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M E S S A G E  ro S H A R E H O L D E R S  

I k a r  Sliarelioldcrs, 

The pxsi yeai- 113s pi-ovided us sul,.;t:ctitial clialleiigus with rhc: uxccution o f  m r  txisiness plan. FIN and inverted yield 
cuives, dditional govcmmental regulatory requirements, local cconoinic downturns and :j ctmtractian of residential 
lcriclirig arc just :I few. And yet, throughout the entirr yew our tc-ani 1~1s  focused on increasing the client basc and  
rnanaging the 1iuin;cn and finaiici:tl resoui-ccs. we continuc t o  believe wc have ;cn oppcirtiinity to build an outstanding 
~oinmunity-fociised txmk h r  businesses :ind consumers. 

Thc rcsults ;ire in, arid in spite o f  signifjc:int extcixil challenges, 2006 was a phenorncn:il year f i x  growth. Your tcam 
11:is inc,rcascd the Ralarice sheel b y  36% and net interest income by the sairic W H i .  O u r  tdii icc sheet ;It year-end 
2006 was $63 million greater than the ycar enclccl 20C:)j. We 1urnc.d thc corner on prditability :it thc bank level in May 
2000 and h v t :  h d  a profitable tx)ttorii  line every nionth since May. Our nonintcrcst expcnsc det:rcsascd during this 

i i i w  (if growth, duc to our stcwarclship of nmrxiging costs. 

1Tei-e arc S C ~ I E  o f  the highlights since 2003, when we riiociiliecl oui- Ixisincss plan t o  include lxisineus banking: 

‘r(-)t31 :issets mol-e t lur i  doul.)lccl to $230 rnillion at ycar-end 2006. 
~.o:iris ticarly tripled and totaled $185 tnillinn :it year-mcl 2006 - I>cpc.mts imrc tlisn dnul~led and totalcd $168  nill lion at year-end 2006. 
Net intcrcst inconic ncarly c l o u l ~ l r d  nncl totaled $6.8 millicm. 

L)uririg 200h, wc increased total asscts t)y 36(!%, increased loans by 49‘s and iiicrcased depodts by 31%. 

The growth W:IS the result of our clients cliscovcring the banking clifferencc we offer, as well ab our a1:JiMy to deliver 
the diftcrencc witli our pcoplc, proclucts :ind processes. 

111 m y  riicssage to  you in 2005, I stated that “systemic, sustainable and pmfitablc growth will be our focus for 2006.’’ 

We hclievc thiit o u r  ct’forts and focus have and will pruvidc us with opportiinities for grr)wth. 

Sustaiiiccl wstomcr antl :isset growth continues t o  bc O L I ~  fcxus :is wc become :i highly pi-ofitat)le hank, not just. a 
profitlihlc (.)~ic, Additionally, w e  will not incrcly grow for growlh’s sake, h i t  we will continue to I.W o u r  ycars ol 
experience to mmitor bot li c:rc:clit quality and operational I-isks. 

We :Ire a diversified provider nf financial sei-vices focusrcl on busiilcsst:s :ind individuals who demand pea t  service 

a r l d  access to cre:rtive, expcricnced dccision makers who provide dtcrnatives antl gre:it v;tlut~‘. This is the formukc for 
(.)LIT growth. 

Sysirmic, sustainalde and prufit able growth will 1)c our continued focus for 2007. Our prorriisc of creating valuc for 
ocir custc.)mers, tlic commuriilics we serve :md for  o u r  shareholders also continues. We will accumpljsh these goals hy 
utilizing oui- v:rlues and strong business ethics :ind will cnntinuc our tasks through exccuting with a wnse of urgency. 

We lnok fcJrward to the coinirig year and tlic opportunity to build on the :icc:omplishnwnts of 2006. Kit. are growirig 
arid becoming stronger. ‘fhank you fbr  your  s~ipport, 

Mark S. Allin 
Chairnlan, Prcsiclent :rnd CEO 



M A N A G E M E N T ’ S  D I S C U S S I O N  A N D  A N A L Y S I S  O F  F I N A N C I A L  C O N D I T I O N  
A N D  R E S U L T S  O F  O P E R A T I O N S  

S E L E C T E D  F l N A l l l C l A L  A N D  O T H E R  D A T A  

The inforrmiion in ihe following r:rhles should hc rcacl in conjunt:t ion with our Consolidated Financial Stalcmenls, 
the related Notes a n d  Management’s I l iscussion and Analysis of Financial Condi t ion and Results o f  Operations as 
contained in this report. 

SELECTED FINANCIAL CONDITION DATA 

(DOLLARS IN THOUSANDS) AT DECEMBER 31, 

Total assets $ 173,021 $ 171,005 $ 107,011 $110,551 

Cash and cash equivalents 

Securities available for sale 

Securities held to maturity 
Loans held for sale 

Loans, net”) 124,026 108,149 58,024 62,565 
Allowance for loan losses 

Nonperforming assets 

Foreclosed assets 

Goodwill 

Other intangible assets 

Deposits 

FHLB advances 

Other borrowings 

Subordinated debentures 

299 

167,591 127,588 101,624 73,358 74,690 

32,520 22,995 41,170 7,500 1 1,430 

2,249 4,900 
5,155 5,155 5,155 5,155 

Total shareholders’ equity 29,085 16,081 19,507 19,856 17,583 

SUMMARY OF OPERATIONS 

(DOLLARS IN THOUSANDS) FOR THE YEAR ENDED DECEMBER 31, 

- 

Total interest income 

Net interest income 

Provision for loan losses 

Net interest income after provision for loan losses 4,294 3,349 1,812 3,586 

Net gain (loss) on sale of securities ( 5 5 )  42 16 
Other 866 592 714 549 

Noninterest income 

Total noninterest income 
Impairment loss on goodwill and intangibles 

Noninterest expense 

Income (loss) before income taxes 

piige4 j C E N T R A L  F E D E R A L  C O R P O R A ~ I O N  2 0 0 6  A N N U A L  R E P O R T  



SELECTED FINANCIAL RATIOS AND omEa DATA: 

__------ 
Performance Ratios: (2)‘ii) 

Return on average assets 

Return on average equity 

Average yield on interest-earning assets’?) 

Average rate paid on interest-bearing liabilities 

Average interest rate spread Id) 

Net interest margin, fully taxable e q u i ~ a l e n t ~ ~ ~ ” ~ ~  

(2 02%) (1 23%) (2 19%) 0 58% 

(17 71%) (8.60%) (12.34%) 3.76% 

Interest-earning assets to interest-bearing liabilities 10’346% 10982% 11338% 10609% 
151.30% 139 96% 225 65% 76 17% Efficiency ratio(b’ 

Noninterest expense to  average assets 
Dividend payout ratio 

Capital Ratios:(*’ 
Equity to total assets at end of period 1141% 1856% 15 90% 

14.26% 17 76% 15 54% Average equity to average assets 
8 10% 13.90% 18.90% Tangible capital 
810% 1390% 18 90% Core capital ratio“’ 

12.20% 21.60% 38.60% Risk-based capital ratio’” 

Asset Quality Ratios: (21 

Nonperforming loan5 to  total loans”) 

Nonperforming assets to total assetstn) 

Allowance for loan losses to total loans 

Allowance for loan losses to nonperforming loans(’) 

Net charge-offs to average loans 

Per Share Data: 

Basic earnings (loss) per share 
Diluted earnings (loss) per share 

__________d_---- 1_- 

___ 

$ (0.82) $ (1 31) $ 0.44 



F O R W A R D - L O O K I N G  S T A T E M E N T S  

This Annual Report contains “foiwarcl-looking statements” 
which may be identified by the use of  such words as 
“may,” “t)clicvc,” “expect,” “anticipate,” “should,” “plan,” 
“estimate,” “predict,” “continue” :ind “potential” o r  the 
negative of these tetrris c)r other comparable terminology. 
Examples of forward-lnnking statements incluck, but 
are n o t  limited to, estimates with respect to our financial 
condition, results of operations :tnci business that :ire 
subject to vai’ic)us factors which could cause actual 
results to differ rnaterially from these rs~im:itcs. These 
factors include, I x i t  are not limited to (i) genctal :ind 
local economic conditions, (ii) changes in interest mtes, 
deposit flows, dernand for mortgages and other loans, 
real esvate vducs and competition, (iii) changes in 
accounting principles, policies or guidelines, (iv) 
changes in legislation o r  iregulation and (v) olhcr 

economic, compctitivc, governniental, regulatory ancl 
technological lactors affecting our operat ions, pricing, 
pmducls and services. 

Any or all of o u r  forwmi-looking statements in this 
Annu:il Kcport and in any  other public stateriients we 
make rnay turn out to he wrong. They can be affected 
by inaccurale :issumptions we tnighl m:rkc or by known 
or unknown risks and uncertainties. Consequently, no 
forward-looking statcmcnt can he guarantccci :ind we 
caution readers not t o  pl:icc undue reliance o n  any such 
f(~rward-looking statements. We iinclertnke no oh1ig:ition 
to publicly release revisions to any foiward-looking 
stateinents t o  reflect events 01- circumstances after thc 
date of such stalrrncnts. 

G E N E R A L  

Central Federal C:nrpor:ition is a savings ;inti loan 
holcling company incorporaled in Delaware in 1998. 
Substantially all o f  our business is the operation of 
o u r  priiicipal suhrsidiary, Cl’Dank, a federally chrtered 
savings association formed in Ohio in 1892. 

CH3ank is a comm~inity-orienterl financial institution 
offering a variety of financial sei-vices to meet the needs 
o f  the coiiimunities we scrvc. Our client-centric mrtliod 
of operation emphasizes person:tlizcd service, r:lit:nts’ 
wcess to decision makers, solutinn-drivrm lending and 
quick execution, efficient wit‘ o f  tcclinology and the 
convenience o f  remote deposit, telephone banking, 
corporato cash managernent and online intei-net Ixmking. 
We attract deposits from the general public and tise 
the deposits, together with borrowings and other f-unds, 
primarily to originate commercial and commercial real 
estatc loans, single-f:rmily and multi-family rcsidential 
inortg:rgc loans and home equity lines o f  crcdit. 

Our principal rnai-kef area for loans and deposits includes 
the following (Aio countie uminit County thmugh 
o w  office in hii-l:rwn, Ohio; Franklin County through 
our  officc in Cnluiiil)us, Ohio; and Columt>ian:i County 
through our  offices in (:alcutta a i d  Wellsville, Ohio. 
We have 3 residential mortgage oi-igination office in 
Akron, Oh i (-1, We origina te conime irc ia 1 and convent i o i i  :t I 
real estate loans :ind Ixisiness loans t.l-iroughout Ohio. 

Mariagemcnt’s discussion and analysis represents :i 

review of oui- c:onsolidated financial wnciition and 
results o f  operations. This review should be read in 
conjunction with our consolidated fin:incial statements 
and related notes. 



__--- 
WIANAGEMEIUT S T R A T E G V  

We achieved protilahility in the 2nd quarter o f  2006 
fix the first time sincc irnplemt.nting o u r  new strxtcgic 
plan in 200.3. We continued to srrccessfiilly ext:ciitc w r  
plan based on c:ornrncrcial, commercial real estate arid 
rriulti-h~nily lorn growth thrcmgh processes focused on 
custonicrs ant1 cfficient tzperations. Our stock offer-ing 
in January 2006 proviclcd $14.6 million in net prcicceds, 
which allowed us to expand our lending limit and 
provided additional capital for growth. We have transi- 
tionecl fi-oin a retail savings and loaii :issociation to :I 

grow 11-oriented coinnhmity I u n k  wl iile relaining ou1- 
flt.xit)lc thrifi charter. We are a diversified provider o f  
fin:irrial products focused on tmsincsses and indivitluds 
who demand great service and ac lo decision-ma kcrs 
who provide alterriatives :rnd crca1.e v:rlue. 

Our strategy to  inci-ease grc-)wth : rnd  profit:it>ility, 
initiated in 2003, has the following components: 

Manufiemerit - We belicvc a substantid scgiiicnt of 
tlic market is eager to do business with experienced 
hnkers, such 3s ours, who are willing a i id  atde t o  
provide perscmrl service :ind prompt clecisioris. 

Growth il.lar-kets - Along with our expansion into 
Cot unibus :mcl Fairlawn, Ohio in 2003, we stiiftcd 
our focus to the rnore profitable ~:ornniercial and 
ctsninncrcial rc-al estate 1n:in rnarkcts. In September 
2006, we :rnnounccd the fiiturc rc1oc:itic.m of our 
C:olunibus rugional officc t o  Wmthington. 'The new 
high traffic, high visibility location will p v i d e  us 
with :iccess to ;i niarket which has approximately 
$1 billion in retail deposits m c l  a 1argc.r group of 
corninercial and rei ai 1 ~ ~ i ~ t ~ ~ n e i - s .  Relocation is 
expected to occur in the 2nd quartel- of 2007. 

Cirstopner S w r h v  - We have cliflcrentiated ourselves 
froni the competition by providing prrsonslized 
scrvice and acccss t o  c:rc.ativc. expcrienccd decision 
ma1cc.r.s. Our god is t o  r~icet the individual 
finmci:il w e d s  and objectives of each customer. 

Asset Quality - We have Ixen c.arefu1 to rriaintain 
our historjcally cxt:ellent asset quality and pl:in t o  
continue to expand our lctan portfolio through 
conseiwtive untieiwriting praclices. 

Total :issets increased $63.0 million or 36.4'W) in 2006, 
inclutling $54.1 million or 74.7% growth in  commerci:rl, 
comrncrcial real estate :rnd inulti-ftimily loans, the focus 
of oiir growth plan. Wc were :ddc to significantly incrcase 
:issets and rc'vcnues without an increase in normal, 
recurring nonintt'rest expense. Nonintercst expense totaled 
$6,849,000 in 2000 ancl $6,861,000 in 2005. 

As a result of growth in :issets, puticularly comrricrcial, 
commercisl rc.al estate and multi-family loans, gross 
interest inconic increased 57,196 in 2006. The flat :ind 

inverted yield t-urve which existed for nwch of ZOO6 
put ncgativc prcssure on funding costs, ancl interest 
expensc. increased 85.OD/o in 2006. The result was a 
3(;.20/i, int:rcase in net intcrest income in 2006. Continued 
clr)wnw:rrd pressure on margins is cxpected in the 
current interest wtc. environment, :ind as a result, 
iii:inagemcnt o f  the net interest rmrgin will coritinw 
t o  be a challenge. 

Profitability has been impacted by expenses associated 
with additiom to management and suff' necessary to 
support growth :ind hy operating cxpetises :issociated 
with cxp"nsio1-i into iicw markcts. The staff and expansion 
cxpenscs were essential to our fociis on busincss and 
financkil services, but required the suppofl o f  ii larger 
a,sset I>:isc :itid increased revenues in order t o  increase 
prc-)fitat)ility. Pi-ovisions for loan losses resulting from 
increased commercial. comrncrcial real estate and multi- 
family residential lending negatively affect profitability. 
Current projections indicate that improved perforrnance 
is significantly dvpendent on  our ability to continue 
to p w  While we recognize that we have many 
well-established conlpetitors in our iicw markets, we 
believe that wt- will continue t<) be able to achieve 
significant growth in these markets. 

Our net income (loss) is dependent primarily on net 
interest income, which is thc diffei-ence kcween the 
interest inconic earned on 1o;tn.s and securities and the 
cost of funds, consisting of interest paid on deposits 
:and Ix)rrowed funds. Nct interest income is affected b)i 
I-egula tory, ccotiorriic :rnd competitive factors that influ- 
ence interest rates, loan dern:lrid and deposit flows. Net 
income is :ilso affected hy, among other things, loan fee 
income, provisions for loan losses, service charges, gains 
on loan sales, ciperatiiig expenses, aticl franchise and 
income taxes. Opcrzrting expenses pi-incipally consist 
01' employce compensnt ion and benefits, occupanc.y, 
and othcr general and administrative expenses. Xes~~lts 
of operatjons are significantly affwted by gener:rl 
ccommic ancl rornpetilive condilions, particularly 
ch:ingcs in market interest rates, government polir 
and :tclions of regulatory authorities. Future clxingcs 
in applica hlc laws, regulations oi- government policics 
may also tnatcrislly impact our pcrform:inco. 

We are nut Liwnre of any market o r  institutional trends, 
other events, or uncertainties that are expected to 
lime :I nxiturixl eft& 1311 liquidity, capital resources 
o r  operations. Wc :ire not aware of any current reconi- 
1iiend:itions by regulators which wwld  have a nlatcrial 
eflcct if implernentcd. 



F I N A N C I A L  C O N D I T I O N  

GeneraZ. Assets totaled $236.0 million at Dcceinher 31, 
2006, an incx:isc of $63.0 million or 56.4%) from $173.0 
million at December 31, 2005 .  Thu increase was attribut- 
aide io growth in the loan portfolio, which was funded 
with proceecis from the stock offering, deposit growth 
and Federd Home Loan Rank (FHLH) advances. 

Loans. Net loans totaled $184.7 million ai December 31, 
2006, an increase of $60.7 million or 4 8 . 0 ~ )  comprcd to 
$124.0 million at December 31, 2005. ‘X’he increase was 
driven b y  growth in corninercinl, cornrnerr:ial real estate 
and tnulti-family loans, the integral focus of our sl.ratcgic 
growth plan, which totaled $126.6 rnillion :it Decenikel- 
31, 2006 ancl incrcased $54 .1  million or 74.7% coinpared 
to $72.5 million at December 31, 2005. Consumer 
loans totaled $30.2 million al Dcceinber 31, 2006 and 
increased $706,000 or 2.4% compared t o  $29.5 million at 
Deceirilier 31, 2005, due to the purchase of $5.1 million 
in auto loans offset hy repayments on home equity 
lines of credit. Mortgage loans tc.)talcd $30.2 million at 
December 31, 2006 and increased $6.6 million o r  27.9% 
compared t o  $23.6 million at Dcccmber 31, 2005. 

Premises and equipment. Premises and equipment 
totaled $4.1 million a t  December 31, 2006, an increase 
of $1.2 tiiillion compared to $2.9 million :it ileceinker 
31, 2005 clue to construction costs related to the new 
Woi-thington office. 

Deposits. Deposits totaled $1 67.6 rriillinn ai Dccemlxr 3.1, 
2006, an incimtsc of $40.0 million or 51.4%) compared 
to $127.6 million at December 31, 2005. The increase 
in deposits was due to growth of $28.8 million in 
certificate of deposit accounts, $12.8 million in rnoncy 

deposits offset by a decline o f  $2.3 inillion in interest 
hearing checking accounts and $2.9 million in t laditional 
savings account balances. Growth in certificate (01 deposit 
accounts included $1 7.4 inillion in brokered deposits. 
During the last six months of 2006, we i s s ~ c d  $9.7 
ndlion in callablc brokered certificates nf  deposit which 
will assist with assedliability managemunt shnulcl we scc 

ounts ancl $3.6 iiiillion in notiinterest hearing 

:I downward shift in the short end of the yield ~iirve 
and which also will lock in longer term funding s h o u l d  
i-at.es increase. We expect to  continue to use Ix-okerecl 
deposits as it source of funding ciependiiig o n  market 
conditions, pricing and funding nrcds. Growth in nonin- 
terest bearing deposits reflecieci increased cnmincrcial 
customer relationships. 

Federal Home Loan Bank advmwes. P1 iLB advances 
totaled $32.5 million a1 Dcceinber 31, 2006, an increase 
of $9.5 inillion or  41.4?4 cnrnpp:trcci to $25.0 million at 
December 31, 2005. Thcsc borrowings wure used tn 
fund loan growth. 

Subordinated debenhires. Suljnrdinatcd dehentiires 
totaled $5.2 million at year-end 2006 and 2005. ?hese 
debentnrc.s were issued in 2003 in exchange for the 
proceeds of a $5 .O million tnist preferred securities 
offering issued hy a formed by the (hiipany. 
’I’hc proceeds of thc ring are available to providc 
cxpital for CFRank to support growth. 

Mareholders’equity Sharehc-)lders’ equity totaled $20.1 
million at Dccember 31, 2006, an increase of $15.0 
million or 80.9% coinpared t o  $16.1 million at December 
31, 2005 as  a result. of proceeds fmm the stock offering 
less divicicnds and the net loss for 2006. 

Office of Thrift Supervision ((ITS) regulations require 
savings institutions tC-1 maintain certain niinimum levels 
of regulatory capital. Additionally, the regillations estalilisl-1 
a framework for the classification of swings institutions 
into five categories: well-capitalized, atlcquately capitd- 
izcd, undercapiializcd, significanily undercapitrtlized 

ca11y undt.t-c.apitalized. Generally, an  instituiion 
is consiclercd well-capitalized if it has a core (Tier 1) 
capital ratio (.If a t  least 5.0(z/r) (b:iscd on adj~istcci total 
assets); a core (Tier 1) risk-based capital ratio of a 
least G.O(M); a n d  a total risk-based capital ratio of at  
leasi 10.0%. CFH:ink I-iad capital rafios above the 
well-capit:ilized levels at ycar-end 2006 :tnd 2005. 

p q ~ S  C E N T R A L  F E D E R A L  C O R P O K A T I O N  ? U O G  A N N ~ J A L  R E P O K I  
1 
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Gerzeral. Operatioxis resulted in a net loss o f  $37,000 o r  
$.OI per diluted share in 2006, an improvement of $3.3 
million coinpared to :I net loss o f  $3.3 niillion or $1.49 
per diluted share in 2005. The loss in 2005 included 
$ 1  .3 million o r  $.8h per dilutccl shire impairment loss 
on  goodwill and intangibles describtd in the “Critic:il 
Accounting Policies” section of this Annual Report. 
Perforinance improved $1,36O,OOO to a loss of ($37,000) 
or ($01) per diluted share in 2006 compared to  a loss 
of (.$1,;397,000) or ($.63) per diluted sh:r~-e in 2005, not 
iiiclucling the iinp:iirment loss, due to ii 36.2Yi increase 
in net interest income resulting lrom substantial loan 
gi-owth during 2006. 

Net interest Income. Net interest incoiiie is a significant 
component of net income, and consists of tlic cliffcrencc 
between intcrest income generated on interest-earning 
assets and interest expense incurred on interest-baring 

the volurnes. interest rates and compnsition of intercst- 
ctriiing :issets and interest-bearing liabilities. The tables 
titled “Average Balances, lnterest Rates and Yields” and 
“K ate/Vu 1 LI me Ana I y sis o f  Net Tntercs t Incc )me” provi de 
important inlormation on factors irripacting net interest 
income and should be read in conjunction with [his 
discussion of net interest income. 

Net interest niargin increased to 3.37% during 2006 coin- 
pared to  3.35% during 2005 largely due to cmployment 
of  the adtiitional capiLa1 raised in our pLlbli<: offering and 
increased yields on CFDank’s adjustable rate assets tied 
tn prime a i d  other short-terrn market indices, primarily 
coniiiiercial loans and home equity lines of credit. Net 
interesl. margin declined from 3.56% thc 1st quarter ol 
2006 t o  3.20% in the 4th quarter o f  2006 as higher 
short-term market interest ratcs md :I flat tn  inverted 
yield curvc negatively impacted the cost o f  funding. 

Interest inconic increased $5 .0  million or 57:Ic!/0 to  
$13.7 million in 2006. coinpared t o  $8.7 millim in 2005, 
primarily due t o  incrwsed income on Imns and sccurities. 
IiiteresI income on 1o:ins increased $4.5 inillion, or 61.8% 
in 2006 to $11.8 rnillion coinpared to $7.3 niillion in 
2005, clue to growth in average loan tdances and higher 
yields on loans. Average loan balances increased $48.4 
inillion and toraled $104.2 million in 2006 compared to 
$1 15.8 million in 2005 clue to coinmercial, coinniercial 
real estate and multi-family mortgage loan growth. 
Average loan yields increased 89 basis points (bp) 
to 7.19% in 2006 compared to 6.30%) in 2005 due to 
increased short-term market interest rates in 2006 
and ;In incressc in the yield on ncw loans originated. 
The increase in short-term i-narkct interest rates also 
increased yields on variable rate loans in our portfolio, 
such as home equity lines o f  credit, which are tied LO 
the prime rate, am1 cornmerci:il, commercial real estate 
and multi-family mortgage loans, :I significant portion 
of wliich are adjustable rate loans. Interest income on  
securities increased $/tH8,000 or 43.5% and (ota1e.d $1.6 
million in 2006 cornpired to $1.1 inilliori in 2005 due tc) 

es. Net interest income is primarily affected by 

a11 increase 111 the aver:lge balance and yield on securities. 
‘rtie average tiakince of sccuritics increased $5.6 iiiillim 
and totaled $31 .O million in 2006 coinpared t o  $25 .4  
inillion in z005. l’he increase was duc t o  a securilization 
of single-farnily rrsidcntial mortgage loans held in our 
portfolio with an outstanding principal balaiice of $18.6 
million. The securitization, in which we retained the 
securities, occurred in a transaction with Freddie i\/lac 
in ihe sc-contl quarter of 2005. llie yield on securities 
increased 71 bp and totaled 5.16% in 2006 coinpared 
t . ~ )  4.45% in 2005 primarily due t o  the mortgage loan 
securitization, whit+ added higher yielding assets to 
tlie securities poiTfolio, and cine to current ycar purc1i:lses 
:it higher yields. l h c  average balance of interest-earning 
assets inc.reased $51.2 million, and [lie :tverrge yield 
of interest-rsrning assets increased 97 l>p during 2006. 

Tntercst expense incrasccl $3.2 million or 85.0% to $6.9 
million in 2006 coinpared to $3.7 million in 2005 due 
to increased cxpense on 130th deposits and Imrrowitigs. 
lntercsr expense on  deposits increased $2.5  inillion or 
87.0% to $5 .3  million from $2.8 million in 2005 due 
to iricrcases in both the average balaiicc arid cost o f  
deposits. Averagc deposit balanc 
mi1lii:)n t u  $139.1 million in 2006 
in 20ot; prim;irily due to growth in certificate o f  deposit 
wcounts and inc.)ney nxuk-et accounts. The average 
cost of deposits increased 125 bp to 3.80”/1 in 2006 from 
2.55% in 2005 due t o  higher short-term market interest 
rates anti a flat to inverted yield curve in 2006. Interest 
expense on FHLD advances and other borrowings, 
including siiborciinatctl debentures, increased $71 0,000 or 
70,0”/ir to $1.6 rnillion in 2006 from $899,000 in 2005 cluc 
t o  an increase in tmth [he average balance and cost of 
horrtwings. The aver3gc halance of FHLR advances and 
other borrowjngs increased $8.3 inillion 10 $33.2 million 
in 2006 from $24.3 inillion in 2005 as PHLU <t d vances 
wcrt used to fund lorn grc-)wtli. Thc average cost of 
FHLH advances and  nthcr I3orrowings increased 123 hp 
to 4.85% in 2006 f rorn 3.62% in 2005 primarily due t o  
increased shoi-t-term interest rates in 2006 which 
negatively aKectccl bolh thc: cost of short-term1 FHLB 
advances arid suhrorclinatctl debentures. ‘FI-le average 
balance of interest-hearing 1iat)ilities increased $36.8 
rnillion and tlic average cost of intercst-be:lring 1iabilitit.s 
increased 125 bp in 2006. 

Provision JOT loan losses. Management analyzes the 
adequacy of the allowance for Inan losses regularly 
thrc-)ugh revicws of tlic perforrnance of the lo:rt-1 
portfolio giving consideration to economic conditions, 
cClangcs in interest rates and the cffect o f  such changes 
on real estate values, :tnd changes in the conipositinn 
of the lomi portfolio. The allow:ince f u r  lomi losses is 
established I tirough a pi-ovision f w  loan losscs I~ased on 
managenlent’s evaluation o l  the risk in its Imn portfolin. 
‘The evaluation includes a review of all loans f o r  which 
full collectibility may not be reasonably assured and 
considers, atnong other factors, tlie estimated hir  
value of the underlying collaterd, economic conditions, 
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historical loan loss c,xperien(r, changes in the size ancl 
growth of the loan portfolio and aclditional faciors that 
warrant recognition in providing for an :tdequare 1o:rn 

lnan losses will he dependent mi ttiesc kictors. 

Uasecl on rn:magenient's review, the provision for loan 
Ic)sses increawi by $ 146.000 1.0 :I total of $820,000 in 
2006, fruni $674,000 in 2005, due tc) cotnmercial, rani- 

inercial res1 ttstiitc and multi-family loan growth in zoo6. 
At  Dcceniber 31, 2006, the allnwancc for coInrricrci:il, 
comrrierci:.tl real escate anti multi-family mortgage loans 
totaled $1.9 million, an increase of $C,Ls,o00 or 47.7'M1 
from $1,3 Inillion a t  L)ecerniher 31, 2005, 3s tlicsc loan 
rypcs increased from 57.7%) nf the loan portfolio :I[ 

year-end 2005 to 67.7% :it year-end 2006. Conimerci:tl, 
conitnetcia1 rc:il estate and multi-fmiily lams tend t o  \,e 
larger balance, Iiiglicr risk loans I h m  other loans 1ii:rde 
by CFR:.ink, :md 92.3%) cf the allnwancc was allocated 
t o  the higher risk loan types at I)ccember 31, 2006. 
At Drccmber 31, 2006, the al1ow:tncc for loan Ic)sscs 
represented 1,1?+fi of told Iwins cornp:trcd to 1.19% 
a1 December 31, 2005. 

Ilowance. Future additions 10 the allnwance for 

Nonpcrforrning loans, all of wliich :ire nonaccnral loans, 
toiiilcd 5297,000 a( Dccernber 31, 2006, a clecrr:isc of 
$503,000 compared t o  $800,000 at Drceniber 51, 2005. 
'I'lie decline in nonaccmal Iwins was clue io :requisition 
nf properties thimugli the foreclosure process. Ai  
L)ecerritw 31, 2006, 0.2% o f  total loans wcre nonac:c:ru:rl 
lo:ins cotnpard to 0.0%) at December 31, 2005. Consistent 
with all prior pel-iocis since we began our expansion 
into business lending, I hcrc were no nonperfcmning 
commercial I0:ins at Deceinhcr 31, 2006. More than 
97% of the non;~ccr~i:il loan l>itlanc~.s were secured 
t>y si&-family homes in our prim:ri-y market : ~ r c ~ .  
Managell-itmt Idieves the allclwance T o t -  loan losses 
is adequate to ahsorb prdxthlc incurred (:re& losses 
in the Icxin portfolio :It h cember  31 ~ 2006; hnwcvcr, 
future addit ions to the allow:ince ~ r i a y  he nccessary 
l)asecI on changes in econnniic, conditions and thu 
factors discussecl previously. 

We continue to  provide appropriate reserves for loan 
losses in rcsponse io growth in commercial, commercial 
real esr:itc and multi-fittnily loans. Pcriods of rapid lorn 

growth will lend to show 1c)wcr profitability levrls th:in 
(.)(her periods clue to the up-front provision recnrdeci 
when loans are originated. However, managernent 
i)i:lievcs that prtirleni continued expmsion of the loJn 
pmtlol ic) will enhance long-term prolitahility. 

Noninterest income. Noninlercst income totalcd $82j,OOO 
i n  2006 ancl was $43,000 or 5.0"/) lower than 2005 due 
to :a drclinc in gains o n  Iwin sales in 2006, p:rrtially of l  
by additional seivicc charges and other income. Net gain 
o n  sales o f  loans declined 30.5%) and toi:ilcd $3z6,000 
in 2006 as motzgage loan prociuction was negalivcly 
inipacted try cl-i:rngcs in staffing :incl processes in ihc 
mortgage division. Mortgage lwtn originations :ind sales 
totaled $44.0 million in 2000 coniparrti to $55.4 rnillion 
in 2005. Significant f~rtui-e incrcases in inarkct mortgage 
interest rates may reduce the volume of loan oi-igin:itions, 
s d c s  :ind resultan1 gains. 

Nonintewst e-xpense. Nnninkrcst cxpense tolaled 
$6,840,000 in 2006, comparalrle t o  $Ci,861,000 in  2005, 
not inc:lding the imp:iirrncnt loss in 2005. M:innge!nenl 
continues t o  Icvcrage growfh with cxisting iresources 
and there was no increase in noninterest exprnsc to 
support the 36.4% balance sheer growth achieved in 2000. 

Nonintcrust expensr io average asscis (not including 
the inip:tirment loss in 2005) improved tu 3.20% in 2006 
f r m i  4.20?h in 2005, :ind the efficiency ratio irnpi-ovccl 
t o  90.20% in 2006 fi-oni 117.60% in 200j. The pnsitivr: 
inovenieni in these ratios rcsultcd from control of 
noninterest expense, growth i n  the I~alance shect, :rnd 
int:rc:iscti net intei-est income. We anlicipate favni-able 
trends in these nieasures of  cost ancl efficiency as we 
continue tu cxccute our growth strategy. 

lrzcome taws. The income t3x hcncfit in 2006 1ot:ilcd 
$,'14,000 :rnd wv3s l rss than the k n e f i i  in 2005 clut. IC) :I 
lower pretax loss in 2006 md :I non-cash non-rccurring 
fecicral incmie lax charge of- $344,000 related t o  
reclemplion of FHLB stock in 2005. (See "Comparison o f  
Kcsults (-)l Operations fc)r 2005 :~nd 2004 - Tncomc taxes.") 
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Gmeml.  Operations resulted in a net loss of $3.3 million 
o r  $1.49 per diluted share in 2005, an increase of $1.6 
million coinpared to :* net loss of $1.7 million c)r $.82 per 
diluted share in 2004 primarily h i e  IC) the iinpairnicnl. loss 
and federal incorrie tax c)ri the FHLU stock redemption 
o f k t  by increased net interest income resulting from 
our growth strategy. 

Net internst income. Net interust inconie increased 24.4% 
and totalcti $5.0 million in 2005 coinpired to $4.0 niillic.)n 
in 2004. The iInprovernent in net interest income was 
due to growth in assets, primarily cornrnercial, coiiiinercial 
real cslate and multi-kiriiily mortgage loan.s, a~ id  h m i e  
cquity lines of crcciit. 

hitcrest incorne increased $2.6 rriillion 01- 41.5Yn 10 

$8.7 million in 2005, coinpared to $6.1 inillion in 2004, 
priiniirily due t o  incryasccl income on loans and securities 
offset by a decline in income from short-term r:ash 
investments. lntcrest income on loans incrc:isecl $2.4 
million, (11- 50.396 i n  2005 tc.) $7.3 million compared t o  
$4.0 million in 2004, due to growth in average loan 
b:ilanc:es and higher yiulcls on loans. Avcmge loan balanccs 
increased $33.3 million and totaled $115.8 inillinn in 
2005 coniparcd to  $81.9 million in 2004 prirnarily due 
t o  commercial, cc)riiinercial real e s t~ te  and multi-family 
morl#:ige loan growth. Average! h i n  yields increased 37 
bp to 6.30% in 2005 compared to 5.93% in 2004 due to 
an incrcase in sliort-term market interest rates in 2005 
and growth in  commercial, cornrnercial real estate x i d  
multi-fimily rnortgagc loans, and home ecluity lines of 
credit, which are primarily acijustahrlc r:lte loans Lind 
wrnprisctl 76.7% of the lnm portfolio in 2005 c:cjtnparcd 
to 53.7%) in 2004. Interest income e m  securities increased 
$351,000 or 45.6% and totalccl $1.1 million in 2005 
comparcd to $770,000 in 2004 duc to an increase in 
the average txilaiice : t i id  yield on securities. The average 
halance o f  securities incrcased $5.8 rnillion and totalecl 
$25.4 niillion in 2005 wniparcci IO $13.6 million in 2004 
due to the securitization transaction discussed previously. 
The yield on securities increased 44 bp and totaled 
4.45'Ml in 2005 coinpwed to 4.01'Hr in 2004 prini:lrily duc 
to the inortgage loan securitization which added higher 
yielding assets t o  the securities portfdio. Interest incoi-ne 
on federal firncls sold and other earning assets dec:lined 
$279,000 a r id  totaled $88,000 in 2005 comp:ired to 
$367,000 in 2004 c i u r  t o  a decline in the average balance 
partidly offse~ t)y an increase in yield on these assets. 
The average t~ilancc o f  other earning assets decreased 
$13.9 iiiillion and totaled $3.4 million in 2005 comparcd 
to $17.3 rnillion in 2004, which includecl an arbitrage 
transaction in which $30.0 million in overnight investments 
were purcl-lased :it a positive spread t o  the PHLB aclvances 
used to  fund thc investmcnl.. As short-term intcrest ratcs 
increased and the s p r e d  between the investment :ind 
borrowing declincd, the investments were liquidated 
ancl cash was ~ised to repay the iidvances during the 
first quarter of 2005. The yield on other earning assets 
increased 49 tip to 2.61% in 2005 from 2.12%) in 2004 as 

short-term rnarkct interest rates increased during 2005. 
The average halance of interest-earning assets increased 
$25.8 million and the average yield 0 1  interest-earning 
assets increascd 84 bp during 2005. 

Interest expense increased $1.6 million or 73.2% to $3.7 
million in 2005 coinparcel to $2.1 million in 2004 clue 
to increased interest cxpensc on both deposits :tnd 
borrowings. Interest expense on deposits increased $I .4 
inillion o r  96.7%) to $2.8 million from $1.4 million in 2004 
due t o  increases in both the average IJalance :ind cost 
of deposits. Average deposit balances increased $30.3 
million to $110.6 million in 2005 from $80.3 million in 
2004 primarily due to growth in certificate of dcpnsit 
accounts. The avcrage cost o f  deposits increased 76 bp 
to 2.55%) in 2005 from 1.7Wu in 2004 clue to higher 
market interest ratcs in 2005. Interest expense on H I1.R 
advariccli and other horrowings, including subordinated 
debentures, increased $186,000 or  26.l%i to $899,000 
in 2005 from $711,000 in 2004 due to an increase in the 
average cost, offset by a decline in tlie average balance 
of hrrowings. 'I'he average cost of FHLB dvanccs arid 
other horrowiiigs incremecl 134 hp to 3.62%) in 2005 from 
2.28%) in 2004 primarily duc increased short-term interest 
irates in 2005, which neg:itively affccted Iioth the  cos^ af 
shorr-term 1;TlLB advances ancl subordinated detwnturcs. 
The avci-age balance of I:T-TLB advances and other 
Imrrowings clecreascd $6.4 million to $24.9 million in 
200; from $31.3 million in 2004 as short-term tmrrowings 
were repaid when the arkitrage transactic.)n described 
previously was unwound in the first quarter of 2005. 
The average balance of interest-bearing liabilities increascd 
$23.9 rnillion, and thc averagc c:ost of interest-licaring 

es increased 82 ljp in 2005. 

Net interest mil-gin increased 8 bp from 3..27(Yo in 2004 to 
3.3% in 2005. 

I'roiiision for ban losses. The provision lor 1o:m losses 
is txised o n  management's regular rcview of the 1o:in 
pnrtfolio as descrihed in detail previously. Rased on this 
review, the provision for loan losses totaled $674,000 
in 2005 cornpard to $646,000 in 2004. At Deceinbcr 31, 
2005, the allowance for cornmercial, cornmercial red 
estate and multi-family inortgage loans rotaled $1.3 
million, an incrcasc of $456,000 or 52.9'Vu frc.)rn $862,000 
at December 31, 2004 as these loan types increased from 
48.5Yo o f  the loan portfolio at year-end 2004 to 57.7%) at 
year-end 2005. At December 31, 2005, 88.2% o f  the 
allowance was allocated t o  these l w n  types, as they rend 
to he larger balance, higher risk loans. ?'he allowance for 
loan losses represented 1,19?6 of total lows at Decernher 
31, 2005, c ~ ~ n p a r c d  to 0.90% at D c ~ d > c r  3.1, 2004. 
Nonperforming loms, all of which were nonaccni:il 
loans, totaled $800,000 at Deccmtwr 31, 2005, a n  increasc 
of $514,000 mmparcd to $286,000 at 1)ecembt.r 31, 2004 
representing an increase in single-family mortjiage loan 
delinquencies. At December 31, 2005, 0.6%~ of tobl loans 
were nonaccnial 1oans compared t a  0.3?h at December 31, 
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2004. All of the nonaccnial loan  halances were secured 
by singlc-Fatiilly homes in our prirrlary inarket area. 

Noninterest income. Noninterest income increased 
$329,000 or 61.3% to $866,000 in 2005 cnnrpai-ed io 
$537,000 in 2004 clue t(-) an increase in net gains on 
loan sales. Mortgage loan nriginations and sales incrcascd 
and nut gains on salcs totaled $469,000 in 2005, :111 
iiicrrase o f  $247,000 from $222,000 in 2004 due to a lull 
y c x  of originations hy the mortgagr division :qu i red  
in October 2004. 

Nuninterest expense. Noninterest expense included :in 
impairment loss of $2.0 million dcscrihcd in the “Critical 
Accounting Policies” section of this Annual Report. 
Noninterest expense, excluding the impairment loss, 
tot:iled W.3 iiiilliori in 2005 ,  a n  incrwsc of $441,000 
01- 6.9% compared to 86.4 million in 2004 pi-irrvarily ciuc 
1.0 a full ye:ir of  operating costs related to the mortgage 
division which totaled $831,000 in 2005 compared to 
$144,000 in 2004. Nnninterest expense in 2005 also iiicluded 
$68,000 in profcssional fees related to iirlplemcntation of 
tlie inlcrn:il control provisions of Section 404 o f  Ihc 

Sarbanes-Oxley Act of 2002, which will he applicable 
10 11s beginning in 2007. Nonintcrcst expense in 2004 
incluclecl $106,500 in legal :ind professional fees related 
to a reverse stock split abandonecl by the Hwird in early 
2007 and $166,000 in  cxpcnscs rclatcd to employee 
severance and post-retirement life insurance thenefits 
assaciatud with bank owned life insurance. 

Income tuxes, The income tax benefit in 2005 totaled 
$377,000 and included a non-cash non-recurring fcdcr:il 
income tax charge o f  $344,000 related to rodeniption 
of $1.3 million in FHLB stock which resulted in a $1 .O 
million gain for tax purposes and utilized a p i - t i o n  
of our net operating loss carryforward. The rudeniption 
resulted in no p i n  for. book purposes h i t  did irestill in 
the recognition o f  federal income lax cxpcnsc associated 
with FHLB stock cliviclends recxivecl froin 1978 through 
1997 which reduced the Ixisis of the shares redertncci 
for which no deferred tax liability hac1 been estat)lisliecl. 
The goodwill itnpai trment loss recognized in 2005 was 
not deductible Lor tax purposes, 



~1~~ following ta1)le presents (or the periods indicated the total cIolIai- :mount of fully taxa1-k equivalent intercst 
inctlme from avcrage interest-earning asscts and the resultant yields, as well as the interest expense on average 
interest-bearing liabilities, cxpressed in both dollars and mtes. 

AVERAGE BALANCES. INTEREST RATES AND WELDS 

(DOLLARS IN THOUSANDS) 

Interest-earning assets: 

Securities“”2’ 

Loans and loans held for sale”’ 
Other earning assets 
FHLB stock - 

Total interest-earning assets 
Noninterest-earning assets 

-- 
Total assets 

Interest-bearing liabilities: 

Deposits 
FHLB advances and other 
borrowings ___-___- -- 

Total interest-bearing liabilities 
Noninterest-bearing liabilities --- 
Total liabilities 

Equity 

Total liabilities and equity 

Net interest-earning assets 

Net interest income/ 
interest rate spread 
Net interest margin 
Average interest-earning assets to 
average interest-bearing liabilities 

_______--- --- 

FOR THE YEARS ENDED DECEMBER 31. 

20nk 2005 I 

$ 139,056 1 5,280 1 3 80% 1 $ 110,601 I 2,824 

$ 6,765 284% $ 4,968 

3.39% 

I 15.83% 109.46% 

AVERAGE 
YIELD/ 
RATE 

4.45% 

6.30% 
2.61% 
4.99% 
5.87% 
c_- 

_I 

2.55% 

3.62% 

2004 

AVFHAClC 
OUTSTANDING 

BALANCE 

$ 19,605 

81,900 
17,329 
3,694 -- 

122,528 
13,034 

$ 135,562 

$ 80,305 

31,265 
111,570 

4,658 
1 16,228 

19,334 
$ 135,562 
$ 10,958 

-- 

-~ 

109.82 % 

lNThRE:.I AVFKAGt 
YICLO/ 
ReTE 

EARNED/ 
PAID 

$ 780 

4,855 
367 
152 

6.154 

1,436 

713 
2,149 

4.01 Yo 

5.93% 

2.12% 
4.1 1 % 

5.03% 

--I - 
1 .79% 

2 28% 
1.93% 

-. 

_- - - 
3.10% 

3.27% 
- - 
- 



I’he following table presents the dollar amount of changcs in intercst inconic and interest cxpense for major compo- 
nents o f  interest-t.:iriiing assets and intei-est-tmiring liatjilities. It distinguishes hetween the increase and decrease related 
to changcs in halanccs and/or changcs in interest rates. For each category of interest-earning assels and interest-bearing 

es, information is provided on changes attrikutat)le to (i> changes in vc-hme {Le., changes in volutne rnultiplied 
by the prior rate) and (ii) changes in rate (i.e., changes in rate multiplied by prior volume). For purposes of this table, 
chsnges attritxitatde to  both Kite and vnlurne whic:h cannot he segregated have been allocated proportinnately to the 
change due to volume and the change due to rate. 

YEAR ENDED DECEMBER 31,2006 
COMPARED TO YEAR ENDED DECEMBER 31, 2005 

RATENOLUME ANALYSIS OF NET INTEREST INCOME 

YEAR ENDED DECEMBER 31, 2005 
COMPARED TO YEAR ENDED DECEMBER 31, 2004 

(DOLLARS IN THOUSANDS) 

RATE 

$ 206 
1,135 
56 

Interest-earning assets: 

Securities (I) 

Loans and loans held for sale 
Other earning assets 
FHLB stock 

VOLUME NET RATE VOLUME NET 

$ 282 $ 488 9 92 $ 249 $ 341 

3,375 4,510 322 2.1 18 2,440 

162) (6) 70 (349) (279) 

Total interest-earning assets 

28 

1,425 

1,607 

357 

Interest-bearing liabilities: 
Deposits 
FHLB advances and other borrowings 

Total interest-bearinq liabilities 
. ~ ..- 

(57) (29) 33 2 35 

3,538 4,963 51 7 2,020 2,537 

&49 L4 737 65 1 1,388 
353 7 3 54 (1 68) 186 

Net change in net interest income 
1,964 I 1,202 I 3,166 1,091 483 I 1,574 

INCREASE (DECREASE) DUE TO I I INCREASE (DECREASE) DUE TO 1 



Q U A N T I T A T I V E  A N D  Q U A L I T A T I V E  D I S C L O S U R E S  A B O U T  M A R K E T  R I S K  

Market risk is the risk of loss from adverse changes in 
market prices and interest rates. We have not engaged 
in and, accordingly, have no risk relaled to trading 
accocints, corrimoditics, or foreign exchange. Our 
hedging policy allows hedging activitics, such as interest 
rat.e swaps, up to 10% of total assets. Disclosures about 
our hedging activities are set forth in Note 17 to our 
cc.)nsolidatcd financial statements. Market risk arises 
prirnarily from interest rate risk inherent in our lending 
and deposit gathering activities ancl the issuance o f  
debentures. The measurement of markc7t risk associated 
with financial instniments is meaningful only when 
all related and offsetting on- :ind off-balance sheet 
transactions are aggregated, and the resulting nut positions 
are identified. Disclosures about the fair value o f  financial 
inslruments are set forth in Nc)k 19 to our consolidated 
financial s13tenicnts. 

Management actively monitors snd manages interest 
rate risk. The primary objective in managing interest rate 
risk is to limit, within established guidelines, the aclverse 
impact of changes in interest rates on our nut  interest 
income and capital. We mCiisurc the effect oT interest 
rate c1~:tngt.s on CFBank’s net portfolio value (NI’V), 
which is the dilkrence butwecn the estimated niakct 
valuc of its assets and lia1,ilititts under different interest 
rate scenarios. Changes in NPV are mrasurcd using 
instantaneous changrs in interest rates, rather than linear 
changes in rates over a period of time. At December 31, 
2006, CFBank’s NPV ratios, wing interest rate shocks 
ranging from a 300 bp rise in rates to a 200 bp decline 
in rates are shown in the following table. All values are 
within the acceptable range est:ihlishcd by CFBank’s 
h a r d  of Directors. 

NET PORTFOLIO VALUE (CFBANK ONLY) 

+loo 12.75% 

0 13.34% 
-100 23 @Yo 
-200 1418% 

In evaluating CFR:ink’s exposure to interest rate risk, 
certain shortcomings inherent in I he method of analysis 
presented in the foregoing table must be cnnsiderccl. 
For example, although certain assets and liabilities m a y  
I-yavc similar maturities or periods 1.0 which they reprice, 
they n ~ i y  react in different degrees to changes in markct 
interest rates. In addition, the interest r3ks on certain 
types or assels and lkabilities may fluctuate in advance 
of changes in markel. interest rates, while interest rates 
o n  ollit‘r types may lag behind ctianges in imrkct rates. 
Furthermore, in llie event of a change in interest ralcs, 
prepayments and early withdrawal levels would likely 
deviate signifiuntly from those assumecl in caluhting 
thc table. Finally, the st>ilily o f  iiiany borrowers to  service 
their debt may decrease when interest rates rise. Therefore, 
the actual effrcl o f  changing interest lates rnay differ 
materially from thdt presented in the foregoing table. 

Our interest rate risk position has iniprovecl AS a restill 
o f  managcment’s strategic decisions to sell substantially 
all fixecl-rate single-family mortgage loan originations 
rather than retain long-term, low fixcd-rate loans in 
portTolio :ind t o  incrcase commercial, cornmcrcial rcal 
cstdtc and multi-family loans and home equity lines 
nf  ( : i d i t ,  which, in inany cases, llavr adjustable interest 
rates. In 2006, we issued $9.7 million in callat,le hrokercd 
certificates of deposit which will assist with asset/lial,ility 
rnanagcment should we see a downward shift in the 
short end of the yield c~irve and which also will lock in 
longer tcrm funding should irates increase. Our interest 
rate risk position also improved as a result o f  the securiti- 
zation of mortgage loans in 2005, which increased liqiiidity 
of the mortgages. 



L I Q U I D I T V  AND C A P I T A L  R E S O U R C E S  

In gencrd terms, liquidity is :I measurement o f  :ibility 
io meet cash needs. The priiilary objective in liquidity 
management is IO maintain the ability to meei loan 
comrniti~irnts ancl to repay deposits and other liabilities 
in accordance with their terms without an adverse impact 
on cmrrent or future earnings. I-’rinc:iple sourc:cs of fhcls 
are deposits; amortization and prepayrncnts of lo:ins; 
iiwturities, sales and principal receipts of securities 
available for sale; borrowings; and  operatic-m. While 
rnatiirities ancl scheduled :rmortizaiion of lnans are 
predictable sources of funds, deposit flows and loan 
prepay1neni.s are greatly influenced by grncral intt.rt:st 
rates, cconomic conditions and cornpetition. 

CFRank is rcquired by rcgulatim to maintain sufficient 
liquidity to ensure its safe and sound operation. T ~ s ,  
:idequate liquidity nxry vary depending on the bank’s 
(-)vera11 assetili:rbility structure, niarket conditions, the 
activities of corripctitors a n d  the requirements of  its own 
deposit and loan customers. Management believes that 
CPBank’s licliiidity is sufficieni. 

Liquidity management is both a daily and long-term 
responsihilily of management. We acljust our investments 
in liquid assets, primarily c:isli, sliott-term investinenls 
:ind other assets that are widely traded in the secondary 
inarkct, lx~seil on our asscssmeni o f  expecied loan 
demand, expected deposil flows, yields available on 

I interest-cxning clrposits and securities and the nl>jcctive 
o f  c)ur asset/liability minagement prograin. In :Idditinn to 
liquid assets, WG have other sources of  liquidity :iwvailalrle 
including, but not limited to, access to advances f rom the 
FHLR, use o f  brokerecl deposits and the abilily to olrtain 
deposits by offering above-market inlcrcst rates. 

service, and relationships with customers t.(-) rcbin deposits. 
Hascd on w r  historical experience with deposit retention 
and current retention strategies, we hclieve that, although 
it is 1101. possible to predict future terms and conditions 
upon renewal, a significant portion of such deposits will 
remain with the hank. 

At Dcceintwr 31, 2006, CPUank exceeded all of its 
regulatory capil:rl requirements to he consiclercd well- 
capitalized. Tier 1 capital level was $22.9 million, o r  
9.8% of adjusted total assets, which cxceeds the required 
level of $11.7 million, o r  5.0%~. Tier 1 risk-lxtscd capit:tl 
level wiis $22.$) million, o r  11.5‘%) of risk-wriglitcd assets, 
which excceds the required level of $1 I .3 millic-)n, or 
6.0%. Kisk-Ixtscd capital was $25.0 million, or  12.6(%, (.If 

risk-wcightecl assets, which exceecls ihc required level 
of $20.0 inillion, or 10.0%. In &tnuary 200t;, the holding 
compxny contributed $10.4 million in :tdditional capital 
t u  CFUank. 

I M P A C T  O F  I N F L A T I O N  

‘l’he financial statrtiicnts and related data presented 
ht:rcin have  hcen prepared in accordanw with griicrally 
:rccepted :iccouni ing principles, which presently require 
us t o  ine;lsurc financial position :md results of operations 
primarily in t e r m  of historical dnllars. Changes in the 
relative value o f  moncy due to  inflation are gener:illy ntot 
considered. In our opinion, changes in inicrcst rates :rffect 
our ~in:riicial conctition to a far greatcr degrcc than change 
in the inflation ralc. While interest cites are generally 
influenced by changes in the inflation rate, thuy do 
not  move concurrently. Rattier, interest rate vt:)latility 

is 1)asect on changes in the expected rate o f  inflation, 
:IS well as changes in monel:iry ancl fiscal policy. A 
financial inst ilution’s ahility to I K  datively unaffected 
by changes in ini.ercst rates is a good indicator of its 
:hility to perform in a volatile economic environment. 
In an effort to protect performance from the cffccts 
of interesl rate vc-htility, we review inlercst rate risk 
frccperitly :ind take I he s t e p  necessary to minirnizc 
any detrirnent:il effec~s on pmfitalility. 

C R l T l C A L  A C C O U N T l N C  P O L I C I E S  

We follow finsncial accounting and reporting policies 
that are it1 accordmct. with LI. S. generally accepted 
accounting principles :ind conform t o  gcneral practices 
wihin the tunking industry. These policies are presented 
in Note 1 to (-)iir audited consolidated financial stafements. 
Snrne of thest. accounting policies are considered to 
be critical accounting policies, which are those pc.)licies 
ihat  require mailagrment’s most difficult, subjective 
o r  c:omplex judgments, often 3s :1 result of the need 
to make cstirnates :rbout the effect of matters that art. 
inherently uncertain. Application of assumptions different 
than thosc used by nlanagciiieiit c:ould result in rnai.cria1 

changes in c)w financial position or results of operdtions. 
We bclieve t h t  the judgments, estimates and assumptions 
used in the preparation of the cc.)nsolidated financial 
staternents are approprisfe given the factual circumstances 
at  the time. 

We havc ident ificd acct-witing polices that arc critical 
accounting policies, and an understanding of these policies 
is necessary io undersrand our financial statcnients. 
One critical accounting policy relates to determining the 
adequacy of 11ic allowance f(x loan losses. CFBank’s 
Allowancc for Loan Losses t’olicy provides a lhorougli, 
disciplined and consistently applied process th:cl incorpo- 
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C R I T I C A L  A C C O U N T I N G  P O L l C l E S  ( C O N T I N U E D )  

rates rnanagctncrit’s current judgments atmiil the credit 
cpli ty of the loan portfolio into deturmination o f  ~ h c  
allnwsncc for loan IC)SSCS in accordance with generally 
iicccpted accounting principles and supervisory guidance. 
Mmagcnicnt estimates 1 tic appropriate allow:iiice 1,alance 
by evaluating past loan loss cxperience, the nature and 
volume of the portfolio, infcmxition about specific bar- 
rower situations, estimated value o f  colkrteral, economic 
conditions, and o th r r  factors. we believe that ;in adequate 
allnwancc. for loan losst.s h:is been established. Addit ion:ll 
inhrrnalion rcgardiiig this policy is incluticti in the previous 

A third critical :tc:counting policy relates to the valualion 
o f  R(~)(.)clwill and the assessment of iiiipaii-mcnt. Goodwill 
is not suhjec:l to amortization and  is tested for irnpairnient 
annually or more frequently if events o r  changes in 
circmistances indicate that ~ h c  asset might he imp:iired. 
Goodwill totaling $1.7 million tesulled from the acquisition 
of RJO Financial Srrviccs, Inc., c l l ~  Rcscrve Mortgagr 
Services, Inc. (Reserve) in 2004 and repi-rsentcd the excess 
0 1  the purchase price wcr the fair valiic of acquired 
tarigi\,le assets and liabilities and identifiable iritangihle 
assets. Management cletertnincd that volumes would 

st:ctions captioned “Provision for I.oan Losses” and in Notes 
1 and 3 10 c)ur auclited (:onsolidxed financial staternents. 

Another critical accounting policy I-clatcs to valualion 
of the deferred tax asset for nut operating lossos. Net 
opc~itiiig losses I.otaling $2.2 million, $2.7 rnillion and 
$43~1,000 expire in 2023, 2024 and  2025, respectively. 
No  valua~ ion allowance has been r e c d c d  against thr 
dcferred tax asset for net opcr:iting losses because the 
benefit is 1 1 1 0 ~ ~  likely tkan not to be realizcd. As we 
conlinue our strategy to expand into Imsiness financial 
services and focus on gi-owth, the resultant increase in 
intercst-c:iming assets is expected lo increase prt )fil:lhility 
hdclitinnd information is included in Notcs 1 and 13 to 

our :iuditcd cnn.soliti:~ted fiilancid statements. 

not achieve a sufficient level to support the recordecl 
goodwill. We expected Rcscrve’s performance! to be 
accrutive to earnings, Iiut lower th in  projected Ioxn 
origination and sales volumes rcsulted in lossos. As a 
result, we rer:orclcd a non-cash aficr-tax iinpairnicnt loss 
or $1.9 inillion or $86 per diluted share in the quarter 
ended Scptcinber 30, 2005 to write nff the $1.7 million 
value of goodwill arid $217,000 in other intangiblc assets 
related to t he acquisitinn. The decision to rrcognize the 
impairment loss was in accordance with SFAS N o ,  142, 
“Goodiliill arid Olhcr Tntaraggrihli~ A.ssels, ’’ which requires 
recognition of an inipairrnent loss when the wrying 
arnounl of the asset is not recoverable :ind its carrying 
:mount exceecls its fair value. Additional information is 
included in Notes I ,  7 arid 20 to our midited consolic1atcd 
financial st:itcmeiits. 

M A R K E T  P R I C E S  A N D  D I V I D E N D S  D E C L A R E D  

‘[’he corrirnon stock of  Centfiil Federal (krporatinn ~ r ~ d c s  on the Nasd:iqM Capital Mitket uncler {tic syinbol “CFRK.” 
As o f  Ikwmber 31, 2006, there were 4,543,662 shares of coninion stock outstanding and 562 sharehnlclers, cxcluclirig 
persc-)ns o r  entities holding stock in nominee or strcot name through various hrokc~ige firms. 

‘I’htl. following table shows Ihc quartetly rcported high :md low tr3de prices ol the c:ommon stock and cash dividends 
per slime declared during 2006 anti 2005. 

-~ 

-. 

2006 

First quarter 
Second quarter 
Third quarter 

Fourth quarter 

2005 

First quarter 
Second quarter 
Third quarter 

Fourth quarter 

$ 13.72 

10.99 

10.49 

9.45 

$ 10.15 

9.53 
8.07 

7.07 

$ 0.09 

0.09 
0.09 

0.09 
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F I N A N C I A L  S T A T E M E N T S  

R E P O R T  O F  I N D E P E N D E N T  R E G I S T E R E D  P U B L I C  A C C O U I U T I N C  F I R M  

&-owe TM 

Crowe Chizek and Company LLC 
Member Horwath International 

Tlir Hoard o f  Directors and Sh:ircholclers 
Central Pecleral Corporation 
Pairlawn, Ohio 

Wr have audited the accorripianylng c:onsolidatcd halancc sheets of CcnLral Federal Corporation as of r)ecernber 31, 
2006 and 2005 :.tnd the related consolic1ait.d statements of opcrai ions, comprehensive loss, changes in sharcl-iolders’ 
equity and cash flows for each of the three years in the period ended Lkccnit)er 31, 2006. Thesc financial stalerrients 

are the rcsponsiibility of the Company’s management. Our responsihility is to express an opinion on  ihese finmcial 

statomenis based o n  c)ur auclils. 

We conducted our audits in accordance with the stanchrdr af the Public Company Accounting Oversight Hoard 

(Lrnitcci Slates). ‘I’hose stanckirds requirc th:il we plan :.d perform the audit I O  ohtain reasonable assurance ahnut 
whether the financial sratenients ai-e free of material misslatement. An acidit includes examining, on a test hasis, 
cviclence suppnrting the arriounts ancl disclosures in the finrtncial statements. An audit also includes assessing the 
accc.)iinting principles used and significant estiinatcs rrlade hy nianageincnt, as well its evaluating the overall financial 
statcmr:ni presentation. We hclirve that C)III- audits provide a reasonable basis for our opinion. 

In ou r  opinion, the consolidated financial statcrncnts referred to above present fairly, in all material rcspects, the 
financ:ial position of  Central Federal Corporation a s  o f  Decembcr 31, 2006 and ZOO5 and the resulb 01 its operations 

ancl its cash flows for oach of the thrre years in the period ended Dccel-nber 31, 2006, in confmnity will1 1J.S. 

gunelally acccpted accounting principles. 

Clevelmd, Ohio 
March 15. 2007 
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C O N  S O L I  D A T E D  B A L A N C E  S H E E T S  

--- ------ 

Assets 

Cash and cash equivalents 

Securities available for sale 

Loans held for sale 

Loans, net of allowance of $2,109 and $1,495 

Federal Home Loan Bank stock 

Loan servicing rights 

Premises and equipment. net 

Bank owned life insurance 

Deferred tax asset 

Accrued interest receivable and other assets 

Liabilities and shareholders' equity 

250 

Deposits 

Non-interest bearing 

Interest bearing 

Total deposits 
- 

Federal Home Loan Bank advances 

Advances by borrowers for taxes and insurance 

Accrued interest payable and other liabilities 

Subordinated debentures - 
Total liabilities 

Shareholders' equity 

Preferred stock, 1,000,000 shares authorized, 
none issued 

Common stock, 8.01 par value; 6,000,000 shares 
authorized, 2006 - 4,612,195 shares issued, 
2005 - 2,312,195 shares issued 

Additional paid-in capital 

Retained earnings 

Accumulated other comprehensive income (loss) 

Unearned stock based incentive plan shares 

Treasury stock, at cost (2006 - 68,533 shares, 
2005 - 68,533 shares) 

Total shareholders' equity 
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C O N S O L I D A T E D  S T A T E M E N T S  O F  O P E R A T I O N S  

DOLLARS IN THOUSANDS EXCEPT PER SHARE DATA) YEARS ENDED DECEMBER 31 

Loans, including fees 
Securities 770 

Federal Home Loan Bank stock dividends 152 

interest expense 
Deposits 
Federal Home Loan Bank advances and other debt 488 

225 

Noninterest income 

Service charges on deposit accounts 
Net gains on sales of loans 
Loan servicing fees, net 
Net gains (losses) on sales of securities 

Earnings on bank owned life insurance 

141 
222 

Noninterest expense 

Salaries and employee benefits 
Occupancy and equipment 327 
Data processing 43 1 
Franchise taxes 196 
Professional fees 424 

Director fees 169 
Postage, printing and supplies 167 
Advertising and promotion 171 

Te I e p h o n e 

Foreclosed assets, net 

Loan expenses 48 

Depreciation 355 
Amortization of intangibles 21 

Income tax benefit 

Net  loss 

(See accotnpawytnR notes J 
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C O N S O L I D A T E D  S T A T E M E N T S  OF C O M P R E H E N S I V E  L O S S  

(DOLLARS IN THOUSANDS EXCEPT PER SHARE DATA) YEARS ENDED DECEMBER 31 

Net loss 

Change in net unrealized gain (loss) on securities 
available for sale 

Initial unrealized gain on mortgage-backed 
securities received in securitization 

Tax effect 
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C O N S O L I D A T E D  S T A T E M E N T S  OF C H A N G E 5  IN  S H A R E H O L D E R S ’  EQUITY 

(DOLLARS IN THOUSANDS EXCEPT PER SHARE OATA) 

COMMON 
FTDCK 

4DDITIONAL 
,ID-IN CAPITAL 

RE1 AlNLU 
EARNING3 

KCUMUIATEO 
OTHFR 

OMPRFHFNWE 
NCOMF BOW 

$ 201 

(140) 

UNEARNED 
STOCK 0ASED 
NCENINE PUN 

SHARES 

; (357) 

(237) 
243 

(351: 

(178 
24C 

(289 

TREASURY 
STOCK 

Balance at January 1 ,  2004 $ 23 , 11,845 

Comprehensive loss: 

Net loss 

Other comprehensive loss 

Total comprehensive loss 

Issuance of stock based 
incentive plan shares (20,703 shares) 
Release of 21,278 stock based incentive plan shares 
Stock options exercised (44,900 shares) 
Tax benefits from stock options exercised 

Purchase of 25,000 shares of treasury stock 
Issuance of 127,077 shares of treasury stock 
in acquisition 
Cash dividends declared (8.36 Der share) 

237 

48 

389 

502 

(319) 

1,428 

Balance a t  December 31, 2004 23 12,519 

178 

34 
2 

54 

8,497 

(3,290) 

(86) 

(806) 
4,315 

(37) 

(1,635) 
6 2,643 

61 

(33) 

Comprehensive loss: 

Net loss 

Other comprehensive loss 

Total comprehensive loss 

Issuance of stock based incentive plan shares (17,675 shares) 
Release of 20,447 stock based incentive plan shares 
Tax benefits from stock based incentive plan shares released 
Stock options exercised (40,138 shares) 
Tax benefits from stock options exercised 
Cash dividends declared (8.36 per share) 
Balance a t  December 31, 2005 

459 

16,081 

14,558 

I 2,787 

1289) 

14,535 
166 

5 

28 

- 

23 

2: 

$ 4 

Reclassification of unearned stock based incentive 
plan shares upon adoption of SFAS 123R. share Based 
Payment on January 1, 2005 

Comprehensive loss 
Net 105s 

Other comprehensive loss 

net of offering costs of $1.542 (2,300.000 shares) 

Balance at December 31, 2006 $2 7, 2OL 
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(DOLLAR5 IN THOUSAND5 EXCEPT PER SHARE DATA) YEARS ENDED DECEMBER 31 

2004 2006 2005 
-- 

Cash flows from operating activities 

Adjustments to  reconcile net loss to  net cash 
orovided bv operating actlvities 

Net loss $ (37) $ (3.290) $ (1,662) 

r " 7  

PI I tu, L l C C l l l Y l  I \ " L L ' L L 1 " ' . , ,  , 

lmnairment loss on qoodwill and intangibles 1,966 

Net change in 
(I  151 (1 30) (1 45) 
(39) (470) (589) 

(240) 86 (406) 
245 107 (42) 

Bank owned life insurance 

Deferred tax assets 
Accrued interest receivable and other assets 
A- - -  ,-A ,*+n*n=+ nayable and other liabilities - 

,ash from operating activities 1,235 (1,387) hlnt r 

Cash flows from investing activities 

Net decrease in interest bearing deposits 1,587 

1,308 Proceeds from redemption of FHLB stock 
(1,678) (662) (1,027) I Additions to  premises and equipment 

Proceeds from the sale of premises and equipment 

Proceeds from the sale of foreclosed assets 
.*.. 

39 
233 104 

Net cash usea in acquisirioil 
Net cash from investing activities (61,463) (33,208) 

5 
765 

(236) 



C O N S O L I D A T E D  S T A T E M E N T S  OF C A S H  F L O W S  ( C O N T I N U E D )  

(DOLLARS IN THOUSANDS EXCEPT PER SHARE DATA) YEARS ENDED DECEMBER 31 

2004 

Cash flows from financing activities 

Net change in deposits 

Net change in short-term borrowings from the  
Federal Home Loan Bank and other 22,417 
Proceeds from Federal Home loan Bank 
advances and other debt 12,270 
Repayments on Federal Home Loan Bank 
advances and other debt 

Net change in advances by borrowers for 
taxes and insurance 114 
Cash dividends paid 

Proceeds from exercise of stock options 

Proceeds from issuance of common stock 

41 2 

62,425 
23,739 

8,936 

Net change in cash and cash equivalents 

Beginning cash and cash equivalents 

Supplemental cash flow information: 
Interest paid 

Income taxes paid 

Supplemental noncash disclosures: 

Transfers from loans to  repossessed assets $ 716 

1,787 
( S w  acrorrLputiyltzg notes / 



N O T E S  T O  C O N S O L I D A T E D  F I N A N C I A L  S T A T E M E N T S  

(DOLLARS IN THOUSANDS EXCEPT PER SHARE DATA) 

N O T E  I - S U M M A R Y  OF S I G N I F I C A N T  A C C O U N T I N G  P O L I C I E S  

Nature qf Operations and Principles of Consolidation: 
The consolidated financial statements include Central 
Federal Corporation, its wholly-owned subsidiaries, 
CFBank and Ghcnt Road, Inc., and Reserve Mortgage 
Services, Inc. (Reserve), a wholly-owned subsidiary of 
CPRank from October 22,  2004 through May 12, 2005 
at which time it was merged into CFBank, together 
referred to as “the Company”. Ghent Road, Inc. was 
formed in 2006 and owns property. Intercompany 
transactions and balances are eliminated in cc-)nsnlidation. 

‘l’hc Company provides financial services through its 
offices in Fairlawn, Columbus, Wellsville and Calcutta, 
Ohio and a residential mortgage loan origination office 
in Akron, Ohio. Its primary deposit products are 
chccking, savings, and term certificate accounts, and 
its priniary lending products are residential mortgage, 
commercial, and installment loans. Sutistantially all loans 
arc secured by specific items of collateral including 
business assets, consunier assets, and comnicrcial and 
residential rral estate. Commercial Iw-s are expected to 
be repaid from cash flow from operations of businesscs. 
There are no significant concentrations of loans to any 
one industry or custonicr. I~owevcr, the customers’ ability 
to repay their loans is dependent on the real estate 
anti general economic conditions in the areas. 

1Jse of Estimates: To prepare financial statements in 
conformity with LJ,S, generdly accepted accounting 
principles, management makes estiniates and assump- 
tions based on available infornxition. These esiiinates 
and assumpl.ions affect the aninunts reported in the 
financial statements and the disclosures provided, 
and actual results could differ. The allowance for loan 
losses, loan servicing rights and fair values o f  financial 
instruments are particularly subject to change. 

Cash Flows; Cash and cash equivalents include cash 
and deposits with other financial institutions under 
90 days. Net  cash flows are reported for  customer lnan 
and deposit transactions, interest-bearing deposits in 
other financial institutions and borrowings with original 
matiirilies under 90 days. 

Securities: Debt securities are classified as held to matu- 
rity and carried at amortized cost when management has 
the positivc intent and ability to hold them to maturity. 
Debt securities are classified as available for sale when 
they might be sold before maturity. Equity securities 
with readily determinable fair values are classified as 
available for sale. Securities available for sale are carried 
at fair value, with unrealized holding gains and losses 
reported in other comprchcnsivc income, net of tax. 

Interest income includes amortization of purchase pre- 
niiurn or discount. Premiums and discounts on securities 

are amortized on thc level-yield method without antici- 
pating prepayments, except for mortgage-backed securities 
where prepayments are anticipated. Gains and losses on 
sales are recorded on the trade date and determined 
using h e  specific identification method. 

Declines in the fair value of securities below their cost 
that are other than temporary are reflected as realized 
losses. In estimating other-than-temporary losses, 
managenient considers the length o f  time and extent 
that fair value has been less than cost, the financial 
condition and near term prospects of the issuer, and 
the Company’s ability and intent to hold the security for 
a period sufficient to allow for any anticipated recovery 
in Fair value. 

Loans Held for Sale: Mortgage loans originated and 
intended for sale in the secondary market are carried at 
the lowcr of aggregate cost or market, as determined by 
outskinding commitnients froin investors. Net unrealized 
losses, if any, are recorded as a valuation allowance and 
charged to carnings. 

Mortgage loans held f c ~ r  sale are generally sold with sew- 
icing rights released. Gains and losses c-)n sales of mortgage 
loans are based on the difference between the selling price 
and the carrying value of the related loan sold. 

Loans: Loans that management has the intent and ability 
to hold for the foreserable future o r  until rnaturity or 
payoff are reporled at the principal balance outstanding, 
net of unearned interest, deferred loan fees and cc)sts, 
and an allowance for loan losses. Interest income 
is accrued on the unpaid principal balance. Loan 
origination fees, net of certain direct origination costs, 
are deferred and recognized in interest income using 
the levelyield niethoci without anticipating prepayments. 

Interest income on mortgage and cnmmercial lnans is 
discontinued at t.he time the loan is 90 days delinquent 
unless the loan is well-secured and in process o f  
collection, Consumer and credit card loans are typically 
charged-off no later than 90 days past due. Past due 
status is based on thc contractual terms of the loan. In 
all cases, loans are placed on nonaccnial or charged-off 
:It an earlier date if collection of principal or interest is 
considered doubtful. 

All interest accrued but not received for loans placed 
o n  nonaccrual is reversed against intcrcst income. 
Interest received o n  such loans is accounted for on 
the cash-basis o r  cost recovery method, until qualifying 
for return to accmal. Loans are returned 10 accrual 
status when all the principal and interest amounts 
contractually due arc brought current and future 
payments are reasonably assured. 
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N O T E  I - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED) 

Purchased Loans: The Cclrripany purchases individual 
loans antl groups of loans. Beginning in 2005, purc:hasecl 
loans that show eviclence o f  credil. detcric:mtion since 
origination are rcc:nrdeci :It the arnount paid, such that 
there is no carrywer of the scller’s :illow:ince for Inan 
hsses. Alter acquisition, incurred losses :ire recognized 
by an increase in the allowance for loan losses. 

L4110u~mxefiw Loan Losses: The allowance foi- loan 1c:)sses 
is a valuation allowance for probable incurred credit 
Ic)sses. h a n  losses are charged against the allowancc 
when management believes the uncollectibility of ii loan 
balance is confirmed. Subsequent recoveries, if any ,  
are credited to thc allowance. Managcinelit estimates the 
allowance balance required using past loan loss cxperi- 
ence, the nature and volume nf the portfolio, information 
about specific borrower situations and estimated 
collater:rl values, economic conditions, and other fxtors. 
hll(-)cations of the  allowance may br: inadc for spc 
loans, but the entire allowance is available for any 1o:rn 
that, in management’s judgment, should be charged off .  

The a1lc)wance consists of specific and general compo- 
ncnts. The specific component relates lo lo:ln,s that are 

classified as siibstandard or doubtful. Ilie general 
component covers non-classified lnans and is Insed 
on 1iistorir:al loss experience adjusted lor current factors. 

A loan is imp:iired when full payrncnt under the 
loan terins is not expected. Commercial, multi-family 
residential and commercial real cstate loans over $500 
are indiviclually evaluated for impairment. [f a loan is 
impaired, a portion of the allowance is allocated so 
thal the loan is reported, net, :it the present v:ilue o f  
estimated future cash flows using the loan’s existing 
rate (>I- at the lair value of collatci-a1 if rcpaynirnt is 
expected solely frorn thc collateral. Large groups of 
srn:iller balance Iwans, such as consumer and single-fmnily 
residentid real estate loans, are collectively evaluated for 
impairment, anti accordingly, they arc: not scparatcly 
identificd for impairment disclosurcs. 

Servicing Rights: Servicing assets rcpresent the a1loc:ated 
value o f  retained scrvicing rights on loans sold. Servicing 
assets arc expensed in proporiim to,  and over thc 
period 01; cstirnated net servicing revenues. 1nip:iirrnent 
is evaluatcci haseci on the fair v:ilue of the assets, using 
groupings of the underlying loans as to interest rates 
and then, seconciarily, as to loan type and investor. Fair 
value is determined using prices for similar assets with 
similar charactcristics, when available, or  based upon 
discounted cash flows using market-based assumptions. 
Any irnpairment o f  a grouping is reported as a valuation 
allowJnce, t o  the extent that Fair value is less th:m thc 
capitalized amount lor a grouping. 

Transfers of Finandd Assets: Transfers of financial 
assets are accounted for as sales when control over the 

ified :is impaired or  l oans  otherwise 

:Issets has been surrenderecl. Control over transferred 
a.ssets i s  deemed to be surt-enderecl when the assets 
have been isolatcci from the Cornpany, the transferee 
ohlains the right (free nf conditions that cnnstrain it 
frt:)rn taking advantage of that right) to pledge o r  exchange 
the transferrcd assets, antl the Company docs not main- 
tain effeclive control over the t.ransfc-rred assets tl-irough 
an agreement to repurchasr them before their maturity. 

Foreclosed Assets: Assets acquired through or instead 
of  loan forcclnsurc are initially recorded at fair value 
whcn acqiiired, establishing a new cost basis. If fair 
value dcclines subsequent tu foreclosure, a valuation 
allowancc is recorded through expense. Costs after 
acquisition are expensed. 

Premises and Equipment.. Land is carried at cost. Premises 
and equipment are stated at cost less accuinulated 
depreciation. Buildings and related components are 
ciepreciated using the straight-line method with useftil 
lives r:inging f i r m i  3 10 40 years. Furniture, fixtures 
and equipment are depreciatcd using the straight-line 
method with usef-~il lives ranging from 2 to 25 years. 
Leasehold irriprovenient; are amortized O V E ~  h e  livcs 
o f  the respective leases. 

Federul Home Loan Rmik {FHLB) stock: C:FB:lnk is a 
mcmtler o f  the PI JLB system. Mernbers are required to 
own a ccrtain amount of stock lxwc l  on the levcl of 
borrowings and other factors, and may invest in addi- 
tional aninunts. FHLR stock is carried at cost, 
as a Icstricted security, and periodically evalua~ed for 
impairment IXNXI on ultimatc recovery of par value. 
Hoth cash 2nd stock dividends are reported :IS income. 

Bank: Owned LVe Znsumnce: ‘The Conipany has purchased 
life insurance policies on cerfain directors arid crriployces. 
Hank owned l i l  insurance is recorded a t  its cash 
s ci rrencler vi I tie. 

Goodwill and Other Intangible Assets: Goodwill results 
from I,~isiness acquisitions and represents the excess 
of the pui-chasc pricc over the [air value of acquired 
tangible assc:ts and liabilities a n d  identifialde invangible 
:issets. Gonclwill is assessed 31. least annually for irnpair- 
rrient, or more frcquently if evcnts or circunistances 
indicate the assct might be inipairccl, and any such 
iriipairment is irecognized in the period identified. See 
Note 7 - Goodwill and Intangible Assets for information 
regarding the impairment loss recognized in 2005. 

other intangible assets consist of a noncompete agree- 
m ~ n t  and prior owner intangible asscls arising froin 
the acquisition of- Reserve. ‘They are initially measured 
at fair value: and then arc amortized on the straight-line 
inethocl over their estiriiated useful lives. 
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N O T E  ‘I - S U M M A R Y  O F  S I G N I F I C A N T  A C C O U N T l N C  P O L I C I E S  ( C O N T I N U E D )  

Long-term Assets: I’remises anti equipment, other intan- 
gible assets, and other long-term assets are reviewed for  
impairment when events indicate their carrying amount 
may not be recovcrable from future unriiscountcd cash 
tlows. If impaired, the assets are recorded at fair value. 
Scc Note 7 - Goodwill and Intangible Assets for infor- 
mation reprding the inipairnient loss recognized in 2005. 

Loan Cnmmitmenls and Reluled Financial Instruments: 
Fin:incial instruments includr off-f-bahnce-sheet credit 
instniments, such as coinniiments to make loans xnd 
c:ommerci:rl letters of credit, issued to meet customer 
financjng needs. ‘The face amount lor these items 
represents thc exposure t o  loss, before considering 
customer collateral c)r ability to repay. Such financial 
instruments are recorded when they we funded. 

Derivatives: Ilerivative financial instrurnents ;ire rccng- 
nized as assets or  liabilities at fair value. ‘I’he Company’s 
derivatives consist mainly of interest rate swap agrec- 
inents, which are used as parr of‘ its asset liahility 
rnanagcinent to help manage interest raw risk. The 
Company does not use derivatives for trading purposes. 

Tlie Company’s derivative transaction is considered an 
instiument with no hedging designation (“stand-alone 
derivative”). Changes in the fair value of the derivatives 
are reported currently in earnings, as noninterest 
iricoinc. 

Mortguge Banking Derlvatiues: Prom time to time, 
the Cnrnpany enters into rate lock commitincnts in 
the ordinary course of business. These derivatives are 
not designated as hedges and arc carried at fair value 
Tlie net gain or loss on mortgage banking derivatives 
is includcd in gain on sale or lnans. 

Stock Based Compensation: Effective January 1 ,  2006, 
thc Cornpany adopted Statenlent of Financial Accounting 
Standards (SFAS) No. 123(K), .%we-based Puyntcnt, 
using (he niodified prospective transition method. 
Accordingly, the Cornpany has recorded stock-based 
employee compensation cost using the fair valuc 

method starting in 2006. For 2006, adopting this stan- 
dard had no effect on income before income kixes, ne1 
loss, basic m d  diluted loss per share, cash flow from 
oper:itions or cash flows from financing rchted to stock 
options since there were no unvested options at  ~anuary 
I ,  ZOO6 and n o  options were granted during 2006. 
Future option grants will be :Iccounted for in accordance 
with SFAS 123K. 

Prior to Jmuary I, 2006, employee compensation expense 
under stock nptions was reportcd using thc intrinsic value 
method; I herefore, n o  stock-based compensation cost is 
reflccl.ed in net income for the years ended December 51, 
2005 and 2004, as all options gr:inted had an exercise 
price equal to or greater than the market price of the 
underlying comn-ion stock at date of grant. 

On June 23, 2005, the Board of Directors approved the 
accelerated vesting o f  all unvcsted stock options awartl- 
ed prior to 2005 to eligible participants under the 
1939 Sluck Based Incentive Plan and the 2003 Equity 
Compensation Plan. As a rcsuh of the acceleration, 
unvested options granted in 200.3 and 2004 to acquire 
102,000 shires of the Cnrnpany’s comrnon stock, which 
otherwise would have vested on various dates thru  
January 16, 2008, Iwcame immediately exercisable. All 
other ternis and conditions applicable to options granted 
under these plans, including the cxcrcise prices ~iiid 
thc number of shares subject to the acceleratcd options, 
were unchanged. No  compensation expense was recog- 
nized in 2005 from the accelerated vesting of the stock 
options. The decision to accelerate the vesting of these 
options was related to the issuance o f  SFAS 123K and 
elirninated compensation expense related to these 
options of approximately $115 and $33 which would 
have k e n  recognized in 2006 and 2007 in accordance 
with the new accnunting standard. The total expense 
is reflected in the pro furrna footnote disclosure bclow 
and, cis 3 result of the acceleration of the vesting o f  
these options, the Company had n o  unvestccl options 
at January 1 ,  2006. 
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N O T E  1- - S U M M A R Y  OF S I G N I F I C A N T  A C C O U N T I N G  P O L I C I E S  ( C O N T I N U E D )  

The following table illustrates thc effect on net income and earnings pcr share if expense was measured using the 
fair value recognition provisions of FASR Statement No. 123, Accounting for Stock-Bdsed Compensation, for the years 
ending December 31. 

2005 2004 

Net loss as reported $ (3,290) $ (1,662) 

Deduct: Stock-based compensation expense 
determined under fair value based method 404 183 

~~~ 

Pro forma net loss 
~~~ ~ ~ 

Basic loss per share as reported 

Pro forma basic loss per share 

Diluted loss per share as reported 

Pro forma diluted loss per share 

Income Taxes: Income tax expense is the total of the 
Current year income tax due or refundable and the change 
in deferred tax assets and liabilities. Deferred tax assets 
and liabilities arc die expected hiture tax amounts for the 
temporal-)' clifferences between carrying arriounts and tax 
bases of avsets and liabilities, cotriputed using enacted tax 
rates. A valuation allowance, if needed, reduces deferred 
tax assets to the amount expected to be realized. Deferred 
tax asseLs are recognized for net operating losses that 
expire primarily in 2023, 2024 and 2025 because the 
benefit is niwe likely than not to be realized. 

Retiremertt Plans: kns ion  expense is the net of service 
and interest cost, rctmi on plan assets and amortization 
of gains and losses not iniinediatcly recognized. See 
Adoption of New Accounting Standards for discussion 
of SPAS 158. Suppleniental executive retirement plan 
expense allocates the benefits over years of service. 

Earnings Per Common Share: Basic earnings per common 
share i s  net income divided by the weighted average 
niirnber of common shares outstanding during the 
period. Stock tmsed incentive plan sliares are considered 
outstanding as they are earned over the vesting period. 
Diluted earnings per common share includcs thc dilutive 
effect of stock based incentive plan shares and additional 
potential common shares issuable under stock options. 

Comprehensive Income (Zoss): Comprehensive incnine 
(loss) consists o f  net income (loss) and other comprehen- 
sive income (loss). Other comprehensive income (loss) 
includes unrealizcd gains and losses on securities available 
for sale, which are also recognized as a separate compo- 
nent of equity. 

Loss Contingencies: Loss contingencies, including claims 
and legal actions arising in the ordinary coiirse o f  business, 
are reccirdecl as liabilities when the likelihood of loss 
is probable and an amount or range of loss can bo 

reasonably estimated. Management does not believe 
there now are such matters that will have a material effect 
on the financial statements. See Note 24 - Arbitration and 
Note 25 - Dispute Resolution. 

Restrictions on Cmh: Cash on hand or on deposit with 
the Federal Reserve Bank was required to meet regulatcxy 
reserve and clearing requirements. These halances do not 
earn interest, 

Dividertd Restriction: Banking regulations require main- 
taining certain capital levels and may limit thc dividends 
paid by the bank to the holding company or by the 
holding company to shareholders. 

Fair Vulue of Financial Instruments: Pair values of 
financial instruments are estimated using relevant market 
information and other assumptions, as more fully disclosed 
in a separate note, Fair value estimates involve uncertainties 
and matters of significant judgment regarding interest 
rates, credit risk, prepayments, and other factors, especially 
in the absence of broad markets for particular items. 
Changes in assuniptions or in market conditions could 
significantly affect the estimates. 

Operating Segments: Beginning in 2005, internal financial 
information is primarily reported and aggregated in two 
lines of business, banking and mortgage banking. Prior 
to 2005, while the chicf decision-makers monitored the 
revenue streams of the various products and services, the 
identifiable segments wcre not inaterial and operations 
were managed and financial performance was evaluated 
on a Company-wide basis. Accordingly, all of the financial 
service operations were considered by management to 
be aggregated in one reportable operating segment. 

Reclass@cation.v: Some items in the prior year financial 
statements wcre reclassified to conform to the current 
presentation. 
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N O T E  1 - S U M M A R Y  OF S I G N I F I C A N T  A C C O U N T I N G  P O L I C I E S  ( C O N T I N U E D )  

Adoption os New AGCoUnthg Standards: 
Financial Accounting Stanclards Board (FASB) 
Stdtement No. 158: 
In September 2006, the FASB issued SFAS No. 158, 
Emplo-yen’ Accozmttng fbr Defined nen@t Pension artd 
Other Postretiri~ment Phns - an amendment oj’FASB 
Slulements No. 87, 88, 106. and 132(R). This Statement 
requires an employer to recognize the overfiiiidcd or 
underfunded status of a clcfined benefit postretirement 
plm (othcr than a rnultiemployer plan) 
liability in its balance sheet, beginning with year end 
2006, and to recognize changes in the funded status in 
the year in which the changes occur [tirough cornprehen- 
sive income beginning in 2007. Additionally, defined 
benefit plan assets and obligations are to be measured as 
of the date of the employer’s fiscal year-end, starting in 
2008. Adoption lxad n o  effect as the Company participates 
in a multi-employer pension plan. 

Staff Accounting Bulletin (SAR) 108: 
In September 2006, the Securities and Exchange 
Coinmission (SEC) released SAB No. 108, Considering the 
l#kcts qf Prior Year Misstatements when Qtianl$ying 
Misstatemerits in Current Year Financiul Statements, 
whic:h i s  cffective for fiscal years ending on or after 
November 15, 2006. SAB 108 provides guidance on how 
the effects of prior-year uncorructed financial statement 
misstatements sliould be considered in quantifying a 
current year misstatement. SAB 108 requires public 
companies to quantify misstatements using both an 
incoiiie statement (roll(-)ver) and balance shect (iron 
curtain) apprtwch and evahiate whether either approach 
results in a misstatemenl that, when all relevant quantita- 
tive and qualit:itivc factors are considered, is material. rf 
prior year errnrs that had been previously considered 
immxerial now are considered nlaterial based on either 
appmach, n o  restatement is required so long as tnanage- 
ment properly applied its previous approach and all 
relevant facts and circumstances were considered. 
Adjustments considered immaterial in prior years under 
the method previously used, hut now considered material 
under the dual approach required by SAB 108, arc lo be 
recordctf upon initial adoption of SAB 108. ?’he amount 
so recorded is shown as a cunulative effect adjustment is 
recorded in opening retained earnings as of January 1, 
2006. The adoption of SAR 108 had no effect on the 
Company’s financial statements for thu year ending 
December 31, 2006. 

EHect of New@ Issued But Not Yet EJ%v3iile Accounting 
Standards: 
In February 2006, the FASH issued Statement No. 155, 
Accounting,fi~r Cerluiri HyhHd Firtanciul lnstlr~menls - 
an amendment to E433 Statemerits No. 1_3:3 and 140. 
This Statement permits fair value re-measurement for any 
hybrid financial instruments, clarifies which instruments 
are suhject to the requirements of Statement No.  133, and 
cst:iblishes a requirement to evaluate interests in sucuritized 

financial assets and other items, The new standard is 
effective for financial assets acquired or  issued after the 
heginning of the entity’s first fiscal year thal begins after 
September 15, 2006. Managernenl. docs not expect the 
adoption of this statcment to have a material iinpact on 
its consolidated financial position or results of operations. 

In March 2006, the FASH issued Statement No. 156, 
Accounling for  Serwiciricq qf Finaricial Assets - un urnend- 
men/ r,fFASB S’tatenaenl No, .140. ‘I’his Statenlent provides 
the follnwing: 1) revised guidance on when a servicing 
asset and servicing liability should be recognized; 
2 )  rcquires all separately recognized servicing assets and 
servicing liabilities to be inilially measured at Lair value, 
if practicable; 3) permits an entity to elect to measure 
srrvicing assets and servicing liabilities at fair v:iluc each 
reporting date and report changes in fair value in earnings 
in the period in which the changes cIccur; 4 )  upon initial 
adoption, pel-mits a onetime reclassification of availablr- 
for-sale securities to trading securilies for securities which 
are identified as offsetting the entity’s exposure to changes 
in thc fair value of servicing assets or liabilities that a 
servicer elects to subsequently rneasurc at fair value; and 
5 )  requires separate presentation of servicing assets and 
servicing liabilities subsequently niuasured at fair value in 
the statement of financial position and additional footnote 
disclosures. This standard is effective as of the beginning 
(.If an entity’s first fiscal ycar that begins after September 
15, 2006 with the effects of initid adoption k i n g  reported 
as a curnulative-effect adjustment to retained earnings. 
Management does not expect I.hc: adoption of this skitemcnt 
will have a rnalerial impact on its consolidated financial 
position or  results of operations. 

In September 2006, thc FASLJ issued Slatemcnt No. 157, 
Fair Vikie Measure~men1.s. This Statement defines fair 
value, establishes a framework for measuring fair v: i Iw 
and expands disclosures about Fair value measurements. 
This Statement estahlishcs a fair value hierxchy about 
the assumptions used to trieasurc fair value and clarifies 
assumplions about risk :ind the cffect of a reslriction 
on the sale or iisc of an asset. The standard is effective 
for fiscal yexs  beginning after November 15, 2007. The 
Company has not completed i ts ev:rluation 0 1  the inipact 
of the adoption of this standard. 

In July 2006, the FASB issued PASB Interpretation No. 
48, Accounting for Uhcevtairi{y in lncurne l’mes - ari 
interpretation of FASlr Statement No. 10.9 (FIN 48), which 
prescribes a recognition threshold and measurement 
attrilme fo r  a tax position taken or cxpected t o  1)e 
taken in a pax retwin. FIN 48 also provides guidance 
on &recognition, classification, interest and penalties, 
accounting in interim periods, disclosure :rnd transition. 
FIN 48 is rffective for fiscal years beginning after 
Decerrikr 15, 2006. The Company has determined that 
the adoption of FIN 48 will not have a rnatcrial effect 
on the financial statements. 
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N O T E  1 S U M M A R Y  O F  S I G N I F I C A N T  A C C O U N T I N G  P O L I C I E S  ( C O N T I N U E D )  

In September 2006, the FASB Emerging Issues Task 
Force finalized Issue No. 06-4, Accountiri<q,fiw Defiwed 
Compmsution and Pc,,\’tretiremerit Benejit Aspects of 
Eridommcnt Split-Dolhr Lge lnsztmnce Arrungements. 
‘I’his issue requires that a liability be recorded during 
the service period when a split-dollar life insurance 
agreement continues after participants’ employment or 
retirement. The required accrued liability will be based 
on either the post-employment benefit cost for the 
continuing life insurance o r  haseti on the future death 
benefit depending on the contractual terms of the under- 
lying agreement. This issue is effective for fiscal years 
beginning after Dxeniber 15, 2007. lhrr Company has 
dctcrmincd that the adoption of EITF 06-4 will n o t  have 
a material effect o n  the  financial statements. 

No. 8-54 (Accounting for Purchases v j lqe  Insurance). 
This issue requires that a poliqholder consider contrachid 
terms of a life insurance policy in determining the amount 
that could be realized under the insurance conmct. It 
dso requires that if the contract provides for a greater 
surrender value if all individual policies in a group are 
surrendered at the same tirne, that the surrender value 
be determined based on the assumption that policies will 
be surrendered on an individual basis, Lastly, the issuu 
discusses whether the cash surrender value should be 
discounted when the policyholder is contractually limited 
in its ability to surrender a policy. This issue is effective 
for fiscal years beginning after Dccembcr 15, 2006. ‘The 
Company has not completed its evaluation of the irnpact 
o f  the adnption o f  this issuc. 

In September 2006, the FASB Emerging Issues Task Force 
finalized lssuc No. 06-5, Accounting for Purchases ( f  
Lif;. Insurance - Determining the Amount ‘Ihat Could 
Be Realized in Accordunae with FASU ‘Iechnical Bulletin 



N O T E  2 - S E C U R I T I E S  

The fair d u e  of available for sale securities and thc related gross unrealized gains and losses recognized in 
accuinulated other comprehensive income (loss) were as follows: 

2006 

Federal agency 

State and municipal 

Mortgage-backed 

Total 

2005 

Federal agency $ 5,838 $ -  $ (169) 

State and municipal 1,987 (33) 
Mortgage-backed 23,047 405 (161) -- __ 

Total $ 30,872 $ 405 $ (363) 

Sales of availablr for sale securitics were as follows. 

2006 2005 2004 

Proceeds 0 4,395 $ 1,435 $ 15,191 
Gross gains 41 

Gross losses ( 5 )  (96) 

The tax (benefit) provision related to thesc net rcalized gains ant1 losucs was ($2)  arid ($19)) for the years ended 2006 
and 2004, ruspectively. 
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N O T E  2 - S E C U R I T I E S  (CONTINUED)  

Due in one year or less 

Due from one to five years 

Mortaaae-backed 

The fair value of debt securities at year-end 2006 by  contractual mlturily were as follows. Securities not due at a sin- 
gle maturity d ~ e ,  primarily mortgage-hwked wcurities, are shown separately 

Total 

Securities at year-end 2006 and 2005 with a carrying amount of $10,748 ancl $15,689 were pledged to secure Federal 
Home Loan Rank advances. Securities at year-end 2006 with a carrying amount of $350 were pledged to secure pub- 
lic deposits. At year-end 2006 and 2005, there were no holdings of securities of any one issuer, other than federal 
agencies, in an amounl greater than 10‘?k of shareholders’ equity. 

Securities with unrealized losses at year-end 2006 and 2005, aggregated by investment category and length of lime that 
individual securities have bccn in a continuous uni-calizecl 1c)ss position, are as follows: 

Federal agency 

State and municipal 

Mortgage-backed 

2005 LESS THAN 12 MONTHS 12 MONTHS OR MORE TOTAL 

DESCRIPTION OF SECURITIES FAIR VALUE UNREALIZED LOSS FAIR VALUE UNREALIZED LOSS FAIR VALUE UNREALIZED LOSS 

Federal agency $ 1,955 ‘d (42) $ 3,883 $ (127) $ 5,838 $ (169) 

Mortgage-backed 5,953 (79) 1,907 (82) 7,860 (161) 

Total temporarily impaired $ 9,895 $ (154) $ 5,790 $ (209) $1 5,685 $ (363) 

State and municipal 1,987 (33) 1,987 (33) 

[Inrealized losses on the above federal agency and mortgage-hacked sewi-it ies have not been recognized in income 
hecause the issuers of thc bonds arc :ill federal sponsored agencies :und the decline in fair value is temporary and 
largely due to changes in markct interest rates. The fair value is expected to recover as the bonds approach their 
maturity date and/c-)r market rates decline. 

Llnrcalized losscs on state and municipal bonds havc not been recugnized in incnrne because the bonds are of high 
crcdit c1u:ilil.y ( ~ e d  AAA), rnanagerrient has the intent ancl ability to hold for the foreseeable future and the ckclinc 
in Fair value is largely due to changes in interest rates. ‘I’hc Fair v:ilue is expected t o  recover as the bonds approach 
maturity. 
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N O T E  3 - LOANS 

Loans at year-end were as follows: 

commercial 

Real estate: 

Single-family residential 

Multi-family residential 

Commercial 

Less Net deferred loan fees 

Real estate loans include $4,454 and $1,466 construction loans at yearend 2006 and 2005 

Activity in the allowance for loan losses was 3s follows 

2005 2004 

Beginning balance $ 415 

Provision for loan losses 646 

Iinpaired loans are not material for any period presented 

Nonperforming loans were as follows: 

Nonperforming loans include both smallcr balance single-family mortgage and consumer loans that are collectively 
cvaluated for impairment and individually classifiecl impaired loans. There wcre no nonperforming comrnercial, 
commcrcial real estate or multi-family loans at year-end 2006 or 2005. 
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N O T E  4 - L O A N  S E R V I C I N G  

Loans held for sale at year end are as follows: 

Loans held for sale 

Mortgage loans servicvd for others are not reported 3s assets The principal hlanccs of these loans at year end arc’ as 
follows. 

Custndid cscrow txilances maintaincd in connection with serviced loans were $438 and $482 at year-end 2006 
and 2005. 

Activity fox capitalized mortgage survicing rights and the d a t e d  valuation allowance follows: 

2006 2005 2004 

$ 221 

Servicing rights, net of valuation 
allowance: 

Beginning of period $ 208 

Additions 120 3 

Amortized to expense 

Provision for loss in fair value 

$ 20 
4 

Valuation allowance: 

Beginning of period 

Additions expensed 
$ 56 

Reductions credited to  expense (1 7) (36) 
End of period $ 7  $ 24 $ 20 

The fair value of cxpitalized mortgage srrvicing rights was $306 and $314 :it year-end 2006 and 2005. Pair value was 
dr:tcrrnined using a 10% discount ratc and prepayment spccds ranging from 143% to c)60%, dcpendirig on  the stratifi- 
cation o f  the specific right. 

Thc weighted average amortization period is 4.3 years. Estimated amortizatinn cxpense for  c:ich of the ncxt five ye:irs: 
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N O T E  6 - P R E M I S E S  A N D  E Q U I P M E N T  

Yc:ir-end premises and equipinrnl were as follows: 

- - r 7  ' '  

- 

N O T E  5 - S E C U R I T I Z A T I O N  

On June 30, 2005, the Company securitized single-brnily 
residential mortgage loans with an outstanding principal 
Mance  of $.18.6 million, formerly held in its portfolio, 
with 1:redclie Mac. After the transat:tion, the Company 
conrinued to hold the securilies and service the loans. 
The Company receives annual servicing fees of 0.25 
percent n l  the outstanding balance and recorcird a 
sei-vicing asset related to this transaction o f  $120. Since 
I he Company cannot dc-securitize the securities to gel 
back llie loans, the securitization i s  not considered a sale 
or transfer undcr SFAS No. 140, Accountingfor Transfim 
utad Senking ( f  Financial Assets and filingtiishmenls 

- - . . . .. 

qf Liubilitks, but at1 exchdnge of lams lo r  securities 
under SFAS N o .  134, AccourtlirLg, fk Morlgage-Buckcd 
Securities Rcrtuincd ufier lhe Seczirilizutior? of Morlga<qe 
Loatis Hck/<fiir Sale by a Mortgage Ranking l3iteqiri.w 
and SFAS No. 115, AccozintirigJnr c'ertuin himtmcrnts in 
1khl  and Eq / i ip  Securities became the Corrlpany tcceived 
llie beneficial interest in the loans it ti-ansferred to Freddie 
Mac. As such, the iiiortgige-lxlcked securities were 
recorcled :it the cos1 nl  the loans arid were classified :IS 
"available for sale" with :I $530,000 inil i d  unrealized gain 
1-eported in oilier comprehensive income. 

~ ~ ~ 

2006 2005 
~. * _  

Land and land improvements $ 1,282 $ 127 

Buildings 1,880 1,880 

Furniture, fixtures and equipment 2,691 2,514 

Leasehold improvements 487 484 

Construction in process 338 

6.678 5,005 

Less accumulated depreciation (2.573) (2,071) 

$ 4,105 $ 2,934 
-_ ~ - _- 

'I'hc Company leases certain officc properties. Kent expense was $348, $551, and $209 for 2006, 2005 and 2004. Rent 
commitments under noncancelable operating 1c:tses were as follows, beforc considering renewal options that gencr:illy 
are prescnl. 

2007 

2008 

2009 

2010 

201 1 

Thereafter 

$ 217 

191 

193 

$ 217 

191 

193 

154 
157 

Total $ 7,276 

Vie Company is a one-third owner o f  a limited liability company th:it owns and manages the office building at 
2923 Srnilh Road, Fairlawn, Ohio 44 
'I'he Company entered into a 10 yrar lease with thc lirnirecl liability company in March 2004 that calls for monthly 
payments of $1 1 ,  increasing 2% annually for the life of the lease 1l-irc-qh March 2014. Total rent expense under ihis 
operating lease, including common area inainlenance costs pcr the lease agreement, was $183, $171 and $1 14  in 2006, 
2005 and 2004. 

where the Company's heaclquartcrs and CFUank's Fairlawn officc are located. 

'I'he former President of Reserve is a 100% owner of a company that owns and manages the office building :it 1730 
Akron-Peninsula Koad, Akron, Ohio 44313 where C1'R:rnk's mortgage scrvices office is located. Lease agreements arc' 
for 5 yeai- lerrns expiring :it vai-ious times from May 2007 through December 2003, and call for mt.)nthly rental payirients 
of $7, increasing 3% annu:tlly for the lives o f  h e  respective leases. Total rcnt expense was $80, $86 and $8 in 2006, 
2005 and 2004. 

C E N l H A l  F E D E K A L  C O R P O R A l l O N  2 0 0 b  A N N U A L  I I I P O R T  POgC.35  



N O T E  7 - G O O D W I L L  A N D  I N T A N G I B L E  A S S E T S  

Goodwill Acquired Intangible Assets 

Cic-dwill w:is related to the Oclohcr 2004 acquisition o f  
Reserve Mnrtgagc Services, Inc., the Compmy's mortgage 
services division. 'l'he acquisition (.if Rcsci-ve was expeclrtl 
to be iriiiiiediii~oly accretive to ewnings however the 
mortgage servic:c:s opcmtion expericnrcci losses rather 
than tbc expected pr(-)l'i1s, Minagement c1eterininc.d that 
the division woulcl not achievc a sufficient level of 
pc&rmance to support the recorded goodwill and, as a 
resull, :I goodwill impdirinent loss of $1,749 w:ts rccordcd 
in 1005. The Cair value of the riic-)i-lg:igc services segrrirnl 
was estimated using thc expected prescnt value of fCiture 
cash flows in cfcterrriining the irnp:iirment loss. 

In association wih llic goodwill impairmenl. loss, i t  w:is 
cic.tcrmined that the cariying amount of other intnngihlc 
assets related to ~ h c  Kcscrve acquisition was n o t  rccover- 
:ilde and exceeded llie f:rir v:ilue. An impairinent loss o f  
$2 17, the unaniortizcd t d m c c  of other intangitilt. assets, 
was ~recortlcci in 2005. Aggregate :miortization expensr 
was $82 a n d  $21 for 2005 and 2004. 

N O T E  8 - D E P O S I T S  

Time ticposits of $100 o r  niorc were $44,531 :ind 
$25,802 ar yeai--cnd 2006 and 2005. 

Srh.xitiled maturities of time deposi1.s for thc next 
five years wcrc' as follows. 

-- . - 
2007 

2008 

2009 

2010 

Time deposits included $30,454 anti $13,024 in t)t-okcrcd 
tlcposits at year-encl 2006 and 2005.  





I 

In Deceinkr 2003, Central Federirl Capital Tnist I, a trust 
formed by the Company, closed a pooled privatc offering 
of 5,000 trust preferrcd securities with a liquidat.ion 
amount o f  $1 per security. The Company issued $5,155 
of- subordinated c1et)entures to h e  tnist in c:xchange for 
ownership o f  all of the coinnion security of the trust and 
the proceeds of the preferred securities sold by the trust. 
In accordance with FASB Interpretation 46R, the trust is 
not consolidated with the Conipany’s financial state- 
ments, but rather the subordinated dehenturcs are shown 
as a liability. The Company’s investment in the common 
stock of the trust wis $155 and is includecl in other assets. 

I 

-.- 

N O T E  I O  - O T H E R  B O R R O W I N G S  

The Company obtained a $5,000 line of credit with a 
commercial bank in 2006. Interest on the hnc is at the 

fed funds rate plus .63(%. There was no outstanding 
biihnce :It ywr-end 2006 

-- 
N O T E  11 - S U B O R D I N A T E D  D E B E N T U R E S  

The Coinpany may rc&ern tlie subordinated dcbentures, 
in whole or in part, in a principal miount with integral 
multiples of  $1, on or after December 30, 2008 at 100% 

N O T E  1 2  - B E N E F I T  P L A N S  

Multi-empluyer pension plun: Thr  Coinpany participates 
in a multi-employer contri1,utory trusteed pcnsion plan. 
‘The retirement benefits to be provided by h e  plan were 
frozen as of June 30, 2003 and future employee partici- 
pation in the plan was stopped. The plan was main- 
tained for all eligible employees and the benefits were 
funded as accnied. The cost of funding was char& 
directly to operations. The unfundcd liability at  June 30, 
2006 totakd $368. The Company’s contribution for the 
plan years ending June 30, 2007, June 30, 2006 ancl June 
30, 2005, totalcd $127, $90 and $66. 

401@] Plan: A 40l(k) benefit plan allows employee con- 
tributions up to 90%) of their compensatinn, which may 
bc matched by the Compmy on a discretionary basis. 
There was no match in 2006. 2005 o r  2004. 

Salary Continuation Agreement: In 2004, the Coinpany 
initiated a nonqualified salary continuation agreement for 
the Vicv-Chairman of the Company. Heiicfitc provided 

of thc principal amount, plus accnied and unpaid 
interest. The suhrdinated debentures mature on 
Deceinher 30, 2033. The subordinated debentures arc 
also redecmablc in whole or in part from time to time, 
upon thc c)ccurrence ol specilic events definctl within 
the trust indenture. The Company has the option to defer 
interest payments on the subordinated debentures from 
time to time for a prriod not to exceed five consecutive 
years. There are no required payrnents on the subordi- 
natccl debentures nver the next 5 years. 

The tnist preferred securities and subordinated debcntures 
have a variable m e  of intercsr, reset quarterly, equal to  
the tlirce inonlh London Interlxink Offered kate (LIROK) 
plus 2.85%, which was 8.16Y0 at year-end 2006. 

under the plan are unfunded, and payments will bc 
rnadc the by Company. IJnder the plan, thc Coinpany 
pays him, o r  his beneficiary, a benefit of $25 annually for  
20 years, heginning the earlier of March 2008 or termina- 
tion of l i s  employment. l h e  expense related to rhis plan 
totaled $73, $68 and $38 in 2006, 2005 and 2004. Thc 
accnLt1 is included in accrued interest payable and other 
liabilities in thc consolidated halance sheets and ~otaled 
$179 and $106 at year-end 2006 and 2005. 

LUe Insurance Benefits: The Coinpany entered into 
agreements with curtain employees, former employees 
and directors to provide life insurance benefits which are 
funded through life insurance policies purchascd and 
owiied by the Company. The cxpensc related to these 
benefits totaled $16, $11 and $101 in 2006, 2005 and 
2004. The accnial is included in accrued interest payable 
and other liabilities in the consolidated balance sheets 
and tocaled $128 and $112 at year-end 2006 and 2005. 



. .. . - . .  
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N O T E  13 - I N C O M E  T A X E S  

Income tax expense (benefit) WLIS AS follows. 

2005 2004 

Current federal 

Effective tax rates differ froin fttcleral statutory rate of 34%) applied to loss before income taxes due l o  the following. 

$ (1.247) $ (861) 
Effect of. 

Bank owned life insurance income 

Goodwill impairment 

FHLB stock redemption 

Other 23 (25) 38 

B (44) $ (377) $ (872) - 
Effective tax rate 

In December 2005, :I rcdcrnption o f  $1,300 in FHLB stock rcsulled in A $1,000 gain for tax purposes which utilized 
a portion of Ihc Company's net operating loss cxiyforward. The stock redcmplion resulted in no gain for book 
purposes hut did result in thc recognition o f  federal income tax cxpcnsc o f  $344. The federal income tdx charge 
was a non-cash, non-recurring expense reflecting the tax 1i:ibility assoc iated with FHLB stock dividends received 
from 1078 through 1997 which reduced the basis of the shares redeemed tor which no defeired tax liability had 
been cstLiblished. 

C F N I H A I  F F U F H A L  C O R P O R A T I O N  2 0 0 b  A N N I J A L  H F P O R T  page39 



N O T E  13 - I N C O M E  T A X E S  ( C O N T I N U E D )  

Ycx-cnd deferred tax :issei\ and liabilities were dur t o  the followrng 
.- 

~I 

Deferred tax assets 

Allowance for loan losses 

Deferred loan fees 
Post-retirement death benefits 

Defer led compensation 

Nonaccrual interest 

Accrued stock awards 

Net operating loss 

Unrealized loss on securities available for sale 

Other 

Deferred tax liabilities 

Depreciation 

FHLB stock dividend 

Mortgage servicing rights 

Prepaid expenses 

Unrealized gain on securities available for sale 

Other 

Net deferred tax asset 

Federal incomc t:ix laws provi tkd sdditional 1,ad debt deductions through 1387, Iotaling $2,250. Accounting st:rneI:ircls 
do noi  reeluire a clelerred tax liability to bc rccordccl c)ti i l i i s  amount, which otherwise would tolal $765 at year-end 
2006. If CFHank were liquidated or othuwisc cc:iscs io be a bank o r  if tax laws were to changc, (his arnoclnt would 
be expenseci. 

No  valuation allowance has been recorclccl :ig:linsi h e  defrr-ecl t3x asset f ( x  net operating losscs brt.aiise the benefit 
is rnnre likely than not to be re:llized. Net ~pcr:ititig losses totaling $2,244, 52,707 and $431 uxpire in 2023, 2024 and 
2025, respectively. 

N O T E  14 - R E L A T E D  P A R T Y  T R A N S A C T I O N S  

Lnaris to principal officers, directors, : m c i  thcir :iffili:ilr.s ciuring 2006 were as follows. 
_ _  

Beginning balance 

New loans 

Repayments 

Ending balance 

Ikpnsits f-roin principal officers, directors, and their affiliatcs a t  year-cncl 2006 and  2005 were $1,640 and $1,808. 

F E D E R A L  C 0 R P O  E A T 1  O N  2 0 0 6  A N N IJ A L I< L P 0 I< I 
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N O T E  1 5  - S T O C K - B A S E D  C O M P E N S A T I O N  

'1'1ie ComIxitiy has two share based compensation plans 
as c1cst:riIxxl below. Total compensalion cost that has 
been charged against incnrne for those platis was $166, 
$240, ancl $243 for 2006, 2005 and 2004. Thr t o d  incoinc 
tax Ixnefit was $56, $82, and $83. 

Stock-based incentive plans (.sBII') provide for stock 
option grants and restricted stock a w d s  to directors, 
officers and einployees. '1'17~ 1933 Stock-based Inccntive 
Plan was approved by shareholders on July 13, WW. 
The plan provided .lc)3,887 shares for stock option gr:inls 
and 77,554 shares for  restricted stock awards. The 2003 
Equity Conipcns;ttiori Plan was r:itificcl b y  shareholders 
on April 23, 2003 and provided an aggregate of 100,000 
shares for stock option grants and restricted stock 
awards, including u p  t o  a maximum of 30,000 shares for  
rcstrictucl stock awards. An amenclnlent and restatomen1 
of the 2005 Equity Conipensation I'lan WJS ;cpprc)ved by 
stoclrholders o n  April 20, 2004 tc.) provide a n  additional 
100,000 shares of C o n i p m y  stock for stock option grants 
arid restricted stock awards, including up to  a rnaximtim 
of 30,000 diares for restrictcd stock :iwards. A second 
amcndirient and restatcincnt of the 2003 Equity 
Cc)rrq)ensation Pkrn was appr(-)ved by stockholciers on 
M:iy 20, 2005 to provide an additional 100,000 sh res  
o f  Cwnpany stock for stock option grants ancl rwtricted 
stock awards, including up tc1 a maximum (if 30,000 
shares for resli-ictecl stock aw:irds. 

Stock Options: 
The Plans permit the gr:int of share oplic.)ns to directors, 
officers aiici einplnyees for up to 493,887 shares of 
corntiion stock. The ( h n p a n y  believes that such awards 
berrer align the interests of its employees with those 
(.)I its sliareholdcrs. Option :iw;trds are gr:rnted with 
an exercise pi-ice equal to the rnarket price of the 
Company's cotrimon stock at the date of grant; those 
option awards gcncrally have vesting prrincls ranging 
Irotn 3 to 5 ywrs and have 10-year contractual terms. 

The Fair value of cadi option aw:ird is estimated on 
[lie date o f  grant using a closed forni option va1u:rtion 
(HI:ick-Sclioles) niodel that uses the :issumptions noted 
in the tahle helow. Expected volatilitics w e  based on 
liislnrical volatilitics o l  the (:oinp:rny's c:oimic)n stock. 
The Conipany ~ises 1iistoric:il d:t~:i to estimate opt ion 
cxcrcisc? and post-vesting termirlation bc1i:rvior. (Einplnyee 
ancl managcrncnl options are tracked separately.) I'hc 
expected Icrtri ol options gr:.inltrd is hased on his~oricsl 
d: i~a and represents thr: period of tiinc t l ia l  options 
gi-anted are expcctctl to be outstaliding, which takes 
into account tlial the options are nor transferablc. 2'hc 
risk-free intrrest tste for tlic expected term of the option 
is based on the 1.J.S. Treasury yield citrve in effect a t  [lie 
time o f  the gr:tnl 

'1'1ic krir value ol' options grantcd was ckterrnined using t Cir I'dlnwing weiglitcti-aver:ige assumptions :ts o l  grant chtc. 
There were no options granted in 2006. 

I 

2005 2004 . -- -. ." . .... - I. ... - -  

Risk-free interest rate 3.85% 3.26% 

Expected term (years) 6.0 6.0 

Expected stock price volatility 27% 24% 
Dividend yield 3.46% 2.86% 

A summmy of Lhr stock option :ictivity in h e  plans for LOO0 follow\ 
-- 

Outstanding at beginni 
Granted 



.. . 
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N O T E  1 5  - S T O C K - B A S E D  C O M P E N S A T I O N  ( C O N T I N U E D )  

Informition relatrd t o  stock options during each ywr  follows: 

2006 2005 2004 
. 

Intrinsic value of options exercised 

Cash received from option exercises 

Related tax benefit realized from 
option exercises 

Weighted average fair value 
of options granted 

$ -  $ 157 
375 

54 

2.27 

$ 141 

41 3 

48 

2.53 

As of Deccinber 31, 2006, there WLIC n o  unrecognized compensation cost related to nonvcstod stock options since all 
sl-l:lres wet-e vested. 

Restricted Stock Awu&: 
'I'hc h n s  pcrrriit the grant of testricred st0c.k Liward5 t o  directors, officers and employees Compensation expensc is 
rrcognimcl ovei the vesting period o l  the shares Ixised on the market value of the shares :it i s s w  date Sharcs issuable 
under the plans totaled 31,450 at year-end 2006, no shares wuc' issued in 2006 and  20,000 shdres were issued in 2005 

A surrirriary of chmges in the (:orripany's nonvestecl shdres for the year follows: 

Nonvested shares outstanding at beginning of year 

Granted 

Vested 

Forfeited 

Nonvested shares outstanding at end of year 

As o f  hccriiher 31, 2006, I l i r r e  was $1 10 o f  total unrecognizccl cornpcnsation cost related to nonveskd sl-ixcs 
graritecl under the plans. The cost is expected to he recognized ovei- :I weighted-average period of 1.2 years. The 
total fair value of shares vested during the years ended 13ecemher 31, 2006, 2005 and 2004 was $123, $140 and $221 

@ , Y E 4 2  ~ 
C E N T R A L  F E D E R A L  C O R P O R A T I O N  I O O h  A N N U A L  i i t P O R l  



N O T E  16 - C A P I T A L  R E Q U I R E M E N T S  A N D  R E S T R I C T I O N S  O N  R E T A I N E D  E A R N I N G S  

I .  

CFHank is subject to regulatory capital requirements 
:Idiiiinistered by fcclcral banking agencies. Capital adequacy 
guidelines and prompt corrective action rcguI:itions 
involve quantit:ltive rneascires of asscts, tiat) 
certain c-)~~-l~alarice-sheet itcms cltlciilated under regulatwy 
accounting practices. Capitxl ;iIric)ciiits and c1:issificxtions 
are also srhjecl to  qualitative jucigiiic.nls by regulators. 
Rii1Lii-e to meet capital rcquircmrnts can initiate rcgulitlory 
wtimi. 

Pronipt cori-cctive action regulations providc Five classifi- 
cations: wcll capitalized, adequately capit:ilizccl, under- 
c:ipitalized, significantly undercapitalized, and critically 

undercapitalized, although these t e rm are not used 
t o  represent over:iJl financial condition. T I  adequately 
capitalized, regulatory approval is rcquirrrl to accept 
hrokerecl deposits. ~f irnclercapitalizcd, capilal clistributions 
are limitcd, 21s is asset growth and expinsion, and capital 
restor:ition plans are required. A1 yt.ar-encl 2000 :inti 2005, 
thc rnost recent regulalory notifications c:itegot-izecl 
CFBank as wcll capitalized under lhe rrgulatory framc- 
work fur prompt rorrective action, In Jinuary 2000, thc 
holding cutmpitny contributed $1 0.4 Inillinn in ac1dition;tl 
c:ipital t o  CFHank. 'l'licrc :IK no conditions or cvciits 
since tl-ial notil.iration that man:igcrnent hrelieves 11:lvc 
changed the institution's category. 

Actud :cncl required capital amounts :rnd I-ntios Lire presented below year-end. 

2006 

Total Capital to risk 
weighted assets 

Tier 1 (Core) Capital to 
risk weighted assets 

Tier 1 (Core) Capital to 
adjusted assets 

Tangible Capital (to 
adlusted total assets) 

2005 

Total Capital to risk 
weighted assets 

Tier 1 (Core) Capital to 
risk weighted assets 

Tier 1 (Core) Capital to 
adjusted assets 

Tangible Capital (to 
adjusted total assets) 

ACTUAL 

AMOUNT 

$ 24,972 

22.863 

22,863 

22,863 

$ 13,212 

11,717 

11,717 

11,717 

RATIO 

12.6% 

11.5% 

9.8% 

9.8% 

10.1% 

9.0% 

6.9% 

6 9% 

FOR CAPITAL ADEQUACY PURPOSES 

AMOUNT 

$ 15,915 

7,958 

9,342 

3,503 

$ 10,454 

5,227 

6.81 1 

2,554 

RATIO 

8.0% 

4.0% 

4.0% 

1.5% 

8.0% 

4.0% 

4.0% 

1.5% 

TO BE WELL-CAPITALIZED UNDER 
ROMPT CORRECTIVE ACTION REGULATIONS 

AMOUNT 

$ 19,894 

11,936 

1 1,678 

NIA 

$ 13,067 

7,840 

8,514 

N/A 

RATIO 

10.0% 

6.0% 

5.0% 

N/A 

10.0% 

6 0% 

5.0% 

NIA 

The Qualified 'I'hrift 1,endr.r lrsl irequires at  least 65?h of 
:issets be maintained in ho~i.;ing-relatecI finance arid other 
specified :irc':Is. rf this tesl is nol met, limits are placed 
on growth, hr:inching, nttw investrnents, FHLU advances 
and cliviclencls, or the &ink must convert to a comii1rrc:i:il 
bank chartcr. Min:igcmcnt bclievcs that this test is met. 

CFHank converted from a mutual to :t stock inslili.ifion, 
and :i ',liquidation :iccoLint" was established a t  $14,300, 
which was net worth reported in the conversion 
prospcctus. ldigihlc deposilors whc-I have rnaintained 
their :iccountu, less annual rediictinns to the extent thcy 
hive rcclucecl theii- deposits, wniild receive a distribution 
froin this ;iccount if CFHmk liquiclatecl. 13ividends may 
no1 rrclcice stiarelinlclers' equity below the required 
liquidation account balance. 

'l'lic holding wimpany's principal so~ircc of funds f o r  
ciividcnrl payrnrnts is dividends received frorn CFHank. 
B:inlijng rcgiilat ions limit the amount of clividcnds that 
m:iy t r  p:iirl without prior approval of rcgul:itory Ligencies. 
1 h c l  er these regu1;ition s , t h c :t n I( ) LI rI t of cl ivid end s that  
iiiay I x  p:iid in any calenclar year is limitcd t o  h e  
current year's net profits, conihinrcl with the retained 
net profits o f  Ihc: preceding two years, subjcct t o  the  
c.apital requirements described :hove. At year-end 2006, 
110 amount is av:rilahlr. I(.) pay dividends to the holding 
compmy without prior approval froin the Office o f  Thrift 
Supervisim (OTS). 

... 



N O T E  17 - I N T E R E S T  R A T E  S W A P S  

The Company utilizes intcrest rate swap agreements as 
part 01 its asset liability management strategy to hclp 
rii:cnage its inrrrest rate risk position. The notional miwnt 
o f  the interest rate swaps does not represent amounts 
exchanged by the parties. The amount exchanged is detcr- 
rriinecl by reference t o  the notional amount and the cottier 
terms of rho individud intercst ratc swap agrccments. 

In August 2006, thc Cnmpany entrrcd into an interest 
ratu swap with an initial notional amxmt c.)f $1,100. 
‘I’lie objective of the interest rate swap was t o  prntcct 
thc related fixed rate commercial r r d  estate loan from 
changes in fair value due to changes in interest rates. 

The loan agreement contains a yield rnaintenance clause 
which will be invoked in the went of prepayrricnt nf the 
loan and is expected to  exactly offset the iinwind value 
of tlic swap. The yield tiiainttmnce clause is an cnilxcldecl 
derivative which is hifurcated from the host lo:rn contract 
in accordance with XFAS No. 133, “Acucwwtir/gjofbr 
Lkriuutiiw ar7,d Tk&iy ig  Activities”, and, as such, the swap 
:itid embecldcd clrrivative are not  clesignatrd as hedges 
untlcr SFAS 133. Accordingly, \3oi h instruments are mrrierl 
:it f k r  value and changes in fair value are reportcd in 
current period earnings. The change in the fair value o f  
thr intei-rst ratc s w q ~ ,  which was ($32) for the 2006, w:ts 
oflkt hy a $32 increase in fair value of the embecldcd 
derivative and rewltecl in no impact on income. 

At December 31, 2006, sumrriary information aboul. this interesl rate swap is 3s follows: 

Notional amount 
Weighted average pay rate 

Weighted average receive rate 
Weighted average maturity (years) 
Fair value of interest rate swap 

The fair value of the inkrest rate swap a t  Drcernlicr 31, 2006 is reflected in accrued interest pya lde  other liahilities 
with a corresponding charge to income recoi-tled as a reciuction o f  other noniiiteresi income. Thc value o f  the yield 
tnaintenance ckiuse is reflected in accrued inwrest receivable :tnd o t  hcr assets with a corresponding increasc in other 
noninterest income. 
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N O T E  18 - L O A N  C O M M I T M E N T S  A N D  O T H E R  R E L A T E D  A C T I V I T I E S  

Some financial instrurnents, such as loan commitments, 
credit lines and letters of credit are issued to meet custainer 
linancing needs. These are agreements to provide crcdit 
or to support the credit of others, as long :is contlilions 
established in the contract :ire met, and usually h:ivc 
expiration dates. Coinmitments may expire without being 

used. Off-hal:ince-shcet risk to credit loss exists up to the 
Eice aiiiounl of I hese instruments, although iilatc~ial lossus 
arc n o t  anlicipaled. The sanie credit policies are used to 
make such coinniitrnerits as are used for loans, inclucling 
obtaining collateral at exercise of the commitment. 

. .  I he contractual aniouiit of finaiicial instruments with off-b:llancc-shcut risk at  ycar-end were as foll(-)ws 

VARIABLE RATE 

Commitments to  make loans 

Unused lines of credit 

Coinmitincnts to make loans are generally made for periods of 60 days or less, except for construction loan coinmit- 
iiients, which :ire typically for a period of one year, and loans under a specific drawdown schedule, which are based 
on the individual contracts. The lixecl rate loan commiLments have interest ratcs rdnging froin 6.1 3% to 8.65% ;it 
Decernber 31, 2006 and 6.50% to 8.75% at December 31, 2005 with maturities ranging froin 3 to :SO years. 



N O T E  19 - FAIR V A L U E S  aF FINANCIAL INSTRUMENTS 

Carrying amounts and estimated fail- viil~ic's of fin:rnci:rl instninients were as lollnws :it year-end 

.- 

Financial assets 
Cash and cash equivalents 

Securities available for sale 

Loans held for sale 

Loans, net 

Federal Home Loan Bank stock 

Accrued interest receivable 

Yield maintenance clause 
(embedded derivative) 

Financial liabilities 

Deposits 

Federal Home Loan Bank advances 

Subordinated debentures 

Accrued interest payable 
Interest rate swaps 

CARRYING 
AMOUNT 

$ 5,403 
29,326 

2,000 
184,695 

2.81 3 
1,119 

32 

FAIR 
VALUE 

$ 5,403 

29,326 

2.000 
185,795 

2,813 

1,119 

32 

(1 67,953) 
(32,479) 

(5,155) 

(239) 

(32) 

CARRYING 
AMOUNT 

2005 

FAIR 
VALUE 

$ 2,972 

30,872 

2,419 

124,026 

2,656 

845 

(127,588) 

(22,995) 

(5,155) 
(90) 

$ 2,972 

30,872 

2,419 
125,343 

2,656 

845 

(127,935) 

(22,7 56) 

(5,155) 

(90) 

The methods and assumptions uscci to estimate lair valuc 
are clescrihed :is follows. 
Carrying amount is the ustimated fair value for cash and 
rash cquivdciits, short-term hottawings, Federal Home 
Loan Hank s~ock, accnied interest rrc:eiv:rhlc nnci 
p:iy:~hlc, demand clepnsits, short-term debt, and vari:*hlc 
rate loans or deposits that reprice frequently and fiilly. 

Security Liir vducs are based c-)n niwkct prices or dealer 
quotes, and il' n o  such information is av:til:.hlc, on the 
rate and term of thc. security and inlc)i-rnation about the 
issucr. For fixed rate kuns  or deposits and for vari:tblc 
rate I (  uns  OT cicposits with infi-cqucnt rcyricing or repi-ic:ing 

limits, fair value is based o n  cliscountcd cash flows using 
currcnt matkct rates applied to the estiiwitcd lifc and 
credit risk. Fair values fur impaired loans are estirriatecl 
using discounted cash llow analysis o r  underlying collateral 
values. Fa i l -  valuc of 1o:ins held for sale is txiscd on iilarkct 
quotcs. Fair value c)r clet)t is based on current mtes for  
siiiii1:ir fin:rncing. The fair valw of off-b:rl:rnce-slieet 
iterris is based on the current lees o r  c 
charged to entcr into c)r terminate such arrangcnients. 
'I'he Liir value of interest n t c  swaps and yield iu:iintcnance 
clause is based o n  n1arkc.t prices or dealer c l~ io ies .  

N O T E  2 0  - B U S I N E S S  C O M B I N A T I O N  

On October 22, 2004, the Cornpany acquired l o O n / ; ~  o f  
the outstanding common stock of RJO Financial Services, 

(Rcscrve), an Akron, Ohio hrsed cornpany liccnsed as a 
mortgage txinkcr in Ohio, Florida :ind Georgia. Rescrvc's 
name changed t o  Reserve Mortgage Servicrs, lnc. :rnd it 
became an opctating subsidiary o f  Cljhnk on the daic 
o f  the acquisition. It was subsequently merged into 
CFBank on May 12, 2005.  Operating results o f  Rcscrvc 
are included in the consolidarecl financial statenients 
since the date of the acquisition. 

The aggregate purchasr price was $2,206, including $419 
in Cdsh and $1,787 in common stock. The v:rlue of the 
127,077 common shares issued was determined based mi 

1s Keserve Mortgjgc Services 

the average m;irkct price over the weck hcforc and 
after the t e rm of the :requisition were agi-ecd to and 
announced. 

Tlie piirchase price resulted in gooclwill of $1,749, a 
noncompete agreenicnt of $25 and prior owner intangible 
o f  $295. Scc, Note 7 - Goodwill :ind Intaiigible A 
for inf(mwtion rcgarding the irnpairmctit loss recognized 
in 2005. I%or to rec:ognilion of the irnpairment ICM, the 
noncompete agreerrient w:is :Irnortized over its one yuar 
term and rhc prior owner intangildc was amortized over 
3 years, using the straight-line niethod for book and 
tax purposes. Coociwill was not arnortizcd but instead 
evaluated 1C)r impairment. Goodwill is not deductihle 
For tax purposes. 
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N O T E  2 1  - P A R E N T  C O M P A N Y  ONLY C O N D E N S E D  F I N A N C I A L  I N F O R M A T I O N  

Condensed fin:incial informat ion of (:entrd kdcral (h rpora t ion  follows 

CONDENSED BALANCE SHEETS 

DECEMBER 31 

2005 

Assets 

Cash and cash equivalents $ 6,989 
Investment in banking subsidiary 13,009 
Investment in and advances to 
other subsidiaries 319 
Other assets 924 1,142 

Total assets $ 34,678 $ 21,459 
~- -- 

Liabilities and equity 

Subordinated debentures $ 5.155 $ 5,155 
Accrued expenses and other liabilities 438 223 
Shareholders’ equity 29,085 16,081 

Total liabilities and shareholders’ equity $ 34,678 9 21,459 
- 

CONDENSED STATEMENTS OF OPERATIONS 

YEARS ENDED DECEMBER 31 
_ -  

2004 - 2006 2005 

Interest expense $ 416 $ 321 $ 225 
Other expense 303 308 306 

Loss before income tax and 
undistributed subsidiaries’ operations 

Income tax benefit 232 239 143 
Effect of subsidiaries’ operations 450 (2,900) (1.274) 
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N O T E  21 - P A R E N T  C O M P A N Y  ONLY C O N D E N S E D  F I N A N C I A L  I N F O R M A T I O N  ( C O N T I N U E D )  

CONDENSED STATEMENTS OF CASH FLOWS 

YEARS ENDED DECEMBER 31 

2004 

Cash flows from operating activities 

Net loss $(1,662) 
Adjustments 

Effect of subsidiaries’ operations 1,274 
Change in other assets and other liabilities 296 

Cash flows from investing activities 

Investments in banking subsidiary 

Investments in subsidiaries 

rom investing activities 

Cash flows from financins activities - 
Proceeds from common stock issued in 
public offering 14,558 
Proceeds from exercise of stock options 

Purchase of treasury stock 
375 41 2 

(319) 
Dividends paid (1,429) (801) (735) 

Net cash from financing activities 13,129 (426) (642) 

Net change in cash and cash equivalents 2.309 (1.515) (734) 

___ ^^ 

Beqinninq cash and cash equivalents 6,989 8,504 9.238 

Ending cash and cash equivalents $ 9,298 $ 6,989 $ 8,504 



I 
1 .  

N O T E  22 - E A R N I N G S  P E R  S H A R E  

Thc fxtnrs  used in the earnings per sharc: coinputation follow. 

2005 2004 
." -. 
Basic 

Net loss $ (3,290) 

Diluted 

Weighted average common shares 
outstanding for basic loss per share 2,203,623 2,033,376 

Add: Dilutive effects of assumed exercises 
of stock options and stock based 
incentive plan shares 

Diluted loss per common share $ (0.82) 

The following potential average common shares were anti-dilutive anti not considered in computing ciilutcd cai-nings 
(loss) per share bucausc thc Company had a loss from continuing operaiions, the exercise pricc: of the options was 
greater than ~lir average stock price for the pcriods or  ~ h c  fair value of the stock Ixiscci incrniive plan shares at the 
kite of grwit w3s greater than the average stock price for the periods. 

2004 
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N O T E  23 - S E G M E N T  I N F O R M A T I O N  

Tile reimrtalrle scgnicnts are cleterrnined hy thc  proclucts 
and services offerrd, primarily distinguished brtween 
bnnliing and iriortgage banking operations. Loans, securi- 
tics, deposits and servicing fecs provide the revenues 
in I he txmking opcration, :md single-lamily residential 
mol-tgagr loan sales provicic h c .  revenues in  rnortgagu 
1,ariking. All operations arc  ciorrirslic. 

Prior to the Company's acquisition of Rescwc in C)ctc.ht:r 
2004, murtg:cgr tyanking operations were pcrfornicci t)y 
CFHank. While the chief decision-makers monitored the 
revenuc stre:rms of [ l ie various products and scrviccs 
prior to 2005, the identifiable segments were not  tiiaterial 
2nd operations were nianagcd and financial prrlimnance 
w a s  evaluated on :I Company-wide txisis. Accordingly, 

-. 

2006 

Net interest income (expense) 

Provisiori for loan losses 

Net gain (loss) on sales of loans 
Other revenue 

Depreciation and amortization 

Other exDense 

:.til 0 1  the financial service opemtions were consiclered 
lry inanagcmcnt to be aggregated in one reportable 
operating scgmcnl. As such, no scgmcnt information 
is incluckcl f o r  2004. 

'I'hc accounting policies LWCI are the same as those 
described in the surnrnary of significant :IC<:( )unting policies 
Segment pcrformance is evaluated using net incotne. 
(;ooclwill was allocated to mortgage tmiking. Income 
iaxes are allocated and tr:rnsacfions among segments 
are made :it h i t .  value. InlorInation reported intcrnally 
for pcrforrnance assessment follows: Pal-ent and Other 
includes activities tlxit ;ire iiot directly attributed to the 
reportable segments, and  is comprised of the I'arent 
Comp:iny m c l  elimination entries between :dl segmcnts. 

_-_ I.__1_____ .. 

BANKING MORTGAGE BANKING PARENT AND OTHER CONSaLlDAfED TOTAL 

$ 7,090 $ 91 $ (416) B 6.765 

(820) (820) 
(90) 41 6 326 

47 1 (4) 30 497 

(399) (1 07) (506) 

(5.480) (565) (298) (6,343) 

Income (loss) before income tax 772 (1 69) (684) (81) 
Income tax expense (benefit) 245 (57) (232) (44) 

Net income (loss) $ 527 $ (112) $ (452) $ (37) 
__ 

December 31, 2006 

Segment assets $ 232,074 $ 2,518 $ 1,436 $ 236,028 

2005 

Net interest income (expense) $ 5,266 $ 23 $ (321) $ 4,968 

Provision for loan losses (674) (674) 

Net qain (loss) on sales of loans 

Other revenue 
(19) 
364 

488 
33 

469 

397 
Impairment loss on goodwill and intangibles (1,966) (1,966) 
Depreciation and amortization (394) (103) (497) 
Other expense (5,334) (728) (302) (6,364) 

Loss before income tax 

Income tax expense (benefit) 

Net loss $ (835) $ (2,104) $ (351) $ (3,290) 

December 31, 2005 

Seqmerit assets $ 168,973 $ 2,589 $ 1,459 $ 173,021 
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N O T E  1 4  - A R B I T R A T I O N  

In December 2005, C'FHank terminated the Prrsidrnt of 
Reserve. 'I'hc former President filed a request for itrbitra- 
tinn against CFB:inlr :ind cc.mencls that CPBanli owes him 
$600 for breaching an  employment agreement brlween 
him and CFHank h y  discharging him without jus[ cause. 
CFRank responded by dcnyiying that it txeached the 
employment agrccmcnt in that CFBank had just c:nise 

to discharge liirn for flagrant misconduct :rnd rnalka- 
S N J C ~ ,  alleging causes of action for breach of contract, 
Ixcacl-1 of fiduciary duty, :mcI brc:ich of duty of 1oy:ilty. 
Thr arbitration is in the ciiscovery stage and an oulconie 
c:tnnnt he determined :it this time. An arhitration hearing 
is scheduled for M:ri-c:h 2007. 

__ . . 

N O T E  2 5  - D I S P U T E  R E S O L U T I O N  

I n  JLIIIL' 2005, CFRank executed an agreement with 
K:ilcidico LI,C lor creation of a residential mortgagc I t 4  
generation interface system. CPBanlc nxiintains illat it 
owns the intel1ectu:il property tlevelopecl under the 
contract. CFRank, lurther irlairitaining that the systcim 
develnped under the contract by kaleidico is functionally 
inadequate, seeks the return o f  [tie intellectual property. 

Kaleidico resists CFHank's ownership claim. Thr contract 
between CFR:tnk and Kaleidico calls for dispute resolution 
bough arhitratinn, although CFBltnk is firsf attempting 
to schedule informal resolution 1 1  trough meetings with 
Kaleidico. An oulcome cannot be determincd at this lirne. 
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C O R P O R A T E  D A T A  

A N N U A L  R E P O R T  

A copy of the Annual Report on Form 10-KSH filed with 
thc. Securities and Exchange Cornrnission will be availahlc 
March 30, 2007 without charge Lipon written request to; 

Thcrcsc A. Liutkus, LPA 
Treasurer and Chicf Financial Officer 
Central Federal Corporation 
2923 Smith Road 
Fairlawn, Ohio 44333 
Plionc: 330-576-1209 
Fax: 330-666-7959 
Ernail: TerriT.iutkusBcfl~ankmail.coni 

A N N U A L  M E E T I N G  

l’he Annual Meeting of Shareholdcrs of Central Fecleral 
(:orporation will be held at ~ O A M  o n  Thursday, May 17, 2007 
at the Fairlawn Country Club, 200 North Wheaton Road, 
Fairlaw n . Ohio. 

S H A R E H O L D E R  S E R V I C E S  

Registrar and Transfer Company serves as transfer agent 
for Central Federal Corporation shares. Communications 
regarding change of address, transfer of shares o r  lost 
certificates should he scnt to: 

Registrar 8 ‘I’ransfer Company 
10 Commerce Drrvc, Cranford, New Jersey 07016 
Phone: 800-368-5948 
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