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Highlands State Bank 

To Our Shareholciers 

The year 2008 brought with it significant challenges and some great opportunities. The worldwide 
economy is experiencing an upheaval unlike anything most people alive today have ever seen. 
A number of different solutions are being attempted by both the public and the private sectors to 
turn the direction of the economy towards recovery and away from the spiraling downturn. While 
Highlands is not immune to the current climate we do not have a number of the problems facing 
many of the larger banks. As we reported last year we did not fall victim to the problems of the 
residential mortgage market. On the other hand l-fighlands and Noble did hold $250,000 worth of 
Fannie Mae preferred stock that had to be written down to $7,601 and some loans have experienced 
repayment difficulties as you will see in the financial reports. 

Early last year the Board of Directors of Highlands entered into discussions with directors of Noble 
Community Bank to consider the advantages of merging the two banks. After careful consideration 
the boards voted unanimously in favor of combining. The merger provides us with an opportunity to 
join two community banking organizations with similar chemistry and focus. That focus is to provide 
outstanding products and service to all who bank with Highlands State Bank. In addition to merging 
Highlands and Noble we also made a decision to apply for a branch banking office in Totowa, NJ. 
That office opened for business on January 20, 2009 and is actively opening new accounts and loans. 

The merger of Highlands and Noble took place on December 31, 2008. As of that date total assets 
were $119,646,000 and deposits were $96,781,000. The accounting for the merger was completed 
following purchase accounting rules rendering comparisons to the previous year end less meaningful. 
The details are shown in the financial statements of the enclosed 2008 annual report. 

Highlands experienced a net loss for 2008 of $992,774 compared to a loss of $905,150 in 2007. 
$96,960 of the 2008 loss is directly related to the write down in the value of the Fannie Mae preferred 
stock mentioned above. Provision for loan losses increased $184,227 to $409,858 for the year ended 
December 31, 2008 from $225,631 the previous year. Non-interest expense increased $518,695. The 
majority of this increase is due to additions made to staffing levels to handle both existing and 
anticipated growth. 

We face the economic challenges before us with boldness. We believe there is a unique opportunity 
for community banks like Highlands to fill gaps that are being created by the turmoil in banking. That 
being said caution is also required. The future is uncertain and we must make sure that the long-term 
interests of our shareholders are protected and enhanced. 

At the special meeting held in December shareholders voted to authorize the issuance of preferred 
stock to the US Treasury under the Capital Purchase Program. Highlands has received preliminary 
approval to issue $2,441,000 in one class of preferred stock and $122,000 in a second class of 
preferred stock. Management is considering whether to participate in the program. The Capital 
Purchase Program was created to assist strong banks in raising capital. We are proud to have 
received preliminary approval. 

Bruce D. Zaretsky 
Chairman of the Board 

George E. Irwin 
President and CEO 

310 Route 94 • P.O. Box 160 • Vernon, N) 07462 • Tel: 973-764-3200 • Fax: 973-764-3201 • mail@highlandsstatebank.corti 



Independent Auditor's Report 

To the Board of Directors 
Highlands State Bank 
Vernon, New Jersey 

We have audited the accompanying balance sheets of Highlands State Bank as of December 31, 2008 and 
2007, and the related statements of operations, stockholders' equity and cash flows for the years ended 
December 31, 2008 and 2007. 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 auditing standards generally accepted in the United States of 
America. 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 audits provide 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 Highlands State Bank as of December 31, 2008 and 2007, and the results of its operations 
and its cash flows for the years then ended, in conformity with accounting principles generally accepted in the 
United States of America. 

BeoAĵ  /niMsA- (2vy«u^ 4^^ 

Beard Miller Company LLP 
Allentown, Pennsylvania 
February 24, 2009 



Highlands State Bank 
Balance Sheets 
December 31,2008 and 2007 

2008 2007 

Total Assets 

Liabilities and Stockholders' Equity 

Liabilities 

Deposits: 
Non-interest bearing 
Interest-bearing 

Total Deposits 

Federal funds purchased 
Borrowings 
Accrued interest payable 
Other liabilities 

Total Liabilities 

Stockholders' Equity 

Preferred stock, $1,000 par value; authorized 2,625,000 shares; none 
issued 

Common stock, $5 par value; authorized 5,000,000 shares; issued and 
outstanding 2008 1,788,262 shares; 2007 1,095,159 shares 

Surplus 
Accumulated deficit 
Accumulated other comprehensive income 

Assets 

Cash and due from banks $ 1,188,266 $ 1,161,515 
Interest bearing deposits in other banks 176,666 
Federal funds sold 4,555,000 -

Cash and Cash Equivalents 5,919,932 1,161,515 

Time deposits in other banks 
Securities available for sale 
Restricted investment in bank stock 
Loans receivable, net of allowance for loan losses 2008 $1,147,192; 

2007 $304,144 
Bank premises and equipment, net 
Goodwill 
Accrued interest receivable 
Other assets 

1,386,000 
19,595,832 

621,600 

89,455,706 
1,172,883 
756,917 
559,497 
177,908 

$119,646,275 

2,481,000 
7,364,599 

50,000 

31,022,872 
468,443 

-
216,292 
112,903 

$42,877,624 

$ 11,298,884 
85,482,441 

96,781,325 

9,529,526 
238,626 
614,281 

107,163,758 

$ 6,693,759 
26,518,735 

33,212,494 

759,000 

27,185 
177,369 

34,176,048 

8,941,310 
7,073,787 
(3,558,863) 

26,283 

5,475,795 
5,730,086 
(2,566,089) 

61,784 

Total Stockholders' Equity 12,482,517 8,701,576 

Total Liabilities and Stockholders' Equity $119,646,275 $42,877,624 

See notes to financial statements. 



Highlands State Bank 
Statements of Operations 
Years Ended Deceniber 31,2008 and 2007 

2008 2007 

Interest Income 

Loans 
Securities 
Federal funds sold 
Other 

Total Interest Income 

Interest Expense 

Deposits 
Borrowings 

Total Interest Expense 

Net Interest Income 

Provision for Loan Losses 

Net Interest Income after Provision for Loan Losses 

Non-Interest Income 

Fee and service charges 
Other income 
Impairment loss on securities 

Total Non-Interest Income 

Non-Interest Expenses 

Salaries and employee benefits 
Share-based compensation 
Occupancy and equipment 
Professional fees 
Advertising and promotion 
Data processing 
Other 

Total Non-Interest Expenses 

Net Loss 

$2,626,037 
483,877 
35,481 
68,582 

3,213,977 

1,141,157 
120,403 

1,261,560 

1,952,417 

409,858 

1,542,559 

140,197 
24,969 
(96,960) 

68,206 

1,281,562 
47,598 

408,614 
138,172 
104,299 
263,930 
359,364 

2,603,539 

$ (992,774) 

$1,391,941 
444,557 
173,047 
192,073 

2,201,618 

853,184 
8,149 

861,333 

1,340,285 

225,631 

1,114,654 

58,879 
6,161 

-

65,040 

1,003,342 
100,596 
365,367 
108,469 
74,547 
186,557 
245,966 

2,084,844 

$(905,150) 

See notes to financial statements. 



Highlands State Bank 
statements of Stockholders' Equity 
Years Ended December 31,2008 and 2007 

Balance - December 31, 2006 

Common 
Stock 

$5,000,000 

Surplus 

$5,153,695 

Accumulated 
Other 

Accumulated Comprehensive 
Deficit Income (Loss) 

$(1,660,939) 550 

Total 

$8,493,306 

Comprehensive loss: 
Net loss 
Net change in unrealized gain 

on securities available for 
sale 

(905,150) 

61,234 

(905,150) 

61,234 

Total Comprehensive Loss (843,916) 

Stock warrants exercised (95,159 
shares) 

Share-based compensation expense 
475,795 

-
475,795 
100,596 

951,590 
100,596 

Balance - December 31, 2007 

Comprehensive loss: 
Net loss 
Net change in unrealized gain 

on securities available for 
sale 

Total Comprehensive Loss 

Acquisition of Noble Community Bank 
(693,103 shares issued) 

Share-based compensation expense 

Balance - December 31, 2008 

5,475,795 5,730,086 (2,566,089) 

(992,774) 

61,784 

(35,501) 

;,701,576 

(992,774) 

(35,501) 

3,465,515 
. 

$8,941,310 

1,296,103 
47,598 

$7,073,787 

_ 

-

($3,558,863) 

_ 

-

$26,283 

(1,028,275) 

4,761,618 
47,598 

$12,482,517 

See notes to fmancial statements. 



Highlands State Bank 
Statements of Cash Flows 
Years Ended December 31, 2008 and 2007 

Cash Flows from Operating Activities 

Net loss : 
Adjustments to reconcile net loss to net cash used in operating activities: 

Depreciation i 
Amortization and accretion,' net 
Impairment loss on securities 
Provision for loan losses 
Share-based compensation expense 
Increase in accrued interest receivable 
Increase in other assets 
Increase in accrued interest payable 
Increase in other liabilities | 

Net Cash Used in Operating Activities 

Cash Flows from Investing Activities 

Net decrease in time deposits 
Purchases of securities available for sale 
Maturities and principal repayrnents on securities available for sale 
Net increase in loans receivable 
Net increase in Federal Home Loan Bank stock 
Purchases of premises and equipment 
Net cash received from acquisition 

Net Cash Used in Investing Activities 

Cash Flows from Financing Activities 

Net increase in deposits 
Increase (decrease) in federal funds purchased 
Proceeds from borrowings 
Stock warrants exercised 

Net Cash Provided by Financing Activities 

Net Increase (Decrease) in Cash and Cash Equivalents 

Cash and Cash Equivalents - Beginning 

Cash and Cash Equivalents - Ending 

Supplementary Cash Flows Information 

Interest paid 

2008 2007 

$ (992,774) 

100,145 
(10,961) 
96,960 

409,858 
47,598 
(49,252) 

(208,768) 
59,819 

216,978 

(330,397) 

1,293,000 
(5,861,662) 
5,030,780 

(27,313,384) 
(287,100) 
(178,437) 
1,518,605 

(25,798,198) 

26,646,012 
(759,000) 
5,000,000 

-

30,887,012 

4,758,417 

1,161,515 

$ 5,919,932 

$ 1,201,741 

$ (905,150) 

85,492 
(74,416) 

-
225,631 
100,596 
(84,006) 
(66,489) 
20,248 
54,462 

(643,632) 

195,000 
(1,306,061) 
3,375,167 

(23,453,760) 
-

(87,214) 
-

(21,276,868) 

10,659,818 
759,000 

951,590 

12,370,408 

(9,550,092) 

10,711,607 

$ 1,161,515 

$ 841,085 

See notes to financial statements. 



Highlands State Bank 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 1 - Summary of Significant Accounting PoUcies 

Organization and Nature of Operations 

Highlands State Bank (the "Bank" or "Highlands") is a New Jersey state chartered bank which commenced 
operations on October 31, 2005. The Bank is a full service bank providing personal and business lending and 
deposit services. As a state chartered bank, the Bank is subject to regulation of the New Jersey Department of 
Banking and Insurance and the Federal Deposit Insurance Corporation. The area served by the Bank is the 
Sussex County area of New Jersey. 

Estimates 

The preparation of financial statements in conformity with accounting principles generally accepted in the 
United States of America 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 the determination of the allowance for loan losses, determination of other than 
temporary impairment of securities and the valuation of deferred tax assets. 

Significant Group Concentrations of Credit Risk 

Most of the Bank's activities are with customers located within northern New Jersey. Note 3 discusses the 
types of securities that the Bank invests in. Note 4 discusses the types of lending that the Bank engages in. 
Although the Bank has a diversified loan portfolio, its debtors' ability to honor their contracts is influenced by 
the region's economy. The Bank does not have any significant concentrations to any one industry or 
customer. 

Presentation of Cash Flows 

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts due from 
banks, federal funds sold and short-term interest-bearing deposits in other banks all with original maturities 
within ninety days. Generally, federal funds are purchased or sold for one day periods. 

Time Deposits in Other Banks 

Interest bearing time deposits in other banks mature within one year and are carried at cost. All time deposits 
are covered by FDIC insurance. 

Securities 

Management determines the appropriate classification of debt securities at the time of purchase and re
evaluates such designation as of each balance sheet date. 

Securities classified as available for sale are those securities that the Bank intends to hold for an indefinite 
period of time but not necessarily to maturity. Securities available for sale are carried at fair value. Any 
decision to sell a security classified as available for sale would be based on various factors, including 
significant movement in interest rates, changes in maturity mix of the Bank's assets and liabilities, liquidity 
needs, regulatory capital considerations and other similar factors. Unrealized gains and losses are reported as 
increases or decreases in other comprehensive income. Realized gains or losses, determined on the basis of 
the cost of the specific securities sold, are included in eamings. Premiums and discounts are recognized in 
interest income using the interest method over the terms of the securities. 



Highlands State Bank 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 1 - Summary of Significant Accounting PoUcies (Continued) 

Securities (Continued) 

Securities classified as held to rnaturity are those debt securities the Bank has both the intent and ability to 
hold to maturity regardless of changes in market conditions, liquidity needs or changes in general economic 
conditions. These securities are carried at cost, adjusted for the amortization of premium and accretion of 
discount, computed by the interest method over the terms of the securities. At December 31, 2008 and 2007, 
the Bank had no securities classified as held to maturity. 

Declines in the fair value of securities below their cost that are deemed to be other than temporary are 
reflected in eamings as realized llosses. In estimating other-than-temporary impairment losses, management 
considers (1) the length of time and the extent to which the fair value has been less than cost, (2) the financial 
condition and near-term prospects of the issuer, and (3) the intent and ability of the Bank to retain its 
investment in the issuer for a period of time sufficient to allow for any anticipated recovery in fair value. 

Restricted Investment in Bank Stock 

Restricted stock is comprised ofl stock of the Federal Home Loan Bank of New York (FHLB) in the amount 
of $521,600 and Atlantic Central Bankers Bank in the amount of $100,000. Federal law requires a member 
institution of the FHLB to hold stock according to a predetermined formula. All restricted stock is recorded 
at cost. 

Loans Receivable 

Loans receivable that management has the intent and ability to hold for the foreseeable future or until maturity 
or payoff are stated at their outstanding unpaid principal balances, net of an allowance for loan losses and any 
deferred fees or costs. Interest income is accmed on the unpaid principal balance. Loan origination fees, net of 
certain direct origination costs, are deferred and recognized as an adjustment of the yield (interest income) of the 
related loans. The Bank is generally amortizing these amounts over the contractual life of the loan. 

The accmal of interest is discontinued when the contractual payment of principal or interest has become 90 days 
past due or management has serious doubts about further collectibility of principal or interest, even though the 
loan is currently performing. A jloan may remain on accmal status if it is in the process of collection and is 
either guaranteed or well secured. When a loan is placed on nonaccrual status, all interest accmed but not 
collected is reversed against interest income. Interest received on nonaccrual loans generally is either applied 
against principal or reported as interest income, according to management's judgment as to the collectibility of 
principal. Generally, a loan is restored to accmal status when the obligation is brought current, has performed in 
accordance with the contractual terms for a reasonable period of time and the ultimate collectibility of the total 
contractual principal and interest is no longer in doubt. 



Highlands State Bank 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 1 - Summary of Significant Accounting PoUcies (Continued) 

AUowance for Loan Losses 

The allowance for loan losses is established through provisions for loan losses charged against income. 
Loans deemed to be uncollectible are charged against the allowance for loan losses, and subsequent 
recoveries, if any, are credited to the allowance. 

The allowance for loan losses is maintained at a level considered adequate to provide for losses that can be 
reasonably anticipated. Management's periodic evaluation of the adequacy of the allowance is based on 
known and inherent risks in the portfolio, adverse situations that may affect the borrower's ability to repay, 
the estimated value of any underlying collateral, composition of the loan portfolio, current economic 
conditions and other relevant factors. This evaluation is inherently subjective as it requires material estimates 
that may be susceptible to significant revisions as more information becomes available. 

The allowance consists of specific, general, and unallocated components. The specific component relates to 
loans that are classified as either doubtful, substandard, or special mention. For such loans that are also 
classified as impaired, an allowance is established when the discounted cash flows (or collateral value or 
observable market price) of the impaired loan is lower than the carrying value of that loan. The general 
component covers non-classified loans and is based on historical loss experience adjusted for qualitative 
factors. An unallocated component is maintained to cover uncertainties that could affect management's 
estimate of probable losses. The unallocated component of the allowance reflects the margin of imprecision 
inherent in the underlying assumptions used in the methodologies for estimating specific and general losses in 
the portfolio. 

A loan is considered impaired when, based on current information and events, it is probable that the Bank will 
be unable to collect the scheduled payments of principal or interest when due according to the contractual 
terms of the loan agreement. Factors considered by management in determining impairment include payment 
status, collateral value and the probability of collecting scheduled principal and interest payments when due. 
Loans that experience insignificant payment delays and payment shortfalls generally are not classified as 
impaired. Management determines the significance of payment delays and payment shortfalls on a case-by-
case basis, taking into consideration all of the circumstances surrounding the loan and the borrower, including 
the length of the delay, the reasons for the delay, the borrower's prior payment record and the amount of the 
shortfall in relation to the principal and interest owed. Impairment is measured on a loan by loan basis for 
commercial and constmction loans by either the present value of expected future cash flows discounted at the 
loan's effective interest rate or the fair value of the collateral if the loan is collateral dependent. 

Large groups of smaller balance homogeneous loans are collectively evaluated for impairment. Accordingly, 
the Bank does not separately identify individual consumer and home equity loans for impairment disclosures, 
unless such loans are the subject of a restructuring agreement. 



Highlands State Bank 
Notes to Financial Statements 
December 31,2008 and 2007 1 

Note 1 - Summary of Significant Accounting Policies (Continued) 

Transfers of Financial Assets 

Transfers of financial assets, including loan and loan participation sales, are accounted for as sales when 
control over the assets has been surrendered. Control over transferred assets is deemed to be surrendered 
when (1) the assets have been isolated from the Bank, (2) the transferee obtains the right (free of conditions 
that constrain it from taking advantage of that right) to pledge or exchange the transferred assets, and (3) the 
Bank does not maintain effective control over the transferred assets through an agreement to repurchase them 
before their maturity. I 

i 
Bank Premises and Equipment I 

Bank premises and equipment are stated at cost less accumulated depreciation. Depreciation is computed on 
the straight-line method over the estimated useful lives of the related assets. 

Interest Rate Risk 

The Bank is principally engaged in the business of attracting deposits from the general public and using these 
deposits, together with other funds, to make loans secured by real estate and to purchase securities. The 
potential for interest-rate risk exists as a result of the difference in duration of the Bank's interest-sensitive 
liabilities compared to its interest-sensitive assets. For this reason, management regularly monitors the 
maturity stmcture of the Bank's interest-earning assets and interest-bearing liabilities in order to measure its 
level of interest-rate risk and to plan for future volatility. 

Advertising Costs 

The Bank follows the policy of charging the costs of advertising to expense as incurred. 

Income Taxes 

Deferred income taxes are provided on the liability method whereby deferred tax assets are recognized for 
deductible temporary differences and deferred tax liabilities are recognized for taxable temporary differences. 
Temporary differences are the jdifferences between the reported amounts of assets and liabilities and net 
operating loss carryforwards ahd their tax basis. Deferred tax assets are reduced by a valuation allowance 
when, in the opinion of management, it is more likely than not that some portion of the deferred tax assets 
will not be realized. Deferred tax assets and liabilities are adjusted for the effects of changes in tax laws and 
rates on the date of enactment. | 



Highlands State Bank 
Notes to Financial Statements 
December 31, 2008 and 2007 

Note 1 - Summary of Significant Accounting Policies (Continued) 

Share-Based Compensation 

In 2006, the Board of Directors approved the Highlands State Bank 2006 Nonstatutory Stock Option Plan, the 
Highlands State Bank 2006 Incentive Stock Option Plan and the Highlands State Bank 2006 Nonemployee 
Directors Stock Option Plan (2006 Option Plans). Prior to 2006, the Bank had no stock option plans or stock-
based compensation. The Bank accounts for stock-based compensation under the fair value recognition 
provisions of FASB Statement No. 123(R), ''Share-Based Payment." Statement No. 123(R) replaces 
Statement No. 123, supersedes APB Opinion No. 25 and requires compensation costs related to share-based 
payment transactions to be recognized in the financial statements over the period that an employee provides 
service in exchange for the award. Statement No. 123(R) was effective for all companies on January 1, 2006. 
Share-based compensation expense of $47,598 and $100,596 is included in the accompanying statement of 
operations for the years ended December 31, 2008 and 2007, respectively. There were no tax benefits 
recognized on the stock compensation expense. 

Comprehensive Loss 

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

The components of other comprehensive income (loss) are as follows for the years ended December 31, 2008 
and 2007: 

2008 2007 

Unrealized holding gains (losses) on securities available for 
sale $(132,461) $61,234 

Reclassification adjustment for realized losses included in 
the statement of operations 96,960 -_ 

$ (35,501) $61,234 

Off-Balance Sheet Financial Instruments 

In the ordinary course of business, the Bank has entered into off-balance sheet financial instraments 
consisting of commitments to extend credit and letters of credit. Such financial instruments are recorded in 
the balance sheet when they are funded. 

Note 2 - Acquisition of Noble Community Bank 

Effective at the close of business on December 31, 2008, Highlands completed its acquisition of Noble 
Community Bank ("Noble"), a de novo bank headquartered in Sparta, New Jersey. Noble commenced operations 
on August 29, 2005. Noble, with $46.0 million in total assets, $31.5 million in loans and $36.9 million in deposits 
as of December 31, 2008, merged into Highlands. The acquisition expands the Bank's branch network in Sussex 
County, New Jersey with an office in Sparta. 

10 



Highlands State Bank \ 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 2 - Acquisition of Noble Community Bank (Continued) 

The acquisition was consummated pursuant to the Agreement and Plan of Merger, dated as of August 5, 2008, by 
and among Highlands and Noble. Under the Purchase Agreement, Highlands acquired 100% of the outstanding 
shares of Noble which was merged jwith and into Highlands. Each outstanding share of Noble common stock was 
converted into 0.7953 shares of Highlands common stock. Highlands issued 693,103 shares of common stock in 
the merger transaction. ! 

Under the terms of the merger agreement. Noble was permitted to grant members of its board of directors stock 
options to purchase 33,949 shares of Noble common stock at an exercise price of $7,953 per share. These options 
were assumed by the Highlands in the merger and will be subject to the terms of Highlands existing stock options 
plans. As adjusted for the exchange ratio of 0.7953, these optionholders, in the aggregate, have the option to 
purchase 27,000 shares of Highlands common stock at $10.00 per share through April 20, 2016. The options 
vested immediately. The fair value of these stock options was $10,813 and was determined using the Black-
Scholes option pricing model. 

The purchase price of Noble includes the value of Highlands common stock issued in the amount of $4,761,618, 
in exchange for all the common stock of Noble. The value of the common shares issued was determined based on 
the fair value of Highlands common stock of $6.87 per share as determined by an independent fair value appraisal 
process performed concurrently with the signing of the definitive merger agreement. 

The acquisition has been accounted for using the purchase method of accounting in accordance with SFAS 
No. 141, "Business Combinations," which requires that Highland's fmancial statements include Noble's results 
of operations beginning January IJ 2009. The following table summarizes the fair values of Noble's assets 
acquired and liabilities assumed at the date of acquisition. 

December 31, 
Balance Sheet Acquired 2008 

i 
Assets } 

Cashandcashequivalents $ 1,518,600 
Securities available for sale 11,521,851 

Loans receivable 31,997,820 
Allowance for Iban losses 468,512 

Net Loans j 31,529,308 

Otherassets ' 1,418,818 

Total Assets I 45,988,577 

Liabilities ' 
Noninterest-bearing deposits 2,583,670 
Interest-bearingi deposits 34,339,149 
Borrowings 4,529,526 
Other liabilities! 371,555 

TotalLiabiiities 41,823,900 

Net Assets Acquired $ 4,164,677 

11 



Highlands State Bank 
Notes to F inancia l S ta tements 
December 31,2008 and 2007 

Note 2 - Acquisition of Noble Community Bank (Continued) 

The following table provides the calculation of the goodwill at December 31, 2008: 

Purchase Price 

Noble common stock outstanding 871,753 
Exchange ratio 0.7953 

Highlands conmion stock issued 693,103 
Market value of Highlands common share $ 6,87 

Purchase price assigned to shares exchanged for stock $4,761,618 
Purchase price assigned to cash for fractional shares 1,389 
Transaction costs and fair value of vested stock options 158,587 

Total Purchase Price 4,921,594 

Net Assets Acquired 

Seller stockholders' equity 4,660,886 
Estimated adjustments to reflect assets 

acquired at fair value: 
Loans (309,981) 
Operating lease (63,155) 

Estimated amount allocated to liabihties 
assumed at fair value: 
Time deposits (93,547) 
Borrowings (29,526) 

Fair value of net assets acquired 4,164,677 

GoodwiU Resulting from Acquisition $ 756,917 

The fair value of certain assets (loans) and certain liabilities (fixed rate time deposits) was determined using a 
discounted cash flow analysis and applying a discount rate which uses assumptions that marketplace participants 
would use in estimating fair values. In other instances, it was assumed that the historical book value of certain 
assets and liabilities represented a reasonable proxy of fair value. Since Noble is a de novo banking operation, it is 
assumed that there is no core deposit intangible related to the acquisition due to the limited time of existence and 
the limited "stability" of the deposit base of Noble. It was determined that there were no other categories of 
identifiable intangible assets arising from the Noble acquisition. It was also determined that there were no 
material purchase accounting adjustments needed with respect to SOP 03-03, "Accounting for Certain Loans and 
Debt Securities Acquired in a Transfer." 

12 



Highlands State Bank^ 
Notes to Financial Statements 
December 31,2008 and 2007 [ 

Note 2 - Acquisition of Noble Community Bank (Continued) 

The following pro forma combined results of operations for the years ended December 31, 2008 and 2007, give 
effect to the acquisition as if the merger had been completed on January 1, 2007. The pro forma results show the 
combination of Noble's results into Highlands' statements of operations. While adjustments have been made for 
the estimated effect of purchase accounting, the pro forma results do not reflect the actual result the combined 
company would have achieved had the combination occurred at the beginning of the period. 

Pro Forma 
Year Ended 

December 31,2008 

Pro Forma 
Year Ended 

December 31, 2007 

Net interest income 
Net loss 

$3,190,407 
(2,185,920) 

$2,325,482 
(1,693,678) 

Goodwill of $756,917 was recorded in connection with the acquisition of Noble. The Bank currendy has one 
reporting segment, banking, whichiwill be used to evaluate potential impairment of goodwill in the future. 

Goodwill related to the merger with Noble is not deductible for tax purposes. Due to the net operating losses 
previously incurred by the banks, deferred tax assets are reduced by a valuation allowance until such time as, in 
the opinion of management, it is rnore likely than not that some portion of the deferred tax assets will be realized. 
Therefore, no deferred tax component has been recorded related to this transaction. 

Noble has a net operating loss ("NOL") for tax purposes which will carry forward for the benefit of Highlands in 
future years. As of December 31, 2008, the NOL for Noble was approximately $3,300,000. As it becomes evident 
that the Bank will be able to utilize the NOL from Noble, it would be recognized going forward. IRS Section 382 
applies a limitation as to how much of the carryforward NOL can be used in any one year and must be utilized 
within a specified period (20 years). As Highlands is able to utilize the NOL of Noble in future periods, the 
impact of this reduction in Highlands' tax liability would be recorded as a reduction of goodwill. 

The following table summarizes the impact of the accretion of the fair value adjustments made in connection with 
the combination on Highlands' results ofoperations for the following years: 

i 
Projected Future Amounts for the 

Years Ended 
December 31 

2009 
2010 
2011 
2012 
2013 
2014 and thereafter ' 

Net Interest 
Income 

Accretion 

$113,117 
55,158 
43,167 
41,100 
40,014 

108,512 

Occupancy 
Net Accretion 

$ 8,238 
8,238 
8,238 
8,238 
8,238 

21,965 

Net Increase 
in Income 

before Income 
Taxes 

$121,355 
63,396 
51,405 
49,338 
48,252 

130,477 
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Highlands State Bank 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 2 - Acquisition of Noble Community Bank (Continued) 

The following methods and periods were used for the accretion of the fair value adjustments: 

Loans 
Investment securities 

Premises 

Time deposits 

Note 3 - Securities Available for Sale 

- level yield method over the life of the loans. 
- straight line method over a one year period. 
- straight line method over ninety two months, the remaining term 

of the lease. 
Level yield method over the life ofthe certificates. 

The amortized cost, gross unrealized gains and losses, and estimated fair value of securities available for sale at 
December 31, 2008 and 2007 are as follows: 

December 31,2008: 
U.S. Govemment agencies and 

sponsored agencies 
Mortgage-backed securities 
Other 

Amortized 
Cost 

Gross 
Unrealized 

Gains 

Gross 
Unrealized 

Losses 
Fair 

Value 

$15,367,824 
3,394,124 

807,601 

$19,569,549 

$100,481 
115,344 

$215,825 

189,542 

$189,542 

$15,468,305 
3,509,468 

618,059 

$19,595,832 

December 31,2007: 
U.S. Government agencies and 

sponsored agencies 
Mortgage-backed securities 
Other 

$3,992,931 
3,009,884 

300,000 

$17,014 
45,311 

546 

$7,302,815 $62,871 

1,087 

$1,087 

$4,008,858 
3,055,195 

300,546 

$7,364,599 

The amortized cost and fair value of securities at December 31, 2008 by contractual maturity are shown below. 
Expected maturities may differ from contractual maturities because the borrowers may have the right to prepay 
obligations with or without penalties. 

Available for Sale 

Due within one year 
Due after one year through five years 
Due after five years through ten years 
Due after ten years 
Mortgage-backed securities 

Amortized 
Cost 

$ 1,500,534 
1,750,000 
1,902,634 

11,022,257 
3,394,124 

Fair 
Value 

$ 1,526,971 
1,759,586 
1,904,485 

10,895,322 
3,509,468 

$19,569,549 $19,595,832 
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Highlands State Bank \ 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 3 - Securities Available for Sale (Continued) 

The tables below shows the Bankis securities, their gross unrealized losses and fair value, aggregated by 
investment category and length of time that individual securities have been in a continuous unrealized loss 
position at December 31, 2008 and 2007: 

Less than Twelve Months Twelve Months or More Total 

December 31,2008: 
Other 

December 31,2007: 
U.S. Government 

agencies and 
sponsored agencies 

Fair 
Value 

$613,498 

$ '.-

Gross 
Unrealized 

Losses 

$189,542 

$ 

Fair 
Value 

$ 

$997,117 

Gross 
Unrealized 

Losses 

$ -

$1,087 

Fair 
Value 

$613,498 

$997,117 

Gross 
Unrealized 

Losses 

$189,542 

$ 1,087 

At December 31, 2008, the Bank had| eight securities in an unrealized loss position. These eight securities consist 
of individual tmst preferred securities issued by large financial institutions. The decline in fair value is due in 
large part to the lack of an active trading market for these securities and rating agency downgrades. None of the 
issuers have defaulted on interest payments. Management concluded that these securities were not other-than-
temporarily impaired at December 31, 2008. The Bank has the intent and ability to hold such investments until 
maturity or market price recovery. Future deterioration in the credit quality of these large financial institutions 
could result in impairment charges ini the future. 

The Bank held Fannie Mae perpetualj prefeixed stock at December 31, 2008 with a cost basis of $100,000. These 
securities were subject to an other-than-temporary impairment ("OTTI") charge. On September 7, 2008, the 
Federal Housing Finance Agency placed both Fannie Mae and Freddie Mac under conservatorship. Although this 
action did not eliminate the equity in Fannie Mae and Freddie Mac represented by the perpetual preferred stock, it 
has negatively impacted the value of the perpetual preferred stock. The fair value of these securities at 
December 31, 2008 was $3,040 and the OTTI charge taken in the year ended December 31, 2008 was $96,960. 
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Highlands State Bank 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 4 - Loans Receivable 

The composition of loans receivable at December 31, 2008 and 2007 are as follows: 

2008 

Commercial real estate 
Commercial 
Construction 
Residential real estate 
Home equity 
Consumer 

Total Loans 

Allowance for loan losses 
Net deferred loan (fees) costs 

90,518,105 

(1,147,192) 
84,793 

(1,062,399) 

$89,455,706 

2007 

$34,856,357 
11,462,870 
4,690,357 

10,142,551 
29,167,132 

198,838 

$14,683,425 
4,199,435 

66,014 
851,932 

11,390,263 
120,726 

31,311,795 

(304,144) 
15,221 

(288,923) 

$31,022,872 

The following is an analysis of the allowance for loan losses for the years ended December 31: 

2008 

Balance, beginning 
Provision for loan losses 
Charge-offs 
Acquisition of Noble Community Bank 

Balance, ending 

$ 304,144 
409,858 
(35,322) 
468,512 

$1,147,192 

2007 

S 78,513 
225,631 

$304,144 

At December 31, 2008, impaired loans totaled $1,397,994 and were subject to specific loan allowances in the 
amount of $85,575. The average recorded investment in impaired loans totaled approximately $675,000. No 
interest income was recognized during the period of impairment. At and during the year ended December 31, 
2007, no loans were classified as impaired. 

At December 31, 2008, there was $675,000 in nonaccrual loans and $593,071 of loans greater than 90 days past 
due and still accming interest. 

At December 31, 2007, there were no non-accrual loans and no loans greater than 90 days past due and still 
accming interest. 
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Highlands State Bank 
Notes to F inancia l S ta tements 
December 31,2008 and 2007 

Note 5 - 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 instmments include commitments to extend credit and letters of 
credit. Such commitments involve, to varying degrees, elements of credit risk in excess of the amount recognized 
in the financial statements. 

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

The contract or notional amounts of financial instmments where contract amounts represent credit risk at 
December 31, 2008 and 2007 are as follows: 

December 31, December 31, 
2008 2007 

Outstanding loan and credit line commitments $25,664,000 $8,949,000 

Outstanding letters of credit 678,000 506,000 

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. | Since many ofthe commitments are expected to expire without being drawn 
upon, the total commitment amounts do not necessarily represent future cash requirements. Commitments 
generally have fixed expiration datesj or other termination clauses and may require payment of a fee. The Bank 
evaluates each customer's credit worthiness on a case-by-case basis. The amount of collateral obtained, if 
deemed necessary by the Bank upon lextension of credit, is based on management's credit evaluation. Collateral 
held varies but may include personal or commercial real estate, accounts receivable, inventory and equipment. 

Outstanding letters of credit written are conditional commitments issued by the Bank to guarantee the 
performance of a customer to a third Iparty. These standby letters of credit expire within the next twelve months. 
The credit risk involved in issuing letters of credit is essentially the same as that involved in extending other loan 
commitments. The Bank requires collateral supporting these letters of credit as deemed necessary. Outstanding 
letters of credit at December 31, 2008 were $678,000, of which $455,000 were secured by collateral. Outstanding 
letters of credit at December 31, 2007 were $506,000, of which $456,000 were secured by collateral. The current 
amount of the liability as of December 31, 2008 and 2007 for guarantees under standby letters of credit is not 
material. 
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Highlands State Bank 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 6 - Bank Premises and Equipment 

The components ofpremises and equipment at December 31, 2008 and 2007 are as follows: 

2008 2007 

Leasehold improvements 
Furniture, fixtures and equipment 
Computer equipment and data processing software 

Accumulated depreciation 

$ 852,626 
397,167 
182,378 

1,432,171 
(259,288) 

$1,172,883 

$286,182 
194,658 
146,746 

627,586 
(159,143) 

$468,443 

Note 7 - Deposits 

The components of deposits at December 31, 2008 and 2007 are as follows: 

Demand, non-interest bearing 
Demand interest bearing 
Money market accounts 
Savings 
Time, $100,000 and over 
Time, other 

2008 2007 

$11,298,884 
843,618 

10,515,213 
22,225,348 
24,783,778 
27,114,484 

$ 6,693,759 
362,561 

4,313,609 
14,578,767 
2,129,578 
5,134,220 

At December 31, 2008, the scheduled maturities of time deposits are as follows: 

2009 $44,537,947 
2010 2,430,986 
2011 839,388 
2012 2,031,820 
2013 2,058,121 

$51,898,262 

$96,781,325 $33,212,494 
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Highlands State Bank 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 8 - Lease Commitments 

The Bank leases its banking facilities under operating lease agreements expiring through 2016. The Bank is also 
required to pay a monthly fee for its portion of certain operating expenses, including real estate taxes, insurance, 
utilities, maintenance and repairs in addition to the base rent. Rent expense for the years ended December 31, 
2008 and 2007 totaled $169,675 andl$162,000, respectively. 

One of the lease agreements is with a related party. In 2005, the Bank entered into a ten-year operating lease 
agreement with this related party for its main banking office. The lease terms are comparable to similarly 
outfitted office space in the Bank's rharket. Total rent expense paid to the related party under this lease agreement 
was $162,000 and $162,000 for the jjears ended December 31, 2008 and 2007, respectively. 

! 
Future minimum lease payments by year and in the aggregate, under these lease agreements, are as follows: 

2009 ' $ 383,694 
2010 381,269 
2011 362,899 
2012 i 367,827 
2013 I 372,903 
Thereafter i 928,691 

$2,797,283 

Note 9 - Borrowings 

The Bank has a $5,000,000 line of credit with Atlantic Central Bankers Bank (ACBB) for federal funds purchased 
of which $-0- and $759,000 was oiitstanding at December 31, 2008 and 2007, respectively. The line of credit 
expires May 31, 2009. $2,500,000 of the line of credit is unsecured and $2,500,000 of the line of credit is secured 
by securities held by ACBB in safekeeping. 

I 

The Bank has $9,500,000 in borrowings with the Federal Home Loan Bank of New York (FHLB) with a 
weighted average interest rate of 2.64%. 

I 

The FHLB borrowings mature as follows: 

2009 $4,500,000 
2010 , 2,000,000 
2012 1,000,000 
2013 ^ 2,000,000 

9,500,000 

Fair value adjustment 29,526 

$9,529,526 
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Highlands State Bank 
Notes to Financial Statements 
December 31,2008 and 2007 

Note 9 - Borrowings (Continued) 

The $2,000,000 advance maturing in 2013 contains a convertible option which allows the FHLB at quarterly 
intervals commencing after each conversion date, to convert the fixed convertible advance into replacement 
funding for the same or lesser principal based on any advance then offered by the FHLB at their then current 
market rate. The Bank has the option to repay this advance, if converted, without penalty. 

The FHLB borrowings are secured under terms of a blanket collateral agreement by a pledge of qualifying 
collateral. 

Note 10 - Stockholders' Equity 

During 2005, the Bank sold 1,000,000 shares of common stock at $10 per share which resulted in net proceeds of 
$9,965,990 (net of offering cost of $34,010) under an initial stock offering which was fully subscribed. 

In conjunction with the Bank's initial stock offering, each stockholder was issued a unit which consisted of one 
share of the Bank's common stock and a stock purchase warrant to purchase 0.25 shares of the Bank's common 
stock. Four warrants allowed the holder to purchase one share of common stock at an exercise price of $10.00. 
Accordingly, there were 1,000,000 stock warrants issued under the initial stock offering enabling holders to 
purchase 250,000 shares of the Bank's common stock. The warrants were exercisable through October 11, 2007. 
Through that date, 380,661 warrants were exercised to purchase 95,159 shares of the Bank's common stock for 
total proceeds of $951,590. Warrants that expired without exercise totaled 619,339, representing 154,801 shares 
of common stock. 

In June 2007, the Bank's Board of Directors approved the issuance of new stock warrants (2007 stock warrants) 
to its stockholders who fully exercised their initial stock warrants on or before October 11, 2007. The 2007 stock 
warrants are equal to the number of initial stock warrants that had not been exercised. Accordingly, 619,339 
initial warrants had lapsed and 619,296 2007 stock warrants, as adjusted for fractional shares, were reissued to 
those stockholders who fully exercised their initial warrants. Four 2007 stock warrants allow the holder to 
purchase one share of common stock at an exercise price of $10.00 per share through October 11, 2008, enabling 
holders to purchase 154,801 shares of common stock. The 2007 stock warrants were issued based on the 
proportion of stock owned, with limitations on stockholders who may exceed a 10% ownership interest. It was 
also approved that if any ofthe 2007 stock warrants lapse on October 11, 2008 without exercising, those warrants 
can be reallocated to stockholders who exercised the 2007 stock warrants with the right to exercise such warrants 
through November 28, 2008. After November 28, 2008, any unexercised 2007 stock wairants shall be reallocated 
to the Board of Directors with the right to exercise such warrants through December 31, 2008. The reallocations 
are based on ownership interests. No 2007 stock warrants were exercised through December 31, 2008. 

The New Jersey Department of Banking and Insurance, in issuing its charter to the Bank, required an allocation of 
its initial capital to an expense fund in the amount of $155,000 to defray anticipated initial losses and a reserve of 
$620,000 for contingencies. Accordingly, $775,000 of the Bank's surplus is reserved for these purposes until the 
Bank becomes profitable. 
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December 31,2008 and 2007 

Note 11 - Federal Income Taxes 

There is no provision for income taxes for the years ended December 31, 2008 and 2007 due to the net operating 
losses incurred by the Bank since [inception. The deferred tax benefit related to such losses has not been 
recognized due to the uncertainty of realization. Accordingly, a valuation allowance has been recorded on the 
Bank's net deferred tax assets as shown in the table below. 

The components of the net deferred tax asset (liability) at December 31, 2008 and 2007 are as follows: 

2008 2007 

Deferted tax assets: j 
Organization and start-up costs 
Net operating loss carryforwards 
Allowance for lo|an losses 
Non-qualified stock option compensation 

Valuation allowance 

Total Deferred Tax Assets, Net of Valuation 
Allowance; 

Deferred tax liabilities: 
Cash basis conversion 
Depreciation 

Total Deferred Tax Liabilities 

Net Deferred Tax Asset 

At December 31, 2008, the Bank has available unused net operating loss carryforwards available for federal and 
state income tax purposes of approximately $5,800,000, which start to expire in 2025 for federal purposes and 
2012 for state purposes. 

$ 211,736 
2,336,084 
433,215 
76,721 

3,057,756 
(2,947,954) 

109,802 

(84,259) 
(25,543) 

(109,802) 

$ 

$ 110,569 
784,966 
109,727 
68,853 

1,074,115 
(976,195) 

97,920 

(62,764) 
(35,156) 

(97,920) 

$ 
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Note 12 - Transactions with Executive Officers, Directors, and Principal Stockholders 

The Bank has had, and may be expected to have in the future, banking transactions in the ordinary course of 
business with its executive officers, directors, principal stockholders, their immediate families and affiUated 
companies (commonly referred to as related parties), on the same terms, including interest rates and collateral, as 
those prevailing at the time for comparable transactions with others. Deposits of related parties totaled 
$6,829,500 and $20,947,400 at December 31, 2008 and 2007, respectively. Activity with respect to loans to 
related parties for the year ended December 31, 2008 is as follows: 

2008 

Balance, beginning $3,055,045 
Loans originated 235,000 
Collection of principal (479,045) 
Acquisition of Noble Community Bank 2,588,068 

Balance, ending $5,399,068 

The Bank leases its main office from a real estate company controlled and majority owned by three of the Bank's 
directors (see Note 8). 

Note 13 - Stock Option Plans 

In 2006, the Board of Directors adopted three stock related compensation plans: the Highlands State Bank 2006 
Nonstatutory Stock Option Plan, the Highlands State Bank 2006 Incentive Stock Option Plan and the Highlands 
State Bank 2006 Nonemployee Directors Stock Option Plan (2006 Plans), which were approved by the 
stockholders at the 2006 annual meeting in April 2006. 

The 2006 Plans enable the Board of Directors to grant stock options to executives, other key employees and 
nonemployee directors. The Bank has reserved 150,000 shares of common stock for issuance upon the exercise 
of options granted under the 2006 Plans. Such shares may be issued from authorized but unissued shares or 
previously issued shares that the Bank may hereafter reacquire (treasury stock). The 2006 Plans will terminate 
ten years from stockholder approval. Options may not be granted with an exercise price that is less than 1) 100% 
of the fair market value of the Bank's common stock on the date of grant or 2) the par value of the common stock 
or 3) $10.00 for any option granted before January 1, 2009. Options may not be granted with a term longer than 
10 years. Stock options granted under the Incentive Plan are subject to limitations under Section 422 of the 
Internal Revenue Code. The Incentive Plan also has special terms for individuals that own more than 10% of the 
Bank's common stock, of which there is no one at December 31, 2008. Vesting, exercisability, and other 
conditions related to an option will be waived in the event of a "change in control" of the Bank, as defined in the 
2006 Plans. The number of shares available under the 2006 Plans, the number of shares subject to outstanding 
options and the exercise price of outstanding options will be adjusted to reflect any stock dividend, stock split, 
merger, reorganization or other event generally affecting the number of the Bank's outstanding shares. At 
December 31, 2008, there were 21,000 shares available for grant under the 2006 Plans. 
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Note 13 - Stock Option Plans (Continued) 

The following is a summary of the Ba.nk' s stock option activity and related information for its 2006 Plans for the 
years ended December 31, 2008 and 2007: 

1 

Outstanding at December 31, 2006 
Forfeited 

Outstanding at December 31, 2007 
Granted 
Acquisition of Noble Conimunity 

Bank 

Outstanding at December 31, 2008 

Exercisable at December 31, 2008 

Options 

99,000 
(3,000) 

96,000 
6,000 

27,000 

129,000 

107,667 

Weighted 
Average 
Exercise 

Price 

$10.00 
10.00 

10.00 
10.00 

10.00 

$10.00 

$10.00 

Weighted 
Average 

Remaining 
Contractual 

Term 

7.3 years 

7.3 years 

Aggregate 
Intrinsic 

Value 

$ -

$ -

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option-pricing model 
with the following weighted average assumptions for grants in 2008: dividend yield of 0%, risk-free interest rate 
of 2.30%, expected life of 3.75 years, jand expected volatility of 20%. The volatiUty percentage was based on the 
average expected volatility of similar public financial institutions in the Bank's market area. The weighted 
average fair value of options granted in 2008 was $0.40. 

Total share-based compensation cost for the years ended December 31, 2008 and 2007 related to the Bank's stock 
option plans was $47,598 and $100,596, respectively. There were no tax benefits recognized related to the share-
based compensation expense due to the net operating loss incurred. 

As of December 31, 2008, there was $11,155 of unrecognized compensation cost related to nonvested stock 
options. That cost is expected to be recognized on a graded vesting method over a weighted average period of 1.0 
year. 

Note 14 - Regulatory Matters 

The Bank is subject to various regulatory capital requirements administered by the federal banking agencies. 
Failure to meet the minimum capital requirements can initiate certain mandatory and possibly additional 
discretionary actions by regulators that, if undertaken, could have a direct material effect on the Bank's financial 
statements. Under capital adequacy guidelines and the regulatory framework for prompt corrective action, the 
Bank must meet specific capital guidelines that involve quantitative measures ofthe Bank's assets, liabilities and 
certain off-balance sheet items as calculated under regulatory accounting practices. The Bank's capital amounts 
and classification are also subject to quaUtative judgments by the regulators about components, risk-weightings 
and other factors. 
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Note 14 - Regulatory Matters (Continued) 

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain 
minimum amounts and ratios (set forth below) of total and Tier 1 capital (as defined in the regulations) to risk-
weighted assets and of Tier 1 capital to average assets. Management believes, as of December 31, 2008, that the 
Bank meets all capital adequacy requirements to which it is subject. 

As of December 31, 2008, the most recent notification from the Federal Deposit Insurance Corporation 
categorized the Bank as well capitalized under the regulatory framework for prompt corrective action. There are 
no conditions or events since that notification that management believes have changed the Bank's category. 

The Federal Deposit Insurance Corporation requires that the Bank maintain a ratio of Tier 1 leverage capital to 
total assets of at least 8% during the first three years of operation which ended October 31, 2008. 

The Bank's actual capital amounts and ratios at December 31, 2008 and 2007 are presented below: 

December 31,2008 
Total capital (to risk-'weighted assets) 
Tier 1 capital (to risk-'weighted assets) 
Tier 1 capital (to adjusted average assets) 

December 31,2007 
Total capital (to risk-weighted assets) 
Tier 1 capital (to risk-weighted assets) 
Tier 1 capital (to adjusted average assets) 

Actual 

Amount 

$12,783 
11,637 
11,637 

$8,944 
8,640 
8,640 

Ratio 

12.4 
11.3 
10.2 

25,3 
24.5 
20.6 

-

For Capital Adequacy 
Purposes 

Amount Ratio 

(Dollar Amounts in Thousands) 

% 

% 

$>8,245 
>4,123 
>4,569 

$>2,827 
>1,413 
>3,355 

>8.0 
>4.0 
>4.0 

>8.0 
>4.0 
>8,0 

% 

% 

To be Well Capitalized 
under Prompt 

Corrective Action 
Provisionis 

Amount 

$>10,306 
> 6,184 
> 5,711 

$>3,533 
>2,120 
>3,355 

Ratio 

>10.0 % 
> 6.0 
> 5.0 

>10,0 % 
> 6.0 
> 8.0 

The Bank is subject to certain restrictions on the amount of dividends that it may declare due to regulatory 
considerations. 

Note 15 - Fair Value Measurements and Fair Values of Financial Instruments 

Management uses its best judgment in estimating the fair value of the Bank's financial instmments; however, 
there are inherent weaknesses in any estimation technique. Therefore, for substantially all financial instruments, 
the fair value estimates herein are not necessarily indicative of the amounts the Bank could have realized in a 
sales transaction on the dates indicated. The estimated fair value amounts have been measured as of year end and 
have not been re-evaluated or updated for purposes of these financial statements subsequent to year end. As such, 
the estimated fair values of these financial instruments subsequent to December 31, 2008 may be different than 
the amounts reported at year end. 

In September 2006, the FASB issued Statement No. 157, "Fair Value Measurements" ("SFAS 157"), which 
defines fair value, establishes a framework for measuring fair value under GAAP, and expands disclosures about 
fair value measurements. SFAS 157 applies to other accounting pronouncements that require or permit fair value 
measurements. The Bank adopted SFAS 157 effective for its fiscal year beginning January 1, 2008. 
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Note 15 - Fair Value Measurements and Fair Values of Financial Instruments (Continued) 

In December 2007, the FASB issued FASB Staff Position (FSP) No. SFAS 157-2, "Effective Date of FASB 
Statement No. 157" ("FSP 157-2"). This FSP delays the effective date of SFAS 157 for all non-financial assets 
and liabilities, except those that are recognized or disclosed at fair value on a recurring basis (at least annually) to 
fiscal years beginning after November 15, 2008 and interim periods within those fiscal years. As such, the Bank 
only partially adopted the provisions pf SFAS 157, and will begin to account and report for non-financial assets 
and liabilities in 2009. In October 2008, the FASB issued FASB Staff Position 157-3, "Determining the Fair 
Value ofa Financial Asset When the Market for That Asset is Not Active" ("FSP 157-3"), to clarify the application 
of the provisions of SFAS 157 in an inactive market and how an entity would determine fair value in an inactive 
market. FSP 157-3 is effective immediately and applies to our December 31, 2008 financial statements. The 
adoption of SFAS 157, FSP 157-2 and FSP 157-3 had no impact on the amounts reported in the financial 
statements. 

The primary effect of SFAS 157 on the Bank was to expand the required disclosures pertaining to the methods 
used to determine fair values. 

SFAS 157 estabUshes a fair value hierarchy that prioritizes the inputs to valuation methods used to measure fair 
value. The hierarchy gives the highest priority to unadjusted quoted prices in active markets for identical assets or 
liabilities (Level 1 measurements) and the lowest priority to unobservable inputs (Level 3 measurements). The 
three levels ofthe fair value hierarchy i under SFAS 157 are as follows: 

Level 1: Unadjusted quoted prices in active markets that are accessible at the measurement date for identical, 
unrestricted assets or liabilities. 

t 
Level 2: Quoted prices in markets that are not active, or inputs that are observable either directly or indirectly, 

for substantially the full term of the asset or liability. 

Level 3: Prices or valuation techniqiies that require inputs that are both significant to the fair value measurement 
and unobservable (i.e., supported with little or no market activity). 

An asset or UabiUty's level within the fair value hierarchy is based on the lowest level of input that is significant 
to the fair value measurement. 

For financial assets measured at fair value on a recurring basis, the fair value measurements by level within the 
fair value hierarchy used at Decemberlsi, 2008 are as follows: 

Description 
December 31, 

2008 

(Level 1) 
Quoted Prices 

in Active 
Markets for 

Identical 
Assets 

(Level 2) 
Signincant 

Other 
Observable 

Inputs 

(Level 3) 
Significant 

Unobservable 
Inputs 

Securities available for sale $19,595,832 $19,595,832 
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Note 15 - Fair Value Measurements and Fair Values of Financial Instruments (Continued) 

For financial assets measured at fair value on a nonrecurring basis, the fair value measurements by level within 
the fair value hierarchy used at December 31, 2008 are as follows: 

Description 

Impaired loans 

December 31, 
2008 

$1,312,419 

(Level 1) 
Quoted Prices 

in Active 
Marliets for 

Identical 
Assets 

$ -

(Level 2) 
Significant 

Other 
Observable 

Inputs 

$ 

(Level 3) 
Significant 

Unobservable 
Inputs 

$1,312,419 

The following information should not be interpreted as an estimate of the fair value of the entire Bank since a fair 
value calculation is only provided for a limited portion of the Bank's assets and Uabilities. Due to a wide range of 
valuation techniques and the degree of subjectivity used in making the estimates, comparisons between the 
Bank's disclosures and those of other companies may not be meaningful. The foUowing methods and 
assumptions were used to estimate the fair values of the Bank's financial instmments at December 31, 2008. 

Cash and Cash Equivalents (Carried at Cost) 

The carrying amounts reported in the balance sheet for cash and short-term instruments approximate those 
assets' fair values. 

Time Deposits in Other Banks (Carried at Cost) 

Fair values for fixed-rate time certificates of deposit are estimated using a discounted cash flow calculation 
that appUes interest rates currentiy being offered in the market on certificates to a schedule of aggregated 
expected monthly maturities on time deposits. The Bank generally purchases amounts below the insured 
limit, limiting the amount of credit risk on these time deposits. 

Securities Available for Sale (Carried at Fair Value) 

The fair value of securities available for sale are determined by obtaining quoted market prices on nationally 
recognized securities exchanges (Level 1), or matrix pricing (Level 2), which is a mathematical technique 
used widely in the industry to value debt securities without relying exclusively on quoted market prices for 
the specific securities but rather by relying on the securities' relationship to other benchmark quoted prices. 
For certain securities which are not traded in active markets or are subject to transfer restrictions, valuations 
are adjusted to reflect illiquidity and/or non-transferability, and such adjustments are generally based on 
available market evidence (Level 3). In the absence of such evidence, management's best estimate is used. 
Management's best estimate consists of both internal and extemal support on certain Level 3 investments. 
Internal cash flow models using a present value formula that includes assumptions market participants would 
use along with indicative exit pricing obtained from broker/dealers (where available) were used to support fair 
values of certain Level 3 investments. 
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Note 15 - Fair Value Measurements and Fair Values of Financial Instruments (Continued) 

Loans Receivable (Carried at Cost)! 

The fair values of loans are estimated using discounted cash flow analyses, using market rates at the balance 
sheet date that reflect the credit and interest rate-risk inherent in the loans. Projected future cash flows are 
calculated based upon contractual maturity or call dates, projected repayments and prepayments of principal. 
Generally, for variable rate loans that reprice frequently and with no significant change in credit risk, fair 
values are based on carrying values. 

Impaired Loans (Generally Carried at Fair Value) 

Impaired loans are those that are accounted for under FASB Statement No. 114, "Accounting by Creditors for 
Impairment of a Loan" ("SFAS 114"), in which the Bank has measured impairment generally based on the 
fair value of the loan's collateral. Fair value is generally determined based upon independent third-party 
appraisals of the properties, or discounted cash flows based upon the expected proceeds. These assets are 
included as Level 3 fair values, based upon the lowest level of input that is significant to the fair value 
measurements. The fair value consists of the loan balances of $1,397,994, net of a valuation allowance of 
$85,575. 

Restricted Investment in Bank Stock (Carried at Cost) 

The carrying amount of restricted investment in bank stock approximates fair value, and considers the limited 
marketability of such securities. 

Accrued Interest Receivable and Payable (Carried at Cost) 

The carrying amount of accrued iiiterest receivable and accmed interest payable approximates its fair value. 

Deposit LiabiUties (Carried at Cost) 

The fair values disclosed for demand deposits (e.g., interest and noninterest checking, passbook savings and 
money market accounts) are, by definition, equal to the amount payable on demand at the reporting date (i.e., 
their carrying amounts). Fair values for fixed-rate certificates of deposit are estimated using a discounted 
cash flow calculation that applies interest rates currently being offered in the market on certificates to a 
schedule of aggregated expected monthly maturities on time deposits. 

Borrowings (Carried at Cost) 

Fair values of FHLB advances are estimated using discounted cash flow analysis, based on quoted prices for 
new FHLB advances with similar credit risk characteristics, terms and remaining maturity. These prices 
obtained from this active market represent a market value that is deemed to represent the transfer price if the 
liability were assumed by a third party. 

Off-Balance Sheet Financial Instrurnents (Disclosed at Cost) 

Fair values for the Bank's off-balance sheet financial instruments (lending commitments and letters of credit) 
are based on fees currently charged in the market to enter into similar agreements, taking into account, the 
remaining terms ofthe agreements and the counterparties' credit standing. 
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Note 15 - Fair Value Measurements and Fair Values of Financial Instruments (Continued) 

The following table summarizes the cartying amount and fair value estimates of the Bank's financial instmments 
at December 31, 2008: 

Carrying or 
Notional 
Amount 

Fair 
Value 

(In Thousands) 

$ 5,920 
1,386 

19,596 
89,456 

622 
559 

44,883 
51,898 
9,530 

239 

$ 5,920 
1,386 

19,596 
88,689 

622 
559 

44,883 
52,180 

9,530 
239 

Financial Assets: 
Cash and cash equivalents 
Time deposits in other banks 
Securities available for sale 
Loans receivable, net 
Restricted investment in bank stock 
Accmed interest receivable 

Financial Liabilities: 
Demand and savings deposits 
Time deposits 
Bon-owings 
Accrued interest payable 

Off-Balance Financial Instruments: 
Commitments to extend credit 
Letters of credit 

Note 16 - Subsequent Event 

In October 2008, the United States Treasury Department announced a voluntary Capital Purchase Program, a part 
of the Troubled Asset Relief Program (TARP), to encourage U.S. financial institutions to build capital to increase 
the flow of financing to U.S. businesses and consumers and to support the U.S. economy. Highlands State Bank 
appUed for these capital funds prior to December 31, 2008 and received approval in January 2009. 

On January 30, 2009, the Bank obtained preliminary approval from the United States Department of the Treasury 
for these capital funds. The Bank's management is considering whether to participate in the program. If the Bank 
decides to accept the capital. Preferred Stock would be issued to the Treasury. If the capital is accepted, the Bank 
will issue to the Treasury (i) 2,441 shares of the Bank's Series 2009A Preferred Stock and (ii) a warrant to 
purchase 122 shares of the Bank's Series 2009B Preferred Stock for an aggregate purchase price of $2,441,000 in 
cash ("TARP funds"). The warrant will be exercised as a cashless exercise on the closing date and 122 shares of 
Series 2009B Preferred Stock will be issued. Both series of preferred stock qualify as a Tier 1 capital. Series 
2009A Preferred Stock will pay cumulative dividends of 5% per annum for the first five years and 9% per annum 
thereafter. Series 2009B Preferred Stock will pay dividends of 9% per annum. 
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