial reporting, to the registrant's auditors and the audit committee of
the registrant's board of directors (or persons performing the equivalent functions):

@ All significant deficiencies and material weaknesses in the design or operation of
internal control over financial reporting which are reasonably likely to adversely affect the registrant's ability
to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees
who have a significant role in the registrant's internal control over financial reporting.

Date: March 2007

J. Benjamin Weatherford, President and
Chief Financial Officer



EXHIBIT 32

CERTIFICATIONS ACCOMPANYING THIS ANNUAL REPORT ON FOrRM 10-KSB



EXHIBIT 32(a)
CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350

CERTIFICATION OF CHIEF EXECUTIVE OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the Annual Report on Form10-KSB of MidSouth Bank (the "Bank") for the year
ended December 31, 2006, as filed with the Federal Deposit Insurance Corporation on the date hereof (the
"Report™) I, Lee M. Moss, Chief Executive Officer of the Bank, certify pursuant to 18 U.S.C. Section 1350,
as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that, to the best of my knowledge:

@ The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

2 The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Bank.

March _, 2007

Lee M. Moss, Chairman and
Chief Executive Officer



EXHIBIT 32(b)
CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350

CERTIFICATION OF CHIEF FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the Annual Report on Form10-KSB of MidSouth Bank (the "Bank") for the year
ended December 31, 2006, as filed with the Federal Deposit Insurance Corporation on the date hereof (the
"Report™) I, Ben Weatherford, Chief Financial Officer of the Bank, certify pursuant to 18 U.S.C. Section
1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that, to the best of my
knowledge:

@ The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

2 The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Bank.

March _ , 2007

J. Benjamin Weatherford, President and
Chief Financial Officer
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MIDSOUTH BANK FINANCIAL HIGHLIGHTS (UNAUDITED)

BALANCE SHEETS:
End of period:
Total assets
Loans, net
Securities
Deposits
Stockholders' equity

STATEMENTS OF OPERATIONS:
Interest income
Interest expense

Net interest income (loss)

Provision for loan losses

Net interest income (loss) after provision
for loan losses

Non-interest income

Non-interest expense

Loss before income taxes

Income taxes

Net loss

Comprehensive loss

PER SHARE DATA:

Basic loss per common share
Diluted loss per common share
Cash dividends per share

Book value per share, end of year

RATIOS:

Return on average stockholders’ equity

Return on average assets

Stockholders’ equity to assets

Dividends declared per share as
percentage of basic earnings per share

For the Period
from
December 29,
For the Year For the Year For the Year (Inception)
Ended Ended Ended to
December 31, December 31, December 31, December 31,
2006 2005 2004 2003
$ 219,524 $ 132,605 $ 68,976 $ -
148,500 103,006 40,584 -
36,347 15,273 17,009 -
192,512 107,445 43,871 -
26,228 24,690 24,887 -
$ 11,020 $ 5,040 $ 1,539 $ 25
5,304 1,778 335 29
5,716 3,262 1,204 (4)
611 803 514 -
5,105 2,459 690 4)
1,274 798 310 -
7,583 5,184 3,761 1,201
(1,204) (1,927) (2,761) (1,205)
$ (1,204) $ (1,927) $ (2,761) $ (1,205)
$ (751) $ (2,138) $ (2,970) $ (1,205)
(.38) (.65) (.95) -
(.38) (.65) (.95) -
7.89 7.96 8.56 -
- % - % - % - %
- % - % - % - %
11.95% 18.62% 36.08% - %

- %

- %

- %



MIDSOUTH BANK

Management’s Discussion and Analysis or Plan of Operation

Overview

Since opening MidSouth Bank (“The Bank”) almost three years ago, we have effectively utilized
the almost $30 million in capital, which was a record for a new bank in the State of Tennessee, to support
our strong growth. We have invested aggressively and appropriately in branch locations and people,
which provide the foundation for this growth. Rutherford County, where MidSouth Bank is located,
remains the fastest growing county in the state of Tennessee, and we are now the only Rutherford County
based bank in our market. It is imperative that we continue to leverage the tenured bankers, who make up
the MidSouth Bank team, to attain the growth necessary to achieve management’s aspirations. While
Rutherford County has relied heavily on residential growth during the last twelve years, we have seen a
slow down in this niche which has negatively impacted our anticipated loan growth. Fortunately, deposit
growth and growth in clients has remained quite strong and will leave us poised when the real estate
market returns to a normal pace and affords us appropriate loan growth. We have also had success in the
commercial market, and that will remain a strong focus for 2007.

The following highlights reflect our major areas of accomplishments during 2006:

e Financial Performance — MidSouth Bank grew its assets approximately 66% from $132.6
million in 2005 to $219.5 million at year-end 2006, while total loans grew approximately
44% from $104.3 million to $150.4 million. While the largest contributor to this loan
growth was in the area of commercial and residential real estate, as reflected earlier, this
niche has slowed down and precluded us from achieving our expected loan growth. Total
deposits grew approximately 79% from $107.4 million to $192.5 million. The two
driving factors in our deposit growth were a certificate of deposit (“CD”) special which
required customers to move their primary banking relationship to MidSouth Bank in
order to achieve the premium rate; as well as the continued success of our Easy Move
process which assists clients who move their accounts to MidSouth Bank by coordinating
the transfer of all direct deposits and scheduled ACH withdrawals from their accounts.
While our loan/deposit ratio had reached a peak slightly in excess of 100%, we closed the
year out at 78%, which suggests that we will have a strong focus on growing our loan
portfolio in 2007. 2006 saw our interest income grow 120% to $11.0 million from $5.0
million. This positive growth comes from both significant growth in our loan portfolio
along with a better yield. Total interest expense grew 194% to $5.3 million from $1.8
million. Other than the growth of our interest bearing accounts, the primary growth came
from the CD special which began late in the first quarter of 2006, and these CD’s will
mature primarily during the second quarter of 2007. Total non-interest income grew 60%
to $1.3 million from $798 thousand while non-interest expense grew 46% to $7.6 million
from $5.2 million. With a strong focus on recruiting the best talent, our salary expense
has grown 39% from 2005, but it reflects 29% of total expenses in 2006 as compared to
39% in 2005. The Bank accumulated a net loss of $1.2 million for the year which was
consistent with our budgeted goal. While your Bank’s leadership acknowledges this
significant loss, it also is reflective of the intentional commitment that has been made in
people and locations. Years ago, new banks typically broke even in twelve to eighteen
months. As newly chartered banks began raising capital in excess of $15 million like we
did, it pushed forward the breakeven point to two-three years. It is management’s full
intention for 2007 to be profitable, which will be achieved through growth in our loan
portfolio and appropriate management of our non-interest expenses.




MIDSOUTH BANK

Management’s Discussion and Analysis or Plan of Operation

Overview, Continued

Competitive Environment - During 2006, MidSouth Bank became the only Rutherford
County based bank serving our market. While this circumstance arrived earlier than
Bank’s leadership anticipated, we feel we were appropriately positioned to fill this role.
We currently have six locations serving Rutherford County, four of which are in
Murfreesboro and two in Smyrna. In 2006, our market share in Rutherford County grew
from the ninth largest bank with 3.57% of the market to the sixth largest bank attaining
6.73% of the market. This growth is out of fourteen commercial banks with offices
located in Rutherford County. For the last ten years, Rutherford County has remained the
fastest growing county in the state of Tennessee and among the faster growing counties in
the country. This growth has caused two new banks to open offices in this market during
the last two years, and other banks have announced their intentions to open during 2007.

Branch Office Expansion — During 2006, MidSouth Bank successfully opened three
offices in Murfreesboro. Our offices on South Church Street and Memorial Boulevard
opened during the first quarter of 2006, with our Old Fort Parkway Office opening during
the third quarter. These sites, along with our office on Sam Ridley Parkway and another
office on Lowry Street in Smyrna, gives us six locations to effectively serve the
Rutherford County market for the near-term future. We have continued to defer
construction of our new Main Office at One East College Street in Murfreesboro but
anticipate commencing the planning process and groundbreaking during 2007. While the
Main Office construction has been deferred longer than originally anticipated, Bank’s
leadership acknowledges we are better positioned to capitalize on competitive
opportunities with our six locations rather than constructing our new Main Office
prematurely.

Market Focus — Prior to having our six locations functioning, our Bank focused primarily
on locally owned businesses and their management teams, along with other affluent
clients with whom our tenured bankers had prior relationships. Given our branch market
coverage which now exists, our focus is shifting to meeting the broader needs of
Rutherford County’s rapidly expanding consumer base. Having the only local statutory
board of directors comprised of eighteen well-known leaders in Rutherford County
should assist us in continuing to bring in major business relationships in 2007. An
experienced and successful business banker has recently joined us to assist in focusing on
bringing in new business relationships. His focus will be on locally owned Rutherford
County businesses which provide a better portfolio balance to our currently strong real
estate segment. Our newly organized Trust Department has achieved significant success
during 2006, having been named in 49 wills as executor or trustee, while our Investment
Team has over $90 million in assets under management.
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General

MidSouth Bank is a state chartered bank which began operations on January 20, 2004. The Bank
offers a wide range of banking services including checking, savings, money market accounts, certificate
of deposits and loans for consumer, commercial and real estate purposes. The Bank currently operates
from its main office and three branches in Murfreesboro, and two locations in Smyrna, Rutherford
County, Tennessee. In addition, the Bank has a wholly-owned subsidiary, MSB Services, Inc.

The purpose of this discussion is to provide insight into the financial condition and results of
operations of the Bank. This discussion should be read in conjunction with the annual consolidated
financial statements, filed in conjunction with Form 10-KSB for 2006.

Forward-Looking Statements

Management's discussion of the Bank and management's analysis of the Bank's operations and
prospects, and other matters, may include forward-looking statements within the meaning of the Private
Securities Litigation Reform Act of 1995 and other provisions of federal and state securities laws.
Although the Bank believes that the assumptions underlying such forward-looking statements contained
in this Report are reasonable, any of the assumptions could be inaccurate and, accordingly, there can be
no assurance that the forward-looking statements included herein will prove to be accurate. The use of
such words as expect, anticipate, forecast, and comparable terms should be understood by the reader to
indicate that the statement is "forward-looking" and thus subject to change in a manner that can be
unpredictable. Factors that could cause actual results to differ from the results anticipated, but not
guaranteed, in this Report, include (without limitation) economic and social conditions, competition for
loans, mortgages, and other financial services and products, changes in interest rates, unforeseen changes
in liquidity, results of operations, and financial conditions affecting the Bank's customers, as well as other
risks that cannot be accurately quantified or completely identified. Many factors affecting the Bank's
financial condition and profitability, including changes in economic conditions, the volatility of interest
rates, political events and competition from other providers of financial services simply cannot be
predicted. Because these factors are unpredictable and beyond the Bank's control, earnings may fluctuate
from period to period. The purpose of this type of information is to provide readers with information
relevant to understanding and assessing the financial condition and results of operations of the Bank, and
not to predict the future or to guarantee results. The Bank is unable to predict the types of circumstances,
conditions, and factors that can cause anticipated results to change. The Bank undertakes no obligation to
publish revised forward-looking statements to reflect the occurrence of changes or unanticipated events,
circumstances, or results.

Critical Accounting Policies

The accounting principles we follow and our methods of applying these principles conform with
accounting principles generally accepted in the United States and with general practices within the
banking industry. In connection with the application of those principles to the determination of our
allowance for loan losses (ALL), we have made judgments and estimates which have significantly
impacted our financial position and results of operations.



MIDSOUTH BANK

Management’s Discussion and Analysis or Plan of Operation, Continued

Critical Accounting Policies, Continued

Our management assesses the adequacy of the ALL on a regular basis. This assessment includes
procedures to estimate the ALL and test the adequacy and appropriateness of the resulting balance. The
ALL consists of two portions (1) an allocated amount representative of specifically identified credit
exposure and exposures readily predictable by historical or comparative experience, and (2) an
unallocated amount representative of inherent loss which is not readily identifiable. Even though the
ALL is composed of two components, the entire allowance is available to absorb any credit losses.

We establish the allocated amount separately for two different risk groups (1) unique loans
(commercial loans, including those loans considered impaired); and (2) homogenous loans (generally
single family residential and consumer loans). We base the allocation for unique loans primarily on risk
rating grades assigned to each of these loans as a result of our loan management and review processes.
Each risk-rating grade is assigned an estimated loss ratio, which is determined based on the experience of
management, discussions with banking regulators, historical and current economic conditions and our
independent loan review process. We estimate losses on impaired loans based on estimated cash flows
discounted at the loan’s original effective interest rate or the underlying collateral value. We also assign
estimated loss ratios to our consumer portfolio. However, we base the estimated loss ratios for these
homogenous loans on the category of consumer credit (e.g., automobile, residential mortgage, home
equity) and not on the results of individual loan reviews.

The unallocated amount is particularly subjective and does not lend itself to the exact
mathematical calculation. We use the unallocated amount to absorb inherent losses which may exist as of
the balance sheet date for such matters as changes in the local or national economy, the depth or
experience of the lending staff, any concentrations of credit in any particular industry group, and new
banking laws or regulations. After we assess applicable factors, we evaluate the aggregate unallocated
amount based on our management’s experience.

We then test the resulting ALL balance by comparing the balance in the allowance account to
historical trends and peer information. Our management then evaluates the result of the procedures
performed, including the result of our testing, and concludes on the appropriateness of the balance of the
ALL in its entirety. The loan review and the finance committee of our board of directors review the
assessment prior to the filing of financial information.

Results of Operations

The Bank sustained a loss of $1,204,000 and $1,927,000 for the years ended December 31, 2006
and 2005, respectively. Included in the loss is a provision for loan losses of $611,000 and $803,000,
respectively. On a per share basis, the net loss was $0.38 and $0.65, respectively, per common share.
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Net Interest Income

Net interest income represents the amount by which interest earned on various earning assets
exceeds interest paid on deposits and other interest-bearing liabilities and is the most significant
component of the Bank's earnings. Total interest income for the years ended December 31, 2006 and
2005 was $11,020,000 and $5,040,000, respectively, an increase of 118.65%, and total interest expense
was $5,304,000 and $1,778,000, respectively, an increase of 198.31%. Net interest income for 2006 and
2005 totaled $5,716,000 and $3,262,000, respectively. Interest rates are expected to remain stable or
increase slightly in 2007. Management believes that a satisfactory level of loans and deposits can be
booked during 2007 to provide for a greater net interest margin.

Provision for Loan Losses

The provision for loan losses represents a charge to earnings necessary to establish an allowance
for loan losses that, in management's evaluation, is adequate to provide coverage for estimated losses on
outstanding loans and to provide for uncertainties in the economy. The provision for loan losses was
$611,000 and $803,000 for the years ended December 31, 2006 and 2005, respectively, a decrease of
23.91%. The level of the allowance and the amount of the provision involve evaluation of uncertainties
and matters of judgment. Management believes the allowance for loan losses at December 31, 2006 and
2005 to be adequate. The allowance for loan losses was 1.28% and 1.26% of loans at December 31, 2006
and 2005, respectively.

Under the terms of an agreement with the Bank’s regulatory agency, the Bank is required to
maintain a minimum loan loss reserve equal to 1.25% of loans for a period of three years from the date
the Bank began operations, January 20, 2004.

Non-Interest Income

The Bank's non-interest income consists of service charges on deposits, fees on mortgage
originations and other fees and commissions. Total non-interest income for the year ended December 31,
2006 and 2005 was $1,274,000 and $798,000, respectively, an increase of $476,000 or 59.65%.
Management projects that other fees and commissions and service charges on deposit accounts will
increase in 2007 due to growth of the Bank and will make a significant contribution to earnings. The
increase in fees are primarily related to growth in investment and mortgage department income.

Non-Interest Expense

Non-interest expenses consist primarily of employee costs, occupancy expenses, furniture and
equipment expenses, and other operating expenses. The non-interest expense for the years ended
December 31, 2006 and 2005 was $7,583,000 and $5,184,000, respectively, an increase of $2,399,000 or
46.28%. The increase in non-interest expense is primarily due to growth of the Bank including the
addition of branches and personnel.

Income Taxes

Due to the Bank's loss, there was no income tax expense provision in 2006 or 2005.



MIDSOUTH BANK

Management’s Discussion and Analysis or Plan of Operation, Continued

Financial Condition

Balance Sheet Summary. The Bank's total assets were $219,524,000 and $132,605,000 at
December 31, 2006 and 2005, respectively, an increase of 65.55%. Loans, net of allowance for loan
losses, totaled $148,500,000 and $103,006,000 at December 31, 2006 and 2005, respectively, and
investment securities totaled $36,347,000 and $15,273,000, respectively.

Total liabilities were $193,296,000 and $107,915,000 at December 31, 2006 and 2005,
respectively, and stockholders’ equity was $26,228,000 and $24,690,000, respectively. A more detailed
discussion of assets, liabilities and capital follows.

Loans

Loan categories are as follows:

December 31, 2006 December 31, 2005
Amount Percentage Amount Percentage
(In Thousands, (In Thousands,
except percentages) except percentages)
Commercial, financial and
agricultural $ 75,773 50.4% $ 45,638 43.7%
Consumer 3,559 2.4 2,463 2.4
Real estate - mortgage 24,653 16.3 21,260 20.4
Real estate - construction 46,437 30.9 34,962 33.5
Total $ 150,422 100.0% $ 104,323 100.0%

Loans are a large component of the Bank’s assets and are a primary source of income. The loan
portfolio is composed of four primary loan categories: commercial, financial and agricultural; consumer;
real estate - mortgage; and real estate - construction. The table above sets forth the loan categories and
the percentage of such loans in the portfolio at December 31, 2006 and 2005.

As represented in the table, primary loan growth was in real estate construction and commercial
loans. Management is making loans in an orderly fashion to maintain quality.

The Bank follows the provisions of Statement of Financial Accounting Standards (“SFAS”) No.
114, “Accounting by Creditors for Impairment of a Loan” and SFAS No. 118, “Accounting by Creditors
for Impairment of a Loan - Income Recognition and Disclosures”. These pronouncements apply to
impaired loans except for large groups of smaller-balance homogeneous loans that are collectively
evaluated for impairment including credit card, residential mortgage, and consumer installment loans.

A loan is impaired when it is probable that the Bank will be unable to collect the scheduled
payments of principal and interest due under the contractual terms of the loan agreement. Impaired loans
are measured at the present value of expected future cash flows discounted at the loan’s effective interest
rate, at the loan’s observable market price, or the fair value of the collateral if the loan is collateral
dependent. If the measure of the impaired loan is less than the recorded investment in the loan, the Bank
shall recognize an impairment by creating a valuation allowance with a corresponding charge to the
provision for loan losses or by adjusting an existing valuation allowance for the impaired loan with a
corresponding charge or credit to the provision for loan losses.
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The Bank's first mortgage single family residential and consumer loans which total
approximately $23,091,000 and $3,559,000, respectively at December 31, 2006, are divided into various
groups of smaller-balance homogeneous loans that are collectively evaluated for impairment and thus are
not subject to the provisions of SFAS Nos. 114 and 118. Substantially all other loans of the Bank are
evaluated for impairment under the provisions of SFAS Nos. 114 and 118.

The Bank considers all loans subject to the provisions of SFAS Nos. 114 and 118 that are on
nonaccrual status to be impaired. Loans are placed on nonaccrual status when doubt as to timely
collection of principal or interest exists, or when principal or interest is past due 90 days or more unless
such loans are well-secured and in the process of collection. Delays or shortfalls in loan payments are
evaluated with various other factors to determine if a loan is impaired. Generally, delinquencies under 90
days are considered insignificant unless certain other factors are present which indicate impairment is
probable. The decision to place a loan on nonaccrual status is also based on an evaluation of the
borrower’s financial condition, collateral, liquidation value, and other factors that affect the borrower’s
ability to pay.

Generally, at the time a loan is placed on nonaccrual status, all interest accrued on the loan in the
current fiscal year is reversed from income, and all interest accrued and uncollected from the prior year
is charged off against the allowance for loan losses. Thereafter, interest on nonaccrual loans is recognized
as interest income only to the extent that cash is received and future collection of principal is not in doubt.
If the collectibility of outstanding principal is doubtful, such interest received is applied as a reduction of
principal. A nonaccrual loan may be restored to accruing status when principal and interest are no longer
past due and unpaid and future collection of principal and interest on a timely basis is not in doubt. At
December 31, 2006 there were $2,000 in non-accrued loans. As of December 31, 2005 there were no
non-accrual loans.

Other loans may be classified as impaired when the current net worth and financial capacity of
the borrower or of the collateral pledged, if any, is viewed as inadequate. In those cases, such loans have
a well-defined weakness or weaknesses that jeopardize the liquidation of the debt, and if such deficiencies
are not corrected, there is a probability that the Bank will sustain some loss. In such cases, interest
income continues to accrue as long as the loan does not meet the Bank's criteria for nonaccrual status.

Generally the Bank also classifies as impaired any loans the terms of which have been modified
in a troubled debt restructuring. Interest is accrued on such loans that continue to meet the modified
terms of their loan agreements. At December 31, 2006 and 2005, the Bank had no loans that have had the
terms modified in a troubled debt restructuring.

The Bank's charge-off policy for impaired loans is similar to its charge-off policy for all loans in
that loans are charged-off in the month when they are considered uncollectible.
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At December 31, 2006 and 2005, the Bank had $1,470,000 and $0, respectively, in impaired
loans outstanding and no loans past due 90 days.

At December 31, 2006 and 2005, there were $4,409,000 and $25,000, respectively, in loans
included in the Bank’s internal classified loan list. Loans are listed as classified when information
obtained about possible credit problems of the borrower has prompted management to question the ability
of the borrower to comply with the agreed repayment terms of the loan agreement. The loan
classifications do not represent or result from trends or uncertainties which management expects will
materially impact future operating results, liquidity or capital resources.

The allowance for loan losses is discussed under “Provision for Loan Losses”. The Bank
maintains its allowance for loan losses at an amount considered by management to be adequate to provide
for the possibility of loan losses in the loan portfolio. As required by the Bank’s regulators, management
expects to maintain a minimum of 1.25% of loans in the allowance for loan losses for the first three years
of operations.

Essentially all of the Bank’s loans originate from Rutherford and adjacent counties in Tennessee.
The Bank seeks to exercise prudent risk management in lending, including diversification by loan
category and industry segment, as well as by identification of credit risks.

The Bank’s management believes there is a significant opportunity to continue to increase the
loan portfolio in the Bank’s primary market area. The Bank has targeted commercial business lending,
commercial and residential real estate lending and consumer lending. The Bank seeks to build a loan
portfolio which is capable of adjusting to swings in the interest rate market, and it is the Bank’s policy to
maintain a diverse loan portfolio not dependent on any particular market or industrial segment.
Management has set a goal for loans to approximate 90% of deposits.

Securities

Securities totaled $36,347,000 and $15,273,000 at December 31, 2006 and 2005, respectively,
and was a significant component of the Bank’s earning assets. The Bank has adopted the provisions of
Statement of Financial Accounting Standards No. 115 (SFAS No. 115), “Accounting for Certain
Investments in Debt and Equity Securities”. Under the provisions of the Statement, securities are to be
classified in three categories and accounted for as follows:

e Debt securities that the enterprise has the positive intent and ability to hold to maturity are
classified as held-to-maturity securities and reported at amortized costs.

e Debt and equity securities that are bought and held principally for the purpose of selling them in
the near term are classified as trading securities and reported at fair value, with unrealized gains
and losses included in earnings.
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o Debt and equity securities not classified as either held-to-maturity securities or trading securities
are classified as available-for-sale securities and reported at fair value, with unrealized gains and
losses excluded from earnings and reported in a separate component of stockholders’ equity.

The Bank’s classification of securities as of December 31, 2006 is as follows:

Available-for-Sale

Estimated
Amortized Market
Cost Value

(In Thousands)

U.S. Treasury and other U.S.
Government agencies and corporations  $ 15,311 $ 15,184
Mortgage-backed securities 21,003 21,163
$ 36,314 $ 36,347

The Bank’s classification of securities as of December 31, 2005 is as follows:

Available-for-Sale

Estimated
Amortized Market
Cost Value

(In Thousands)

U.S. Treasury and other U.S.
Government agencies and corporations  $ 11,708 $ 11,428
Mortgage-backed securities 3,985 3,845
$ 15,693 $ 15,273

No securities have been classified as trading or held-to-maturity.
Deposits

Total deposits, which are the principal source of funds for the Bank, totaled $192,512,000 and
$107,445,000 at December 31, 2006 and 2005, respectively, an increase of $85,067,000 or 79.17%. The
Bank has targeted local consumers, professionals, local governments and commercial businesses as its
central clientele; therefore, deposit instruments in the form of demand deposits, savings accounts, money

market demand accounts, certificates of deposits and individual retirement accounts are offered to
customers.
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Management believes Rutherford County and the surrounding area is a growing economic market
offering growth opportunities for the Bank; however, the Bank competes with several of the larger bank
holding companies that have bank offices in this area, as well as other community banks; and therefore,
no assurances of market growth can be given. Even though the Bank is in a very competitive market,
management currently believes that its market share will be expanded. Management firmly believes that
its position as a locally owned financial institution that offers personalized service will contribute
significantly to quality loans and deposit growth and profitability.

Liquidity and Asset Management

The Bank's management seeks to maximize net interest income by managing the Bank's assets
and liabilities within appropriate constraints on capital, liquidity and interest rate risk. Liquidity is the
ability to maintain sufficient cash levels necessary to fund operations, meet the requirements of depositors
and borrowers and fund attractive investment opportunities. The Bank’s primary source of liquidity is
expected to be a stable core deposit base. In addition, short-term investments, loan payments and
investment security maturities provide a secondary source. At the present time, there are no known trends
or any known commitments, demands, events or uncertainties that will result in or that are reasonably
likely to result in the Bank’s liquidity changing in any material way.

Interest rate risk (sensitivity) management focuses on the earnings risk associated with changing
interest rates. Management seeks to maintain profitability in both immediate and long term earnings
through funds management/interest rate risk management. The Bank’s rate sensitivity position has an
important impact on earnings. Senior management of the Bank meets periodically to analyze the rate
sensitivity position. These meetings focus on the spread between the cost of funds and interest yields
generated primarily through loans and investments.

The following table shows the rate sensitivity gaps for different time period as of December 31,

2006:
Interest Rate Sensitivity Gaps Over
December 31, 2006 1-90 3 months to 1to5 5
(In Thousands) Days 12 months Years Years Total
Interest-earning assets $ 94,504 10,321 62,991 33,843 201,659
Interest-bearing liabilities 96,715 57,127 10,758 - 164,600
Interest-rate sensitivity gap $ (2,211) (46,806) 52,233 33,843 37,059
Cumulative gap 3 (2,211) (49,017) 3,216 37,059
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Capital Position and Dividends

At December 31, 2006 and 2005, total stockholders' equity was $26,228,000 and $24,690,000,
respectively, or 11.95% and 18.62%, respectively, of total assets. The change in stockholders’ equity
resulted from a loss of $1,204,000, a decrease in unrealized losses on available-for-sale securities of
$453,000 net of proceeds from the issuance of common stock totaling $2,229,000 and stock based
compensation expense of $60,000.

As part of the original offering, any shares purchased received non-detachable warrants which
provide the stockholder the ability to purchase an additional 1 share of common stock for every two
shares of common stock purchased. The purchase price for the additional shares is equal to the greater of
$10 or 110% of the book value of the stock at the date of exercise. For each recipient, one half of the
warrants received must be exercised within 3 years from January 20, 2004 (the date of issuance) and the
other half within five years of the date of issuance. As of December 31, 2006, 396,971 warrants had been
exercised.

The Bank's principal regulators have established minimum risk-based capital requirements and
leverage capital requirements for the Bank. These guidelines classify capital into two categories of Tier |
and Total risk-based capital. Total risk-based capital consists of Tier | (or core) capital (essentially
common equity less intangible assets) and Tier Il capital (essentially qualifying long-term debt, of which
the Bank has none, and a part of the allowance for loan losses). In determining risk-based capital
requirements, assets are assigned risk-weights of 0% to 100%, depending on regulatory assigned levels of
credit risk associated with such assets. The risk-based capital guidelines require the Bank to have a total
risk-based capital ratio of 8.0% and a Tier | risk-based capital ratio of 4.0%. At December 31, 2006 and
2005, the Bank's total risk-based capital ratios were 15.4% and 21.8%, respectively, and its Tier I risk-
based capital ratios was 14.3% and 20.7%, respectively. The required Tier | leverage capital ratio (Tier |
capital to average assets for the most recent quarter) for the Bank is 4.0%. At December 31, 2006 and
2005, the Bank had a leverage ratio of 12.5% and 19.2%, respectively. The ratios are high when
compared to industry averages and result from the fact that the Bank is a newly chartered institution.
These ratios are expected to decrease as the Bank continues to grow in assets and liabilities.

There is no established trading market for the Bank’s stock. From time to time the Bank may,
subject to Regulatory approval, acquire shares of its stock to provide some liquidity in the shares. During
the year ended December 31, 2006, the Bank issued 202,866 shares at $10 per share, of its voting
common stock in connection with the warrants and 20,000 shares of $10 per share in connection with the
exercise of options. No shares of the Bank’s common voting stock were redeemed for the years ending
December 31, 2006 and 2005. Privately negotiated trades may involve the Bank, its directors and officers
and, accordingly, may not be reliable indicators of value.

In October, 2004, the Shareholders of the Bank approved the MidSouth Bank’s 2004 Stock
Option Arrangement (the “Arrangement”). The Arrangement provides for the granting of stock options,
and authorizes the issuance of common stock upon the exercise of such options, for up to 380,000 shares
of common stock, to employees and organizers of the Bank and up to 143,080 shares of common stock
for future use as decided by the Directors of the Bank.
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Under the Stock Option Arrangement, stock option awards may be granted in the form of
incentive stock options or nonstatutory stock options, and generally vest over a five year period with a ten
year option to purchase. Exercise prices of incentive stock options must be equal to or greater than 100%
of the fair market value of the common stock on the grant date.

At December 31, 2006 and 2005, 451,000 shares of the options had been granted at $10 per share.
Of the options granted 425,500 and 451,000 were outstanding at December 31, 2006 and 2005,
respectively. At December 31, 2006 and 2005, 316,802 and 299,526 shares were exercisable.

FDICIA. Under the Federal Deposit Insurance Corporation Improvement Act of 1991
("FDICIA™), the federal banking regulators have assigned each insured institution to one of five
categories ("well capitalized,” "adequately capitalized™" or one of three under capitalized categories) based
upon the three measures of capital adequacy discussed above. Institutions which have a Tier | leverage
capital ratio of 5%, a Tier | risk based capital ratio of 5% and a total risk based capital ratio of 10% are
defined as "well capitalized". All institutions, regardless of their capital levels, are restricted from making
any capital distribution or paying any management fees that would cause the institution to fail to satisfy
the minimum levels for any of its capital requirements for "adequately capitalized" status. The Bank
currently meets the requirements for "well capitalized" status.

An institution that fails to meet the minimum level for any relevant capital measure (an
"undercapitalized institution™) may be: (i) subject to increased monitoring by the appropriate federal
banking regulator; (ii) required to submit an acceptable capital restoration plan within 45 days (which
must be guaranteed by the institution's holding company); (iii) subject to asset growth limits; and (iv)
required to obtain prior regulatory approval for acquisitions, branching and new lines of businesses. The
bank regulatory agencies have discretionary authority to reclassify a well capitalized institution as
adequately capitalized or to impose on an adequately capitalized institution requirements or actions
specified for undercapitalized institutions if the agency determines that the institution is in an unsafe or
unsound condition or is engaging in an unsafe or unsound practice.

A "significantly undercapitalized” institution may be subject to a number of additional
requirements and restrictions, including orders to sell sufficient voting stock to become "adequately
capitalized,” requirements to reduce total assets and cessation of receipt of deposits from correspondent
banks. "Critically undercapitalized” institutions are subject to the appointment of a receiver or
conservator.

Under FDICIA, bank regulatory agencies have prescribed safety and soundness guidelines for all
insured depository institutions relating to internal controls, information systems, internal audit systems,
loan documentation, credit underwriting, interest rate exposure, asset growth, asset quality, earnings and
compensation.
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The Bank is assessed annually at the rate of .0031% of insured deposits for deposit insurance.
The assessments are paid quarterly.

Management is not aware of any current recommendations by the regulatory authorities which, if
implemented, would have a material effect on the Bank’s liquidity, capital resources or operations.

Monetary Policy. The Bank is affected by commercial bank credit policies of regulatory
authorities, including the Federal Reserve Board (the “Board”). An important function of the Board is to
regulate the national supply of bank credit in order to attempt to combat recessionary and curb
inflationary pressures. Among the instruments of monetary policy used by the Board of implement these
objectives are: open market operations in U.S. Government securities, changes in discount rates on
member borrowings, changes in reserve requirements against bank deposits and limitations on interest
rates which member banks may pay on time and savings deposits. These means are used in varying
combinations to influence overall growth of bank loans, investments and deposits, and may also affect
interest rates charged on loans or paid on deposits. The monetary policies of the Board have had a
significant effect on the operating results of commercial banks, including nonmembers as well as
members, in the past and are expected to continue to do so in the future.

Contractual Obligations

The Bank has the following contractual obligations as of December 31, 2006:

Less More
Than 1-3 3-5 than
(In Thousands) 1 Year Years Years 5 Years Total
Long-term debt $
Capital leases
Operating leases 120 240 161 928 1,449
Purchases - - - - -
Other long-term
liabilities -
Total $ 120 240 161 928 1,449
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At December 31, 2006, the Bank had unfunded loan commitments outstanding of $39.7 million
and outstanding standby letters of credit of $0.6 million. Because these commitments generally have
fixed expiration dates and many will expire without being drawn upon, the total commitment level does
not necessarily represent future cash requirements. If needed to fund these outstanding commitments, the
Bank has the ability to liquidate Federal funds sold or securities available-for-sale or on a short-term basis
to borrow and purchase Federal funds from other financial institutions. Additionally, the Bank could sell
participations in these or other loans to correspondent banks. As mentioned above, the Bank has been
able to fund its ongoing liquidity needs through its stable core deposit base, loan payments, its investment
security maturities and short-term borrowings.

Impact of Inflation

Although interest rates are significantly affected by inflation, the inflation rate is immaterial when
reviewing the Bank's results of operations.

Quantitative and Qualitative Disclosures About Market Risk

The Bank’s primary component of market risk is interest rate volatility. Fluctuations in interest
rates will ultimately impact both the level of income and expense recorded on a large portion of the
Bank’s assets and liabilities, and the market value of all interest-earning assets and interest-bearing
liabilities, other than those which possess a short term to maturity. Based upon the nature of the Bank’s
operations, the Bank is not subject to foreign currency exchange or commodity price risk.

Interest rate risk (sensitivity) management focuses on the earnings risk associated with changing
interest rates. Management seeks to maintain profitability in both immediate and long term earnings
through funds management/interest rate risk management. The Bank’s rate sensitivity position has an
important impact on earnings. Senior management of the Bank meets quarterly to analyze the rate
sensitivity position. These meetings focus the spread between the cost of funds (primarily time deposits)
and interest yields generated primarily through loans and investments.
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The Board of Directors
MidSouth Bank

We have audited the accompanying consolidated balance sheets of MidSouth Bank and subsidiary as of
December 31, 2006 and 2005, and the related consolidated statements of operations, comprehensive losses, changes
in stockholders' equity and cash flows for each of the three years in the period ended December 31, 2006. These
financial statements are the responsibility of the Bank’s management. Our responsibility is to express an opinion on
these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
in the United States. Those standards require that we plan and perform the audits to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of MidSouth Bank and subsidiary as of December 31, 2006 and 2005, and the results of their operations and
their cash flows for each of the three years in the period ended December 31, 2006, in conformity with accounting
principles generally accepted in the United States of America.

Nashville, Tennessee
February 9, 2007
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(In Thousands) 2006 2005
ASSETS
Loans, less allowance for loan losses of $1,922,000 and
$1,317,000, respectively $ 148,500 $ 103,006
Securities available-for-sale, at market (amortized cost of $36,314,000
and $15,693,000, reSPECtiVELY) .......c.cveeviiveiiiieieeeee e 36,347 15,273
Loans held fOr SAIE .......c.vvoceeiiii e 1,739 179
Federal funds SOId ........c.vviieeiiiiice e e 12,059 425
ReStricted EQUILY SECUNTTIES.......veveiieiieeiiieieiisieeei ettt sne e 1,092 750
Total earning aSSetS........cccevvvviieiviivereierieieseseseseeneas 199,737 119,633
Cash and due from banks ...........cccocveieriieier e 7,540 3,157
Bank premises and equipmMENt, NEL.........ccevererierinre s 11,069 9,113
Accrued interest reCeIVabIE .........ccovvvvivcieee e 974 563
L@ ] 1T = ST £ 204 139
TOLAl ASSELS .....voveeveeieeteteeeeeeeeeee e $ 219,524 $ 132,605

LIABILITIES AND STOCKHOLDERS' EQUITY

DIBPOSIES ...ttt bbbt bbb $ 192,512 $ 107,445
Accrued interest Payable ... 517 212
Accounts payable and other liabilities..............ccccociviiiiiiiiiiiin, 267 258

Total labilities. ..o 193,296 107,915

Stockholders' equity:
Preferred stock, no par, authorized 20,000,000 shares,
NO SNAIES ISSUBH .....eiveevieieie ettt sttt nre e - -
Common stock, par value $1 per share, authorized 20,000,000
shares, 3,323,162 and 3,100,296 shares issued and outstanding,

FESPECLIVEIY oot 3,323 3,100
Additional paid-in capital ...........ccccevoviirieiei 29,969 27,903
DL o] | OSSR (7,097) (5,893)
Net unrealized gains (losses) on available-for-sale securities.................. 33 (420)

Total stockholders' eqUIty ..........ccccvveviveiveireieiicc e 26,228 24,690

COMMITMENTS AND CONTINGENCIES

Total liabilities and stockholders' equity ........................ $ 219,524 3 132,605

See accompanying notes to consolidated financial statements.
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For the Three Years Ended December 31, 2006

(In Thousands) 2006 2005 2004
Interest income:
Interest and fees on loans........ccccceveveevreneane, 9,442 4,292 $ 908
Interest and dividends on taxable securities.. 1,010 508 399
Interest on Federal funds sold....................... 518 196 186
Interest and dividends on restricted equity
SECUNTIES ...evveievieice e 50 44 46
Total interest incCOMe.........cccoeevruenene. 11,020 5,040 1,539
Interest expense:
Interest on negotiable order of withdrawal
ACCOUNTS .ttt 223 69 22
Interest on money market and other savings
ACCOUNTS .ttt 908 419 90
Interest on certificates of deposit................... 4,161 1,280 222
Interest on Fed funds purchased ................... 12 10 1
Total interest eXpense.......ccccoeverennns 5,304 1,778 335
Net interest income before provision for
108N 10SSES ..vovevieviiieieiieece e 5,716 3,262 1,204
Provision for loan 10SSes.........ccccccoeveicinnnnnne. 611 803 514
Net interest income after provision for loan
JOSSES .ttt 5,105 2,459 690
Non-interest iINCOME.........coveeviviceeeirie e 1,274 798 310
NON-INtErest EXPENSE. ...cviviriiriiieiiriiieiisienenas 7,583 5,184 3,761
Loss before income taxes.................. (1,204) (1,927) (2,761)
INCOME TAXES ..o - - -
LOSS vt (1,204) (1,927) $ (2,761)
Basic loss per common share................c.......... (.38) (.65) $ (.95)
Diluted loss per common share......................... (.38) (.65) $ (.95)

See accompanying notes to consolidated financial statements.
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For the Three Years Ended December 31, 2006

MIDSOUTH BANK

(In Thousands) 2006 2005 2004
NEEIOSS .. $ (1,204) (1,927) $ (2,761)
Other comprehensive losses:
Net unrealized gains (losses) on available-
for-sale securities arising during period ..... 453 (211) (209)
Comprehensive l0sses...................... $ (751) (2,138) $ (2,970)

See accompanying notes to consolidated financial statements.
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For the Three Years Ended December 31, 2006 '
Net
Unrealized
Gains (Losses)
Additional on Available-
Common Paid-In For-Sale

(In Thousands) Stock Capital Deficit Securities Total
Balance December 31, 2003 ..... - - (1,205) - (1,205)
Issuance of 2,906,191 shares

of $1 par value

common StocK.........ccoevveenennnd 2,906 26,156 - - 29,062
Net change in unrealized loss

on available-for-sale

securities during the year....... - - - (209) (209)
Loss for the period .................... - - (2,761) - (2,761)
Balance December 31, 2004 ..... 2,906 26,156 (3,966) (209) 24,887
Issuance of 194,105 shares

related to exercise of

WAITANTS ..o 194 1,747 - - 1,941
Net change in unrealized loss

on available-for-sale

securities during the year....... - - - (211) (211)
Loss for the period .................... - - (1,927) - (1,927)
Balance December 31, 2005 ..... 3,100 27,903 (5,893) (420) 24,690
Issuance of 222,866 shares

related to exercise of

warrants and stock options ..., 223 2,006 - - 2,229
Stock-based compensation

EXPENSE ..ottt - 60 - - 60
Net change in unrealized gains

(losses) on available-for-

sale securities during the

=T LSRR - - - 453 453
Loss for the period .................... - - (1,204) - (1,204)
Balance December 31, 2006.... 3,323 29,969 3 (7,097) $ 33 $ 26,228

See accompanying notes to consolidated financial statements.
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For the Three Years Ended December 31, 2006

(In Thousands) 2006 2005 2004
Cash flows from operating activities:
Interest reCeiVed .......covvvvvvvveceeiiie e, 10,522 4,629 1,279
FEees receiVed.......oovvvvveiriiicieccie e, 1,274 797 240
Proceeds from sale of loans...........ccceeveenen, 20,043 19,5635 3,535
Origination of loans held for sale.................. (21,603) (19,285) (3,963)
Interest Paid.......ccocooeeveiiiineisceeens (4,999) (1,613) (287)
Cash paid to suppliers and employees.......... (6,870) (4,603) (3,973)
Net cash used in operating activities .. (1,633) (540) (3,169)
Cash flows from investing activities:
Purchase of available-for-sale securities ....... (25,606) - (18,756)
Repayments of mortgage-backed securities .. 1,882 1,473 1,664
Purchase of restricted equity securities ......... (351) (23) (814)
Sales of restricted equity securities .............. 9 52 36
Maturities of available-for-sale
SECUNLIES weveeeiiiie et 3,125 - -
Loans made to customers, net of
FEPAYMENTS ...evveveriesie e, (46,105) (63,225) (41,098)
Purchase of premises and equipment............. (2,598) (4,683) (2,857)
Sales of bank premises and equipment......... - 7 3
Net cash used in investing activities ... (69,644) (66,399) (61,822)
Cash flows from financing activities:
Net increase in non-interest bearing,
savings and NOW deposit accounts........... 31,048 24,498 27,837
Net increase in time deposits.........cc.ceevevenes, 54,019 39,075 16,034
Net increase (decrease) in mortgage
€SCIrOW dEPOSITS ....cveveierieire e, (2) 1) 7
Repayment of organizational borrowings...... - - (2,953)
Proceeds from sale of common stock........... 2,229 1,941 29,062
Net cash provided by financing
ACHVITIES ..., 87,294 65,513 69,987
Net increase (decrease) in cash and cash
BQUIVAIENTS.....cvvcviiieici e 16,017 (1,426) 4,996
Cash and cash equivalents at beginning
OF YA ...viiiviiieiic e 3,582 5,008 12
Cash and cash equivalents at end of year ......... 19,599 3,582 5,008

See accompanying notes to consolidated financial statements.
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For the Three Years Ended December 31, 2006

MIDSOUTH BANK

(In Thousands) 2006 2005 2004
Reconciliation of loss to net cash used in
operating activities:
LLOSS ©ruvevvetectesiere sttt (1,204) (1,927) $ (2,761)
Adjustments to reconcile loss to net
cash used in operating activities:
Depreciation..........ccccovvvveinvienennns 628 440 280
Provision for loan losses............... 611 803 514
Amortization and accretion, net.... (22) 52 (126)
Stock option compensation............ 60 - -
(Increase) decrease in loans held
forsale......covininiii, (1,560) 249 (428)
Increase in accrued interest
receivable ..., (411) (357) (206)
Increase in interest payable........... 305 165 48
Increase in other assets.................. (51) (54) (74)
Increase (decrease) in other
liabilities..........c.ccoeveeriiicrinennnn, 11 89 (416)
Total adjustments ..................... (429) 1,387 (408)
Net cash used in operating
ACtIVItIES ..o (1,633) (540) $ (3,169)
Supplemental Schedule of Non-Cash
Activities:
Unrealized gain (loss) in value of
securities available-for-sale.................. 453 (211) $ (209)

See accompanying notes to consolidated financial statements.
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December 31, 2006, 2005 and 2004

(1)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accounting and reporting policies of MidSouth Bank and subsidiary (“the Bank™) are in accordance
with accounting principles generally accepted in the United States of America and conform to general
practices within the banking industry. The following is a brief summary of the more significant policies.

(@)

Principles of Consolidation

The consolidated financial statements include the accounts of MidSouth Bank and its wholly-
owned subsidiary, MSB Services, Inc. All significant intercompany accounts and transactions
have been eliminated in consolidation.

(b)

Nature of Operations

MidSouth Bank operates under a state bank charter and provides full banking services. As a state
bank, the Bank is subject to regulations of the Tennessee Department of Financial Institutions and
the Federal Reserve Bank. The area served by MidSouth Bank is Rutherford and adjacent
counties of Middle Tennessee. Services are provided at the main office and three branch offices
located in Murfreesboro, Tennessee and two branch offices located in Smyrna, Tennessee.

(©)

Estimates

The preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting
period. Actual results could differ from those estimates. Material estimates that are particularly
susceptible to significant change in the near term relate to determination of the allowance for loan
losses and the valuation of debt and equity securities and the related deferred taxes.

(d)

Loans

Loans are stated at the principal amount outstanding. Deferred loan fees net of loan acquisition
costs, and the allowance for loan losses are shown as reductions of loans. Loan origination and
commitment fees and certain loan-related costs are being deferred and the net amount amortized as
an adjustment of the related loan’s yield over the contractual life of the loan. Interest income on
loans is accrued based on the principal amount outstanding.

The Bank follows the provisions of Statement of Financial Accounting Standards (SFAS) No. 114,
“Accounting by Creditors for Impairment of a Loan” and SFAS No. 118, “Accounting by
Creditors for Impairment of a Loan - Income Recognition and Disclosures”.  These
pronouncements apply to impaired loans except for large groups of smaller-balance homogeneous
loans that are collectively evaluated for impairment including residential mortgage and installment
loans.
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A loan is impaired when it is probable that the Bank will be unable to collect the scheduled
payments of principal and interest due under the contractual terms of the loan agreement.
Impaired loans are measured at the present value of expected future cash flows discounted at the
loan’s effective interest rate, at the loan’s observable market price, or the fair value of the
collateral if the loan is collateral dependent. If the measure of the impaired loan is less than the
recorded investment in the loan, the Bank shall recognize an impairment by creating a valuation
allowance with a corresponding charge to the provision for loan losses or by adjusting an existing
valuation allowance for the impaired loan with a corresponding charge or credit to the provision
for loan losses.

The Bank’s installment and residential mortgage loans which total $3,559,000 and $24,653,000,
respectively, at December 31, 2006, are divided into various groups of smaller-balance
homogeneous loans that are collectively evaluated for impairment and, thus, are not subject to the
provisions of SFAS Nos. 114 and 118. Substantially all other loans of the Bank are evaluated for
impairment under the provisions of SFAS Nos. 114 and 118.

The Bank considers all loans subject to the provisions of SFAS Nos. 114 and 118 that are on a
nonaccrual status to be impaired. Loans are placed on nonaccrual status when doubt as to timely
collection of principal or interest exists, or when principal or interest is past due 90 days or more
unless such loans are well-secured and in the process of collection. Past due status of loans is
based on the contractual terms of the loan. Delays or shortfalls in loan payments are evaluated
along with various other factors to determine if a loan is impaired. Generally, delinquencies under
90 days are considered insignificant unless certain other factors are present which indicate
impairment is probable. The decision to place a loan on nonaccrual status is also based on an
evaluation of the borrower’s financial condition, collateral, liquidation value, and other factors that
affect the borrower’s ability to pay.

Generally, at the time a loan is placed on nonaccrual status, all interest accrued and uncollected on
the loan in the current fiscal year is reversed from income, and all interest accrued and uncollected
from the prior year is charged off against the allowance for loan losses. Thereafter, interest on
nonaccrual loans is recognized as interest income only to the extent that cash is received and
future collection of principal is not in doubt. If the collectibility of outstanding principal is
doubtful, such cash received is applied as a reduction of principal. A nonaccrual loan may be
restored to an accruing status when principal and interest are no longer past due and unpaid and
future collection of principal and interest on a timely basis is not in doubt.

Loans not on nonaccrual status are classified as impaired in certain cases when there is inadequate
protection by the current net worth and financial capacity of the borrower or of the collateral
pledged, if any. In those cases, such loans have a well-defined weakness or weaknesses that
jeopardize the liquidation of the debt, and if such deficiencies are not corrected, there is a
probability that the Bank will sustain some loss. In such cases, interest income continues to
accrue as long as the loan does not meet the Bank’s criteria for nonaccrual status.

Generally, the Bank also classifies as impaired any loans the terms of which have been modified
in a troubled debt restructuring. Interest is generally accrued on such loans that continue to meet
the modified terms of their loan agreements.

The Bank’s charge-off policy for impaired loans is similar to its charge-off policy for all loans in
that loans are charged off in the month when they are considered uncollectible.




MIDSOUTH BANK

e v @//o’(f/’ﬂ?f///ﬂﬁ aneir! ﬁﬂ/ﬂ//kw/&i @//f?’////(f//
December 31, 2006, 2005 and 2004

(€)

Allowance for Loan Losses

The provision for loan losses represents a charge to earnings necessary, after loan charge-offs and
recoveries, to maintain the allowance for loan losses at an appropriate level which is adequate to
absorb estimated losses inherent in the loan portfolio. Such estimated losses arise primarily from
the loan portfolio but may also be derived from other sources, including commitments to extend
credit and standby letters of credit. The level of the allowance is determined on a quarterly basis
using procedures which include: (1) categorizing commercial and commercial real estate loans
into risk categories to estimate loss probabilities based primarily on the historical loss experience
of those risk categories and current economic conditions; (2) analyzing significant commercial and
commercial real estate credits and calculating specific reserves as necessary; (3) assessing various
homogeneous consumer loan categories to estimate loss probabilities based primarily on historical
loss experience; (4) reviewing unfunded commitments (included as a liability if significant); and
(5) considering various other factors, such as changes in credit concentrations, loan mix, and
economic conditions which may not be specifically quantified in the loan analysis process.

The allowance for loan losses consists of an allocated portion and an unallocated, or general
portion. The allocated portion is maintained to cover estimated losses applicable to specific
segments of the loan portfolio. The unallocated portion is maintained to absorb losses which
probably exist as of the evaluation date but are not identified by the more objective processes used
for the allocated portion of the allowance due to risk of errors or imprecision. While the total
allowance consists of an allocated portion and an unallocated portion, these terms are primarily
used to describe a process. Both portions of the allowance are available to provide for inherent
loss in the entire portfolio.

The allowance for loan losses is increased by provisions for loan losses charged to expense and is
reduced by loans charged off net of recoveries on loans previously charged off. The provision is
based on management’s determination of the amount of the allowance necessary to provide for
estimated loan losses based on its evaluation of the loan portfolio. Determining the appropriate
level of the allowance and the amount of the provision involves uncertainties and matters of
judgment and therefore cannot be determined with precision. Under the terms of an agreement
with the Bank’s regulatory agency, the Bank is required to maintain a minimum loan loss reserve
equal to 1.25% of loans for a period of three years from the date the Bank began operations,
January 20, 2004.

(f)

Securities

The Bank accounts for securities under the provisions of Statement of Financial Accounting
Standards (SFAS) No. 115, “Accounting for Certain Investments in Debt and Equity Securities”.
Under the provisions of the Statement, securities are to be classified in three categories and
accounted for as follows:

e  Securities Held-to-Maturity

Debt securities that the enterprise has the positive intent and ability to hold to maturity are
classified as held-to-maturity securities and reported at amortized cost. Amortization of
premiums and accretion of discounts are recognized by the interest method. No securities
have been classified as held-to-maturity.
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e Trading Securities

Debt and equity securities that are bought and held principally for the purpose of selling
them in the near term are classified as trading securities and reported at fair value, with
unrealized gains and losses included in earnings. No securities have been classified as
trading securities.

e  Securities Available-for-Sale

Debt and equity securities not classified as either held-to-maturity securities or trading
securities are classified as available-for-sale securities and reported at estimated fair value,
with unrealized gains and losses excluded from earnings and reported in a separate
component of stockholders' equity. Premiums and discounts are recognized by the interest
method.

The Bank has classified all its securities as securities available-for-sale.

Realized gains or losses from the sale of securities are recognized upon realization based upon the
specific identification method.

(9) Loans Held for Sale
Mortgage loans held for sale are reported at the lower of cost or market value determined by
outstanding commitments from investors at the balance sheet date. These loans are valued on an
aggregate basis.

(h) Bank Premises and Equipment
Premises and equipment are stated at cost. Depreciation is computed by the straight-line method
over the estimated useful lives of the related assets. Gain or loss on items retired and otherwise
disposed of is credited or charged to operations and cost and related accumulated depreciation are
removed from the asset and accumulated depreciation accounts.
Expenditures for major renewals and improvements of bank premises and equipment are
capitalized and those for maintenance and repairs are charged to earnings as incurred.

M Cash and Cash Equivalents

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts
due from banks and Federal funds sold. Generally, Federal funds sold are purchased and sold for
one-day periods. The Bank maintains deposits in excess of the Federal insurance amounts with
other financial institutions. Management makes deposits only with financial institutions it
considers to be financially sound.
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()] Long-Term Assets
Premises and equipment and other long-term assets are reviewed for impairment when events
indicate their carrying amount may not be recoverable from future undiscounted cash flows. If
impaired, the assets are recorded at fair value.

(k) Stock Options

Prior to January 1, 2006, employee compensation expense under the MidSouth Bank 2004 Stock
Option Arrangement (the “Arrangement”) was reported only if options were granted below market
price at grant date in accordance with the intrinsic value method of Accounting Principles Board
Opinion (APB) No. 25, “Accounting for Stock Issued to Employees,” and related interpretations.
Because the exercise price of the Bank’s Arrangement always equaled the market price of the
underlying stock on the date of grant, no compensation expense was recognized on options
granted. The Bank adopted the provisions of SFAS No. 123R, “Share-Based Payment (Revised
2004),” on January 1, 2006. SFAS 123R eliminates the ability to account for stock-based
compensation using APB 25 and requires that such transactions be recognized as compensation
cost in the income statement based on their fair values on the measurement date, which, for the
Bank, is the date of the grant. The Bank transitioned to fair-value based accounting for stock-
based compensation using a modified version of prospective application (“modified prospective
application”). Under the modified prospective application, as it is applicable to the Bank, SFAS
123R applies to new awards and to awards modified, repurchased, or cancelled after January 1,
2006. Additionally, compensation cost for the portion of awards for which the requisite service
has not been rendered (generally referring to non-vested awards) that were outstanding as of
January 1, 2006 will be recognized as the remaining requisite service is rendered during the period
of and/or the periods after the adoption of SFAS 123R. The attribution of compensation cost for
those earlier awards is based on the same method and on the same grant-date fair values
previously determined for the pro forma disclosures required for companies that did not previously
adopt the fair value accounting method for stock-based employee compensation.

SFAS No. 123R requires pro forma disclosures of net income and earnings per share for all
periods prior to the adoption of the fair value accounting method for stock-based employee
compensation. The pro forma disclosures presented in Note 13 - Stock Option Arrangement uses
the fair value method of SFAS 123 to measure compensation expense for stock-based employee
compensation plans for years prior to 2006.

The fair value of each option award is estimated on the date of grant using a Black-Scholes (BS)
option valuation model that uses the following assumptions. Expected volatility is based on
implied volatility from comparable publicly traded banks. The Bank uses historical data to
estimate option exercise and employee termination within the valuation model; separate groups of
employees that have similar historical exercise behavior are considered separately for valuation
purposes. The expected term of options granted is derived from the average of: 1) the weighted
average vesting term and 2) original contractual term as permitted under the Securities and
Exchange Commission Staff Accounting Bulletin No. 107. The risk-free rate is based on the U.S.
Treasury yield curve in effect at the time of grant and the weighted average expected life of the
grant.
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(0

Income Taxes

Provisions for income taxes are based on taxes payable or refundable for the current year (after
exclusion of non-taxable income such as interest on state and municipal securities) and deferred
taxes on temporary differences between the amount of taxable and pretax financial income and
between the tax bases of assets and liabilities and their reported amounts in the financial
statements. Deferred tax assets and liabilities are included in the financial statements at currently
enacted income tax rates applicable to the period in which the deferred tax asset and liabilities are
expected to be realized or settled as prescribed in Statement of Financial Accounting Standards
(SFAS) No. 109, "Accounting for Income Taxes." As changes in tax laws or rates are enacted,
deferred tax assets and liabilities are adjusted through the provision for income taxes.

(m)

Advertising Costs

Advertising costs are expensed when incurred by the Bank.

(n)

Off-Balance-Sheet Financial Instruments

In the ordinary course of business the Bank has entered into off-balance-sheet financial
instruments consisting of commitments to extend credit, commitments under credit card
arrangements, commercial letters of credit and standby letters of credit. Such financial
instruments are recorded in the financial statements when they are funded or related fees are
incurred or received.

(0)

Impact of New Accounting Standards

On June 1, 2005, the FASB issued Statement No. 154, “Accounting Changes and Error
Corrections”, a replacement of APB 20 and Statement 3. The Statement applies to all voluntary
changes in accounting principle, and changes the requirements for accounting for and reporting of
a change in accounting principle. In the absence of specific transition requirements to the contrary
in the adoption of an accounting principle, Statement 154 requires retrospective application to
prior periods’ financial statements of a voluntary change in accounting principle unless it is
impracticable for comparability and consistency of financial information between periods.
Statement 154 is effective for accounting changes and corrections of errors made in fiscal years
beginning in 2006.

On June 30, 2005, the FASB issued an exposure draft “Business Combinations” - a replacement of
SFAS No. 141 (141 Revised). The proposed Statement would require the acquirer to measure the
fair value of the acquiree, as a whole, as of the acquisition date as opposed to the definitive
agreement date. The proposal also requires that contingent consideration be estimated and
recorded at the acquisition which is in conflict with SFAS No. 5. SFAS No. 5 would be amended
for this exception. Acquisition related costs incurred in connection with the business combination
would generally be expensed.



MIDSOUTH BANK
e v @//o’(f/’ﬂ?f///ﬂﬁ aneir! ﬁﬂ/ﬂ//kw/&i @//f?’////(f//
December 31, 2006, 2005 and 2004

This proposed Statement would require the acquirer in a business combination in which the
acquisition-date fair value of the acquirer’s interest in the acquiree exceeds the fair value of the
consideration transferred for that interest (referred to as a bargain purchase) to account for that
excess by first reducing the goodwill related to that business combination to zero, and then by
recognizing any excess in income. Statement 141 requires that excess to be allocated as a pro rata
reduction of the amounts that would have been assigned to particular assets acquired. The
proposed Statement is expected to be effective for acquisitions after January 1, 2007.

In November, 2005, the FASB issued FASB issued FASB Staff Position Statement of Financial
Accounting Standards 115-1 and 124-1 (“FSP 115-1”) which codified existing guidance
addressing the determination as to when an investment is considered impaired, whether that
impairment is other than temporary and the measurement of an impairment loss. This FSP also
includes accounting considerations subsequent to the recognition of an other-than-temporary
impairment and requires certain disclosures about unrealized losses that have not been recognized
as other-than-temporary impairments. The guidance in this FSP amends FASB Statement No.
115, Accounting for Investments in Debt and Equity Securities, and No. 124, Accounting for
Certain Investments Held by Not-For-Profit Organizations and APB Opinion 18, The Equity
Method of Accounting for Investments in Common Stock. The FSP is effective for 2006. The
Bank has considered this FSP in its testing for other-than-temporary impairment.

In December, 2004, the FASB issued SFAS No. 123R “Share-Based Payment” (“SFAS No.
123R”), which requires recognition of expense over the requisite service period for awards of
share-based compensation to employees. SFAS No. 123R was adopted by MidSouth Bank as of
January 1, 2006. As permitted by the original SFAS No. 123 prior to January 1, 2006, MidSouth
Bank has accounted for its equity awards under the provisions of APB No. 25. Under the
provision of SFAS No. 123R, the grant date fair value of an award has been used to measure the
compensation expense recognized for the award. For any unvested awards granted prior to the
adoption of SFAS 123R, the fair values used in preparation of the disclosures required under the
original SFAS 123 have been utilized. Compensation expense recognized after adoption of SFAS
123R will incorporate an estimate of awards expected to ultimately vest, which requires estimation
of forfeitures as well as projections related to the satisfaction of performance conditions that
determine vesting. The adoption of Statement 123R has had an impact on MidSouth Bank’s
results of operations for 2006, although it has had no significant impact on MidSouth Bank’s
overall financial position. See note 13 to the consolidated financial statements for additional
discussion.

On July 13, 2006, the FASB issued Interpretation No. 48, “Accounting for Uncertainty in Income
Taxes”, an interpretation of FASB Statement No. 109. The interpretation requires that only
benefits from tax positions that are more-likely-than-not of being sustained upon examination by
the IRS should be recognized in the financial statements. These benefits would be recorded at
amounts considered to be the maximum amounts more-likely-than-not of being sustained. At the
time these positions become “more likely than not” to be disallowed under audit, their recognition
would be reversed. The Bank has reviewed the potential impact of this Interpretation, and has
determined that it should not have any material impact on the consolidated financial statements.
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In February, 2006, the FASB issued Statement No. 155, Accounting for Certain Hybrid Financial
Instruments “SFAS No. 155", which amends FAS 133, Accounting for Derivatives and Hedging
Activities, and FAS 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities. Hybrid financial instruments are single financial instruments that
contain an embedded derivative. Under SFAS No. 155, entities can elect to record certain hybrid
financial instruments at fair value as individual financial instruments. Prior to this amendment,
certain hybrid financial instruments were required to be separated into two instruments -- a
derivative and host -- and generally only the derivative was recorded at fair value. SFAS No. 155
also requires that beneficial interests in securitized assets be evaluated for either freestanding or
embedded derivatives. SFAS No. 155 is effective for all financial instruments acquired or issued
after January 1, 2007. SFAS No. 155 will have no effect on our consolidated financial statements
on the date of adoption.

On March 17, 2006, the FASB issued Statement No. 156, “Accounting for Servicing of Financial
Assets, an amendment of FASB Statement No. 140” (“SFAS No. 156”). The Statement requires
that all servicing assets and liabilities be initially measured at fair value and allows for two
alternatives in the subsequent accounting for servicing assets and liabilities: the amortization
method and the fair value method. The amortization method requires that the servicing assets and
liabilities be amortized over the remaining estimated lives of the serviced assets with impairment
testing to be performed periodically. The fair value method requires the servicing assets and
liabilities to be measured at fair value each period with an offset to income. This Statement is to
be adopted in the first fiscal year that begins after September 15, 2006 and early adoption is
permitted. An entity can elect the fair value method at the beginning of any fiscal year provided
the entity has not yet issued financial statements, including interim financial statements, for any
period of that fiscal year. However, once the fair value election is made, an entity cannot revert
back to the amortization method. The Bank has determined that there is no impact to the Bank
related to SFAS No. 156.

In September, 2006, the FASB issued SFAS No. 157 “Fair Value Measurements.” The standard
provides guidance for using fair value to measure assets and liabilities. The standard also
responds to investors’ requests for expanded information about the extent to which companies
measure assets and liabilities at fair value, the information used to measure fair value, and the
effect of fair value measurements on earnings. Under the standards, fair value refers to the price
that would be received to sell an asset or paid to transfer a liability in an orderly transaction
between market participants in the market in which the reporting entity transacts. It clarifies the
principle that fair value should be based on the assumptions market participants would use when
pricing the asset or liability. In support of this principle, the standard establishes a fair value
hierarchy that prioritizes the information used to develop those assumptions. The fair value
hierarchy gives the highest priority to quoted prices in active markets and the lowest priority to
unobservable data, for example, the reporting entity’s own data. Under the standard, the fair value
measurements would be separately disclosed by level within the fair value hierarchy. SFAS No.
157 is effective for financial statements issued for fiscal years beginning after November 15, 2007,
and interim periods within those fiscal years. Early adoption is permitted. Management is
currently reviewing the potential impact of this statement.
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In February, 2007, the FASB issued Statement No. 159, “The Fair Value Option for Financial
Assets and Financial Liabilities -- Including an Amendment of FASB Statement No. 115” (“SFAS
No. 159”). This standard permits entities to choose to measure many financial assets and
liabilities and certain other items at fair value. An enterprise will report unrealized gains and
losses on items for which the fair value option has been elected in earnings at each subsequent
reporting date. The fair value option may be applied on an instrument-by-instrument basis, with
several exceptions, such as those investments accounted for by the equity method, and once
elected, the option is irrevocable unless a new election date occurs. The fair value option can be
applied only to entire instruments and not to portions thereof. SFAS No. 159 is effective as of the
beginning of an entity’s first fiscal year beginning after November 15, 2007. Early adoption is
permitted as of the beginning of the previous fiscal year provided that the entity makes that choice
in the first 120 days of that fiscal year and also elects to apply the provisions of FASB Statement
No. 157, “Fair Value Measurements”. Management is currently evaluating the effects of adopting
SFAS No. 159 on its consolidated financial statements.

Reclassifications

Certain reclassifications have been made to the 2005 and 2004 figures to conform to the
presentation for 2006.

()

LOANS AND ALLOWANCE FOR LOAN LOSSES

The classification of loans at December 31, 2006 and 2005 is as follows:

(In Thousands) 2006 2005
Commercial, financial and agricultural ..............ccooeveieienin i, $ 75,773 $ 45,638
Real estate - CONSIIUCTION .......coveiiiieieie e, 46,437 34,962
Real estate - MOMQage.......coevererere e 24,653 21,260
(O70] 05101101 SRR 3,559 2,463
150,422 104,323
Allowance fOr 108N 10SSES .......cuiiiiiiiiiiieieees e (1,922) (1,317)
NELTOANS.....cvcviiiiiciiicicc e, $ 148,500 $ 103,006
The principal maturities on loans at December 31, 2006 are as follows:
Commercial,
Financial
and Real Estate - Real Estate -
(In Thousands) Agricultural Construction Mortgage Consumer Total
3 months or less................ $ 30,246 38,687 $ 7,184 753 $ 76,870
3to 12 months................... 1,610 1,329 2,104 897 5,940
lto5years....cccouininnnen, 38,213 6,421 10,965 1,826 57,425
Over5 YearS......oceeeuneennn, 5,704 - 4,400 83 10,187
$ 75,773 46,437 $ 24,653 3,559 $ 150,422
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At December 31, 2006, variable rate and fixed rate loans totaled $79,124,000 and $71,298,000,
respectively. At December 31, 2005, variable rate and fixed rate loans totaled $53,595,000 and
$50,728,000, respectively.

In the normal course of business, the Bank has made loans at prevailing interest rates and terms to
its executive officers, directors and their affiliates aggregating $8,223,000 and $7,634,000 at December 31,
2006 and 2005, respectively. During 2006 and 2005, $3,377,000 and $1,791,000, respectively, in loan
advances were made and $2,788,000 and $3,102,000, respectively, in repayments were made. As of
December 31, 2006 and 2005 none of these loans were restructured, nor were any related party loans
charged off in during the past three years nor did they involve more than the normal risk of collectibility or
present other unfavorable features.

Transactions in the allowance for loan losses of the Bank for the year ended December 31, 2006, 2005 and
2004 are summarized as follows:

(In Thousands) 2006 2005 2004

Balance - beginning of year .......c..ccccccoeviinnnnnenn, $ 1,317 $ 514 $ -
Provision charged to operating expense................... 611 803 514
Loans charged off ..o 7) - -
RECOVEIIES. ...ttt 1 - -
Balance - end of year ..........ccccoeveiiiiienicceen, $ 1,922 $ 1,317 $ 514

The Bank’s principal customers are basically in the Middle Tennessee area with a concentration in
Rutherford and adjacent counties. Credit is extended to businesses and individuals and is evidenced by
promissory notes. The terms and conditions of the loans including collateral varies depending upon the
purpose of the credit and the borrower’s financial conditions.

In 2006, 2005 and 2004, the Bank originated loans for sale in the secondary market of $21,603,000,
$19,285,000 and $3,963,000, respectively. At December 31, 2006, the Bank had been required to
repurchase only one of the loans originated and sold in the secondary market for $65,000. The fees on
these loans totaled $283,000, $298,000 and $72,000 in 2006, 2005 and 2004, respectively.

Impaired loans and related allowance for loan loss allocations amounts at December 31, 2006 were as

follows:

(In Thousands) 2006
RECOrdEd INVESIMENT ......eecvievieie ettt st s e ere et e st e sreeenes $ 1,470
L0an 10SS @llOCAIION. .....cvvecvierieeee ettt st ere s $ 171

The average recorded investment in impaired loans for the year ended December 31, 2006 was $348,000.
The related total amount of interest income recognized on the accrual basis for the period that such loans
were impaired was $28,000 for 2006.

There were no impaired loans for the year ended December 31, 2005.
There were no loans that were past due 90 days or more and are still accruing interest at December 31,

2006 and 2005. There was one non-accrual loan totaling $2,000 at December 31, 2006. There were no
non-accrual loans at December 31, 2005.
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)

DEBT AND EQUITY SECURITIES

Debt and equity securities have been classified in the balance sheet according to management's intent. The
Bank’s classification of securities at December 31, 2006 and 2005 is as follows:

2006
Securities Available-for-Sale
Gross Gross Estimated
Amortized Unrealized Unrealized Market
(In Thousands) Cost Gains Losses Value
U.S. Treasury and other U.S.
Government agencies and
COrPOTatioNns .......cceveveveverereererennane, $ 15311 | $ 119 128 | $ 15,184
Mortgage-backed securities.................. 21,003 253 93 21,163
$ 36314 | $ 254 | $ 221 $ 36,347
2005
Securities Available-for-Sale
Gross Gross Estimated
Amortized Unrealized Unrealized Market
(In Thousands) Cost Gains Losses Value
U.S. Treasury and other U.S.
Government agencies and
COPPOrations ........cceeveveveveveeirerenennns $ 11,708 | $ -1 % 280 $ 11,428
Mortgage-backed securities.................. 3,985 - 140 3,845
$ 15693 | $ - | $ 420 $ 15273

The amortized cost and estimated market value of debt and equity securities at December 31, 2006, by
contractual maturity, are shown below. Expected maturities will differ from contractual maturities because
borrowers may have the right to call or prepay obligations with or without call or prepayment penalties.

(In Thousands) Estimated
Amortized Market
Securities Available-for-Sale Cost Value
DUE iN ONE YEAI OF l8SS.....cviuviveviiiietiiiietee ettt $ 7,554 $ 7,466
Due after one year through five Years.........cccccoevieneinineinencee, 14,788 14,790
Due after five years through ten Years ........cccccveivineniinensienecnen, 13,972 14,091
$ 36,314 $ 36,347

There were no sales of investment securities during 2006, or 2005 or 2004.
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Securities carried in the balance sheet of approximately $7,009,000 (approximate book value of
$7,083,000) and $3,423,000 (approximate market value of $3,500,000) at December 31, 2006 and 2005,
respectively, were pledged to secure public deposits and for other purposes as required or permitted by law.

Securities that have rates that adjust prior to maturity totaled $1,663,000 (approximate market value of
$1,669,000) and $529,000 (approximate market value of $508,000) at December 31, 2006 and 2005,
respectively.

The following table shows the Bank’s investments’ gross unrealized losses and fair value, aggregated by
investment category and length of time that individual securities have been in continuous unrealized loss
position, at December 31, 2006:

In Thousands, Except Number of Securities

Less than 12 Months 12 Months or More Total
Number Number
of of
Fair Unrealized Securities Fair Unrealized Securities Fair Unrealized
Value Losses Included Value Losses Included Value Losses
U.S. Treasury
and other U.S.
Government
agencies and
corporations......... $ 4529 | $ 5 5 $ 8,461 $ 123 13 $ 12,990 $ 128
Mortgage-backed
securities.............. 406 - 1 3,033 93 10 3,439 93
Total
temporarily
impaired
securities.......... $ 4935 [ $ 5 6 $ 11,494 $ 216 23 $ 16,429 $ 221

The impaired securities are considered high quality investments in line with normal industry investing
practices. The unrealized losses are primarily the result of changes in the interest rate and sector
environments. Consistent with the original classification as available-for-sale securities, the Bank intends
and has the ability to hold the above securities until the value is realized.

The Bank may sell the above or other securities in the ordinary course of business in response to
unexpected and significant changes in liquidity needs, unexpected and significant increases in interest rates
and/or sector spreads that significantly extend the security’s holding period, or conducting a small volume
of security transactions.

(4)

RESTRICTED EQUITY SECURITIES

Restricted equity securities consists of stock of the Federal Reserve Bank, the Federal Home Loan Bank
and the Bankers Bank amounting to $761,000, $204,000 and $127,000, respectively, at December 31,
2006. At December 31, 2005, restricted equity securities consisted only of stock of the Federal Reserve
Bank of $750,000. The stock can be sold back only at par or a value as determined by the issuing
institution and only to the respective financial institution or to another member institution. These securities
are recorded at cost.
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(5) BANK PREMISES AND EQUIPMENT
The classification of premises and equipment at December 31, 2006 and 2005 are as follows:
(In Thousands) 2006 2005
LN ... $ 3,909 $ 3,860
21U o [T o ST 5,332 1,874
Leasehold IMProVeMENLS .........cccovevereiisesieeeereee e 125 125
Furniture and eqQUIPMENT ........covveieie e 2,581 1,584
AULOMODIIES ... 63 63
CONSLrUCTION 1N PrOCESS .. .vevveeiieriesiesiesieereereenie e steste e e sreeaeeeseens 390 2,298
12,400 9,804
Less accumulated depreciation ...........c.ccccoceeeieieciniincincieecece e, (1,331) (691)
$ 11,069 $ 9,113
Depreciation expense was $628,000, $440,000 and $280,000 for the years ended December 31, 2006, 2005,
and 2004 respectively.
The Bank opened two branches in Smyrna, Rutherford County, Tennessee during 2005. In January, 2006,
the Bank opened a branch office in Murfreesboro, Rutherford County, Tennessee at a total cost of
$1,063,000. In February, 2006, the Bank opened a second branch office in Murfreesboro, Rutherford
County, Tennessee at a total cost of $1,067,000. In September, 2006, the Bank opened a third branch
office in Murfreesboro, Rutherford County, Tennessee at a total cost of $1,101,000. The land related to
one of the Murfreesboro properties is being leased and is discussed in footnote 9 to the consolidated
financial statements.
The Bank anticipates opening additional branches but the timing and cost is not yet determinable. In
addition, the Bank anticipates renovating and expanding the main office facilities but the timing and cost
has not yet been determined.
(6) DEPOSITS

Deposits at December 31, 2006 and 2005 are summarized as follows:

(In Thousands) 2006 2005
DEMANG ABPOSIES ... .cvevererieeeeetee ettt tere ettt ee e bere e $ 27,912 $ 13,394
SAVINGS AEPOSIES ...e.veiveiieircieiicre et re e 1,412 729
Negotiable order of withdrawal accounts.............cccccevevveieeviciieinennn, 23,812 13,358
Money market demand aCCOUNTS.........c.ccevvererenesene e 30,248 24,855
Certificates of deposit $100,000 Or greater ..........ccccvverveereivserennens 66,117 33,307
Other certificates 0f AEPOSIT........ccccvvviieiieiiicie e 38,530 20,042
Individual retirement accounts $100,000 or greater..........c.ccoveenue. 1,595 467
Other individual retirement aCCOUNTS ..........cccoveivierieinierieiieceen, 2,886 1,293
$ 192512 $ 107,445
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Principal maturities of certificates of deposit and individual retirement accounts at December 31, 2006 are

as follows:
(In Thousands) Total
2007 .ttt bRt E R bRt R R e bR et Re R et te e e tere e $ 98,370
2008..... e ettt bRt E R bRt E R e bR e et be R et te e e rere e 6,307
2009, ... ettt et b Rt E R e bRt e R e bR e et Ee R e ntete e e ererenras 3,444
2000, 1ttt ettt R bRt R e bt e et be R et et e e e rere it 854
2000ttt ettt ettt r et ettt et R et et er et erere et rere e erere e 153
$ 109,128

At December 31, 2006 and 2005, certificates of deposit and individual retirement accounts in
denominations of $100,000 or more amounted to $67,712,000 and $33,774,000, respectively.

The aggregate amount of overdrafts reclassified as loans receivable was $43,000 and $101,000 at

December 31, 2006 and 2005, respectively.

The Bank is required to maintain cash balances or balances with the Federal Reserve Bank or other
correspondent banks based on certain percentages of deposit types. The average required amounts for the
years ended December 31, 2006 and 2005 were approximately $784,000 and $446,000, respectively.

()

NON-INTEREST INCOME AND NON-INTEREST EXPENSE

The significant components of non-interest income and non-interest expense for the years ended

December 31 are presented below:

(In Thousands) 2006 2005 2004

Non-interest income:
Service charges on deposit accounts................. $ 181 115 $ 53
Fees on mortgage originations.........c.cccceevveene. 283 298 72
Fees from brokerage operations.............c.co...... 607 265 172
Other fees and COMMISSIONS .......cc.coovvereieiennnas 203 120 13
Total non-interest income .................... $ 1,274 798 $ 310

Non-interest expense:
Employee salaries and benefits...........c........... $ 3,758 2,701 $ 1941
OCCUPANCY EXPENSES .....eeverveerieeeeaee e sieeneeene 708 498 325
Furniture and equipment eXpense ..........cc.cc...... 437 269 230
Professional fees .........cocvvveiinieniiiiicieee 315 223 114
AdVertising eXPense........ccoceeverererereneseneennes 455 349 349
Data processing eXPense ........cccoevverervereeseereenns 401 218 149
Computer network eXpense..........coceverereerveee 93 67 5
Computer software amortization....................... 64 63 51
Directors fEeS .....ccovvvvirerieinee e 109 108 97
Other operating eXPenses.........ccccvereerverereneenne 1,228 681 498
FDIC iNSUMANCE .....ccvoviiiiiiiiiniiiieienicie e 15 7 2
Total non-interest expense $ 7,583 5,184 $ 3,761
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(8) INCOME TAXES

The components of the net deferred income tax asset at December 31, 2006 and 2005 were as follows:

(In Thousands) 2006 2005
Deferred tax asset:
[0 To (=T | R $ 2,306 $ 1,991
] 1= (R 472 407
2,778 2,398
Deferred tax liability:
LT (<] - | TR 106 12
] 1 L (=IO 22 2
128 14
Total net deferred aSSELS .......ovvvveviiiciie i 2,650 2,384
Less valuation allowance...............ccovceveveiiieiesecececieeece e (2,650) (2,384)
NEL AETEITEA BSSELS .....eveeeeeeeeeeeeeeeee et eee et eere et eereaeeeeeeaennes $ - $ -

The tax effects of each type of significant item that gave rise to deferred tax assets (liabilities) at
December 31, 2006 and 2005 are:

(In Thousands) 2006 2005
Financial statement allowance for loan losses in excess of

the taX allOWANCE .......cooveveeiiicicecee e $ 501 $ 333
Excess of depreciation deducted for financial statements

over the amounts deducted for tax PUrPOSES.........ccccerveerveernene - 3
Net operating 10Ss carryforward............cocoovereiiiiinincncineieee 2,070 1,630

Excess of amortized cost over estimated market value related
to available-for-sale SECUTITIES ........ocvvevveviee e - 161

Pre-opening costs amortized over a five-year period for tax

purposes, expensed for financial statements in initial year-........ 176 264
Stock compensation expense recognized for financial
statement purposes and deferred for tax purposes ............c.e..... 23 -
Unrealized contributions CarryoVvers ..........ccccoeveireveneneiencnenens 7 7
Excess of depreciation deducted for tax purposes over
the amounts deducted for financial statements ..............ccccoeue.... (78) -
Loan fees recognized for tax purposes deferred for
financial StatemMeNtS.........coocvveiiiree e (16) (14)
Discount accretion for securities recognized for financial
statement purposes and deferred for tax purposes ............c.e..... (20) -
Excess of estimated market value over amortized cost
related to available-for-sale SECUrties. .........cocevviiiiiiiiciancas (13) -
2,650 2,384
Valuation AllOWANCE..........ccciiiiiiie e (2,650) (2,384)
$ - $ -
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Management reviews the Bank’s deferred tax assets for realization based upon historical taxable income,
prudent and feasible tax planning strategies, the expected timing of the reversals of existing temporary
differences and expected future taxable income. The Bank records a valuation allowance to reduce our
deferred tax assets to the amount management believes will more likely than not be realized.

The components of income tax expense (benefit) are summarized as follows:

(In Thousands) 2006 2005 2004
Current:
FEORral.......ooveeeeeeeeeeeee et $ - $ - $ -
] 2L (R - - -
Deferred:
Federal........ccooviveieree e (366) (599) (867)
)7 L= DT (74) (123) (177)
(440) (722) (1,044)
(440) (722) (1,044)
Less valuation allowance related to
realization of deferred tax assets....... 440 722 1,044
Actual tax eXpense ...............cccceeeve... $ - $ - $ -

A reconciliation of actual income tax expense (benefit) in the financial statements to the “expected” tax
benefit (computed by applying the statutory Federal income tax rate of 34% to loss before income taxes) is
as follows:

(In Thousands) 2006 2005 2004
Computed “expected” tax benefit...........c.c.ccevee.. $ (409) $ (655) $ (939)
State income taxes, net of effect of Federal

INCOME TAXES vvevveieieirecie st ane (49) (81) (117)
Disallowed deductions ...........cccccvvrvivirerinicnerenienns 18 14 12
Benefit of book net operating losses not

=Tot0 o[ 4=Yo 440 722 1,044

Actual tax eXPense..........ccocovevverinrnnenn. $ - $ - $ -

At December 31, 2006 the Bank has a net operating loss carryforwards for tax purposes of approximately
$5,210,000 which are available to reduce Federal income taxes. The carryforwards begin to expire in
2024,

©)

COMMITMENT AND CONTINGENCIES

During November, 2004, the Bank entered into a ground lease for their new branch location located on
Memorial Boulevard in Murfreesboro, Tennessee. The agreement provides for lease payments of $6,024
per month through November, 2009. Thereafter, the lease payment will be adjusted every five years based
on the change in the Consumer Price Index for the prior five-year lease term as provided by the Bureau of
Labor Statistics of the United States Department of Labor. The ground lease expires in November, 2024.
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During 2005, the Bank entered into an operating lease agreement for the facility related to the operation of
a branch office in Smyrna, Tennessee. The agreement provides for lease payments of $4,000 per month
through April, 2010. Thereafter, this lease will be month-to-month.

The Bank has entered into a lease related to a temporary facility. The lease is on a month-to-month basis
with monthly payments of $850.

Future minimum, payments under these operating leases as of December 31, 2006 are as follows:

(In Thousands)

Year Ending December 31,

2007 .. $ 120
2008... .o 120
20090 120
2000 . it 89
2011 72

$ 521

Rental payments under all leases totaled $133,000 as of December 31, 2006.

The Bank has lines of credit with other financial institutions totaling $17,500,000. At December 31, 2006,
there was no balance outstanding under these lines of credit.

(10)

FINANCIAL INSTRUMENTS WITH OFF-BALANCE-SHEET RISK

The Bank is party to financial instruments with off-balance-sheet risk in the normal course of business to
meet the financing needs of its customers. These financial instruments consist primarily of commitments to
extend credit. These instruments involve, to varying degrees, elements of credit risk in excess of the
amount recognized in the balance sheets. The contract or notional amounts of those instruments reflect the
extent of involvement the Bank has in particular classes of financial instruments.

The Bank’s exposure to credit loss in the event of nonperformance by the other party to the financial
instrument for commitments to extend credit is represented by the contractual notional amount of those
instruments. The Bank uses the same credit policies in making commitments and conditional obligations as
it does for on-balance-sheet instruments.

(In Thousands) Contract or Notional Amount
2006 2005
Financial instruments whose contract amount represent
credit risk:
Unused commitments to extend credit ..........ccoovveevreeicnsenas $ 39,668 $ 41981
Standby letters of credit...........ccoovoiiiiiiiiiiiic 596 324
0] = | PR $ 40,264 $ 42,305
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Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other
termination clauses and may require payment of a fee. Since many of the commitments are expected to be
drawn upon, the total commitment amounts generally represent future cash requirements. The Bank
evaluates each customer's credit-worthiness on a case-by-case basis. The amount of collateral, if deemed
necessary by the Bank upon extension of credit, is based on management's credit evaluation of the
counterparty. Collateral normally consists of real property.

Standby letters of credit are conditional commitments issued by the Bank to guarantee the performance of a
customer to a third party. Those guarantees are primarily issued to support public and private borrowing
arrangements, including commercial paper, bond financing, and similar transactions. Most guarantees
extend from one to two years. The credit risk involved in issuing letters of credit is essentially the same as
that involved in extending loan facilities to customers. The fair value of standby letters of credit is
estimated using the fees currently charged to enter into similar agreements, taking into account the
remaining terms of the agreements, the likelihood of the counter parties drawing on such financial
instruments and the present creditworthiness of such counter parties. Such commitments have been made
on terms which are competitive in the markets in which the Bank operates, thus, the fair value of standby
letters of credit equals the carrying value for the purposes of this disclosure. The maximum potential
amount of future payments that the Bank could be required to make under the guarantees totaled $596,000
and $324,000 at December 31, 2006 and 2005, respectively.

(11)

CONCENTRATION OF CREDIT RISK

Practically all of the Bank’s loans, commitments, and commercial and standby letters of credit have been
granted to customers in the Bank’s market area. Practically all such customers are depositors of the Bank.
The concentrations of credit by type of loan are set forth in note 2 to the consolidated financial statements.

At December 31, 2006 and 2005, the Bank’s cash and due from banks included commercial bank deposits
aggregating $18,097,000 and $2,765,000, respectively, in excess of the Federal Deposit Insurance
Corporation limit of $100,000 per institution.

Fed funds sold were deposited with one bank.

(12)

REGULATORY MATTERS AND RESTRICTIONS ON DIVIDENDS

The Bank is subject to regulatory capital requirements administered by the Federal Deposit Insurance
Corporation and the Tennessee Department of Financial Institutions. Failure to meet capital requirements
can initiate certain mandatory -- and possibly additional discretionary -- actions by regulators that could, in
that event, have a direct material effect on the institution’s financial statements. The relevant regulations
require the Bank to meet specific capital adequacy guidelines that involve quantitative measures of the
Bank’s assets, liabilities and certain off-balance sheet items as calculated under regulatory accounting
principles. The Bank’s capital classifications are also subject to qualitative judgments by the Regulators
about components, risk weightings and other factors. Those qualitative judgments could also affect the
Bank’s capital status and the amount of dividends the Bank may distribute.

Under the terms of an agreement with the Bank’s regulatory agency, the Bank is restricted from paying
dividends for a period of three years from the date the Bank began operations (January 20, 2004).
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The Bank is required to maintain minimum amounts of capital to total “risk weighted” assets, as defined by
the banking regulators. The Bank is required to have a minimum Tier | and Total Capital ratios of 4.0%
and 8.0%, respectively. Banks with ratios of 6.0% and 10.0% are considered well-capitalized. The actual
ratios at that date were 14.32% and 15.37% and 20.73% and 21.82%, respectively at December 31, 2006
and 2005. The leverage ratio at December 31, 2006 and 2005 was 12.52% and 19.18%, respectively, and
the minimum requirement was 4.0%. Well capitalized banks are required to have a leverage ratio of 5.0%.

As of December 31, 2006, the most recent notification from the banking regulators categorized the Bank as
well capitalized under the regulatory framework for prompt corrective action. There are no conditions or
events since the notification that management believes have changed the Bank’s category.

(13)

STOCK OPTION ARRANGEMENT

In October, 2004, the stockholders of the Bank approved the MidSouth Bank 2004 Stock Option
Arrangement (the “Arrangement”). The Arrangement provides for the granting of stock options, and
authorizes the issuance of common stock upon the exercise of such options, for up to 380,000 shares of
common stock to employees and organizers of the Bank and up to 143,080 shares of common stock for
future use as decided by the Board of Directors.

Under the Arrangement, stock option awards may be granted in the form of incentive stock options or
nonstatutory stock options, and are generally exercisable for up to ten years following the date such option
awards are granted. Exercise prices of incentive stock options must be equal to or greater than 100% of the
fair market value of the common stock on the grant date and generally vest at the end of four years. Certain
option awards provide for accelerated vesting if there is a change in control (as defined in the
Arrangement).

The fair value of each option award is estimated on the date of grant using the Black-Scholes option pricing
model that uses the assumptions noted in the following table. Expected volatility is based on the historical
volatility of the Bank’s common stock and other factors. The Bank uses historical data to estimate option
exercise and employee termination with the valuation model. The expected term of options granted
represents the period of time that options granted are expected to be outstanding. The risk-free rate for
periods within the contractual life of the option is based on the U.S. Treasury yield curve in effect at the
time of grant. No options were granted during the year ended December 31, 2006.

2005 2004
VOIALHITY ..o 0.0001% 0.0001%
Dividend YIEld ........ccooueiriiiiiiriceie e 1.00% 1.00%
Expected term (N YEArS) ......coouiereierere e 7 7
RISK-TIEE TALE ... 4.40% 3.40%
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A summary of option activity under the Arrangement is presented below:

Weighted
Weighted- Average
Average Remaining Aggregate
Exercise Contractual Intrinsic
Options Shares Price Maturity Value
Outstanding at January 1, 2004 ................ -
Granted......ccoovveeierieienei e 380,000 | $ 10.00
EXErcised......ccoovieiiieiiieneie e -
Forfeited........c.cooovvviiiciiiiicccc e -
Outstanding at December 31, 2004 .......... 380,000 $ 10.00
Granted......cccovveivienieieneie e 71,000 [ $ 10.00
EXErcised......ccoovviiiiiniieeeeee e -
Forfeited........c.ccocovvviiiiciiciicic i -
Outstanding at December 31, 2005 .......... 451,000 $ 10.00
Granted........cccooeieninienieee e -
EXEICISEd....c.ceviviiiiieieciee e, (20,000) | $ 10.00
Forfeited.......ccovvvviriiiiiiiiei e (5,500) [ $ 10.00
Outstanding at December 31, 2006........... 425500 | $ 10.00 7.7 $ 2,766,000
Exercisable at December 31, 2006........... 316,802 [ $ 10.00 7.9 $ 2,059,000

The total intrinsic value of options exercised during the year ended December 31, 2006 was $124,000. The
weighted-average grant-date fair value of options granted during the years ended December 31, 2005 and
2004, was $1.99 and $1.44, respectively.

As of December 31, 2006, there was $66,000 of total unrecognized compensation cost related to nonvested
share-based compensation granted under the Arrangement. The cost is expected to be recognized over a
weighted-average period of 4.5 years. The total fair value of shares vested during the years ended
December 31, 2006 and 2005 was $54,000 and $467,000, respectively. Compensation cost recognized for
the year ended December 31, 2006 totaled $60,000.

The following pro forma information presented net loss and loss per common share for 2005 and 2004 as if
the fair value method of SFAS 123 had been used to measure compensation cost for the Arrangement. For
purposes of these pro forma disclosures, the estimated fair value of stock options is amortized to expense
over the related vesting periods.

For the Year For the Year
Ended Ended
(In Thousands, December 31, December 31,
Except Per Share Amounts) 2005 2004
NEL 10SS....cviieriicieiccee e As Reported ................ $ (1,927) $ (2,761)
Proforma.........ccc........ $ (2,331) $ (2,921)
Basic loss per common share............... As Reported ................ $ (.65) $ (.95)
Proforma.........ccc....... $ (.78) $ (1.00)
Diluted loss per common share............ As Reported ................ $ (.65) $ (.95)
Share....cocvevcicce e Proforma.........ccc....... $ (.78) $ (1.00)
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(14)

STOCK WARRANTS

As part of the original offering, any shares purchased received non-detachable warrants which provide the
stockholder the ability to purchase an additional 1 share of common stock for every two shares of common
stock purchased. The purchase price for the additional shares is equal to the greater of $10 or 110% of the
book value of the stock at the date of exercise. For each recipient, one half of the warrants received must
be exercised within 3 years from January 20, 2004 (the date of issuance) and the other half within five
years of the date of issuance. There were 202,866 and 194,105 warrants exercised in 2006 and 2005,
respectively. Total warrants outstanding as of December 31, 2006 and 2005 totaled 897,469 and 1,100,335,
respectively.

(15)

ADDITIONAL RELATED PARTY TRANSACTIONS

In the normal course of business, the Bank utilizes legal and landscaping services which are provided by
companies with board member relationships. During 2006, 2005 and 2004, the fees paid to these
companies were not significant.

(16)

RETIREMENT PLAN

The Bank has in effect a 401(K) profit sharing plan which covers eligible employees. To participate in the
plan an employee must have obtained the age of 18. The provisions of the plan provide for both employee
and employer contributions. For the years ended December 31, 2006, 2005 and 2004, the Bank contributed
$107,000, $80,000 and $61,000, respectively, to this plan.

(17)

EARNINGS PER COMMON SHARE

Statement of Financial Accounting Standards (SFAS) No. 128 “Earnings Per Share” establishes uniform
standards for computing and presenting earnings per share. The computation of basic earnings per share is
based on the weighted average number of common shares outstanding during the period. For the Bank the
computation of diluted earnings per share begins with the basic earnings per share plus the effect of
common shares contingently issuable from stock options and warrants.

The following is a summary of the components comprising basic and diluted earnings (loss) per common
share (EPS):

(In Thousands, Except Share and Per Share Amounts) 2006 2005 2004
Basic EPS Computation:
Numerator - Loss for the year..........cc.cccevviercvninnen. $ (1,204) $ (1,927) $ (2,761)
Denominator - Weighted average number
of common shares outstanding ...........ccccceeeeeeenene 3,182,339 2,985,395 2,906,191
Basic loss per common share..................... $ (.38) $ (.65) $ (.95)
Diluted EPS Computation:
Numerator - Loss for the year..........ccoccceeveviniennen. $ (1,204) $ (1,927) $ (2,761)
Denominator:
Weighted average number of common
shares outstanding ..........oceevveerieencienceres 3,182,339 2,985,395 2,906,191
Dilutive effect of stock options...........ccoceevveernnne - - -
3,182,339 2,985,395 2,906,191
Diluted loss per common share $ (.38) (.65) $ (.95)
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The effect of stock options was excluded since the Bank had a loss from continuing operations and the
exercise of options would have been antidilutive.

(18)

DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS

Statement of Financial Accounting Standards No. 107 (SFAS No. 107), “Disclosures about Fair Value of
Financial Instruments”, requires that the Bank disclose estimated fair values for its financial instruments.
Fair value estimates, methods, and assumptions are set forth below for the Bank’s financial instruments.

Cash and short-term investments

For those short-term instruments, the carrying amount is a reasonable estimate of fair value.

Securities

The carrying amounts for short-term securities approximate fair value because they mature in 90
days or less and do not present unanticipated credit concerns. The fair value of longer-term
securities and mortgage-backed securities, except certain state and municipal securities, is
estimated based on bid prices published in financial newspapers or bid quotations received from
securities dealers. The fair value of certain state and municipal securities is not readily available
through market sources other than dealer quotations, so fair value estimates are based on quoted
market prices of similar instruments, adjusted for differences between the quoted instruments
and the instruments being valued.

SFAS No. 107 specifies that fair values should be calculated based on the value of one unit
without regard to any premium or discount that may result from concentrations of ownership of a
financial instrument, possible tax ramifications, or estimated transaction costs. Accordingly,
these considerations have not been incorporated into the fair value estimates.

Loans

Fair values are estimated for portfolios of loans with similar financial characteristics. Loans are
segregated by type such as commercial, mortgage and other consumer. Each loan category is
further segmented into fixed and adjustable rate interest terms.

The fair value of the various categories of loans is estimated by discounting the future cash flows
using the current rates at which similar loans would be made to borrowers with similar credit
ratings and for the same remaining average estimated maturities.

The estimated maturity for mortgages is modified from the contractual terms to give
consideration to management’s experience with prepayments. Management has made estimates
of fair value discount rates that it believes to be reasonable. However, because there is no
market for many of these financial instruments, management has no basis to determine whether
the fair value presented below would be indicative of the value negotiated in an actual sale.

The value of the loan portfolio is also discounted in consideration of the credit quality of the loan
portfolio as would be the case between willing buyers and sellers. Particular emphasis has been
given to loans on the bank’s internal watch list. Valuation of these loans is based upon borrower
performance, collateral values (including external appraisals), etc.
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Loans Held for Sale

These instruments are carried in the balance sheet at the lower of cost or market value. The fair
value of these instruments are based on subsequent liquidation values of the instruments which
did not result in any significant gains or losses.

Deposit Liabilities

The fair value of demand deposits, savings accounts and certain money market deposits is the
amount payable on demand at the reporting date. The fair value of fixed-maturity certificates of
deposit is estimated using the rates currently offered for deposits of similar remaining maturities.
Under the provision of SFAS No. 107 the fair value estimates for deposits does not include the
benefit that results from the low cost funding provided by the deposit liabilities compared to the
cost of borrowing funds in the market.

Commitments to Extend Credit, Standby Letters of Credit and Financial Guarantees Written

Loan commitments are made to customers generally for a period not to exceed one year and at
the prevailing interest rates in effect at the time the loan is closed. Commitments to extend credit
related to construction loans are made for a period not to exceed six months with interest rates at
the current market rate at the date of closing. In addition, standby letters of credit are issued for
periods extending from one to two years with rates to be determined at the date the letter of
credit is funded. Fees are only charged for the construction loans and the standby letters of credit
and the amounts unearned at December 31, 2006, are insignificant. Accordingly, these
commitments have no carrying value and management estimates the commitments to have no
significant fair value.

The carrying value and estimated fair values of the Bank’s financial instruments at December 31,
2006 and 2005 are as follows:

2006 2005
Carrying Carrying
(In Thousands) Amount Fair Value Amount Fair Value
Financial assets:
Cash and short-term
iNVeStMeNts.........coeeevveveeenee. 19,599 19599 | $ 3,582 $ 3,582
SECUNIES ..cvevvevrcieeiecieieee e 36,347 36,347 15,273 15,273
Restricted equity securities........ 1,092 1,118 750 750
Loans held for sale .................... 1,739 1,739 179 179
LOANS v 150,422 104,323
Less: allowance for loan
10SSES ... (1,922) (1,317)
Loans, net of allowance.............. 148,500 145,041 103,006 101,064
Financial liabilities:
(D170 T0L] | TR 192,512 192,664 107,445 107,562
Unrecognized financial
instruments:
Commitments to extend
credit .o, - - - -
Standby letters of credit......... - - - -
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Limitations

Fair value estimates are made at a specific point in time, based on relevant market information
and information about the financial instruments. These estimates do not reflect any premium or
discount that could result from offering for sale at one time the Bank’s entire holdings of a
particular financial instrument. Because no market exists for a significant portion of the Bank’s
financial instruments, fair value estimates are based on judgments regarding future expected loss
experience, current economic conditions, risk characteristics of various financial instruments,
and other factors. These estimates are subjective in nature and involve uncertainties and matters
of significant judgment and therefore cannot be determined with precision. Changes in
assumptions could significantly affect the estimates.

Fair value estimates are based on estimating on-and-off-balance sheet financial instruments
without attempting to estimate the value of anticipated future business and the value of assets
and liabilities that are not considered financial instruments. Other significant assets and
liabilities that are not considered financial assets or liabilities include deferred tax assets and
liabilities and property, plant and equipment. In addition, the tax ramifications related to the
realization of the unrealized gains and losses can have a significant effect on fair value estimates
and have not been considered in the estimates.

(19) QUARTERLY FINANCIAL DATA (UNAUDITED)

Selected quarterly results of operations for the four quarters ended December 31, are as follows:

(In Thousands, except per share data)

2006 2005
Fourth Third Second First Fourth Third Second First
Quarter | Quarter | Quarter | Quarter Quarter Quarter Quarter Quarter
Interest income ................. $ 3,359 $ 3,086 $ 2,502 $ 2,073 $ 1,790 $ 1,401 $ 1,039 $ 810
Net interest income........... 1,652 1,504 1,344 1,216 1,066 869 712 615
Provision for possible
loan 10SSES.......cccvevverneae 215 129 97 170 296 195 146 166
Loss before income
TAXES e (365) (216) (274) (349) (549) (453) (445) (480)
Net 10SS....ccoveeiiiiieee (365) (216) (274) (349) (549) (453) (445) (480)
Basic loss per common
Share.....ccooeveveeeceeee, (.11) (.07) (.09) (\12) (.18) (.15) (.15) (.17)
Diluted loss per common
Share......cooeeeevincnees (.11) (.07) (.09) (.11) (.18) (.15) (.15) (.17)
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Deposits:

The average amounts for deposits for 2006, 2005 and 2004 are detailed in the following schedule.

2006 2005 2004
Average Average Average
Balance Balance Balance
In Average In Average In Average
Thousands Rate Thousands Rate Thousands Rate
Non-interest bearing
deposits $ 18,698 - % $ 11,834 - % $ 4,553 - %
Negotiable order of ‘
withdrawal accounts 17,642 1.26 10,079 68 4,237 52
Money market
demand accounts 29,903 3.00 19,477 2.13 8,413 1.06
Individual retirement
accounts 3,179 4.88 1,329 3.84 320 2.81
Other savings 1,094 1.10 675 0.59 304 33
Certificates of deposit
$100,000 and over 51,340 4.96 19,130 3.80 5,647 2.20
Certificates of deposit
under $100,000 30,296 4.82 13,513 3.71 3,637 2.45
$152,152 3.48% $ 76,037 2.33% $ 27,111 1.23%

The following schedule details the maturities of certificates of deposit and individual retirement
accounts of $100,000 and over at December 31, 2006.

In Thousands

Certificates Individual
of Retirement
Deposit Accounts Total

Less than three months $ 23,194 322 23,516
Three to six months 16,026 329 16,355
Six to twelve months 20,148 291 20,439
Over one year 6,749 653 7,402
$ 66,117 1,595 67,712
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VI Return on Equity and Assets:

The following schedule details selected key ratios of the Bank for the year ended at December 31,
2006, 2005 and 2004.

2006 2005 2004
Return on assets - %(1) - %(1) - %(1)
(net income divided by average total
assets)
Return on equity - %(1) - %(1) - %(1)
(Net income divided by average equity)
Dividend payout ratio - % - % - %
(Dividends declared per share divided
by net income per share)
Equity to asset ratio 14.10% 24.39% 47.34%
(Average equity divided by average
total assets)
Leverage capital ratio 12.52% 19.18% 36.19%

(Equity divided by fourth quarter
average total assets, excluding the
net unrealized loss on available-for-
sale securities)

The minimum leverage capital ratio required by the regulatory agencies is 4%.

Under guidelines developed by regulatory agencies a credit risk is assigned to various categories
of assets and commitments ranging from 0% to 100% based on the risk associated with the asset.

(1) Bank sustained a loss; therefore, there was no return on assets or equity.
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Return on Equity and Assets, Continued:

The following schedule details the Bank's risk-based capital at December 31, 2006 excluding the
net unrealized gain on available-for-sale securities which is shown as an addition in stockholders'
equity in the financial statements:

In Thousands

Tier 1 capital:

Stockholders' equity, excluding the net unrealized
gain on available-for-sale securities $ 26,195

Total capital:
Allowable allowance for loan losses (limited to 1.25%

of risk-weighted assets) 1,922
Total capital 3 28,117
Risk-weighted assets $ 182,943
Risk-based capital ratios:
Tier I capital ratio 14.32%
Total risk-based capital ratio 15.37%

The Bank is required to maintain a total capital to risk-weighted asset ratio of 8% and a Tier |
capital to risk-weighted asset ratio of 4%. At December 31, 2006, the Bank was in compliance
with these requirements.
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The following schedule details the Bank’s interest rate sensitivity at December 31, 2006:

(In Thousands)

Eamning assets:
Loans, net of
unearned interest
Securities
Loans held for sale
Federal funds sold
Restricted equity
securities
Total earning
assets

Interest-bearing
liabilities:

Negotiable order
of withdrawal
accounts

Money market demand
accounts

Other savings

IRA’s and Certificates
of deposit, $100,000
and over

1IRA’s and Certificates

of deposit, under
$100,000

Interest-sensitivity gap
Cumulative gap

Interest-sensitivity gap
as % of total average
assets

Cumulative gap as %
of total average
assets

Repricing Within

3 months

Total 1-90 Days to 12 months 1 to 5 years Over S years
$ 150,422 76,871 5,939 57,425 10,187
36,347 2,743 4,382 5,566 23,656
1,739 1,739 - - -
12,059 12,059 - - -
1,092 1,092 - - -
201,659 94,504 10,321 62,991 33,843
23,812 23,812 - - -
30,248 30,248 - - -
1,412 1,412 - - -
67,712 23,517 36,793 7,402 -
41,416 17,726 20,334 3,356 -
164,600 96,715 57,127 10,758 -
§ 37,059 (2,211) (46,806 ) 52,233 33,843
(2,211) (49,017) 3216 37,059
(1.24)% (26.24)% 29.29% 18.97%
(1.24)% _(27.48)% 1.80% 20.78%
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Return on Equity and Assets, Continued:

The Bank’s primary component of market risk is interest rate volatility. Fluctuations in interest
rates will ultimately impact both the level of income and expense recorded on a large portion of
the Bank’s assets and liabilities, and the market value of all interest-earning assets and interest-
bearing liabilities, other than those which possess a short term to maturity. Based upon the nature

of the Bank’s operations, the Bank is not subject to foreign currency exchange or commodity
price risk.

Interest rate (sensitivity) management focuses on the earnings risk associated with changing
interest rates. Management seeks to maintain profitability in both immediate and long term
earnings through funds management/interest rate risk management. The Bank’s rate sensitivity
position has an important impact on earnings. Senior management of the Bank meets monthly to
analyze the rate sensitivity position. These meetings focus on the spread between the cost of
funds and interest yields generated primarily through loans and investments.
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