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“This strategic company is driven to succeed,
enriched with resources to pursue opportunity

and build relationships — to create reward.”

Mo

Financial Highlights
For the years ended December 31, 2002, 2001 and 2000

(Dollars in thousands, except per share data)

For The Year 2002 2001 2000
Net income available to common stockholders $ 18867 $ 11414 $§ 9586
Cash dividends, common 3,926 3,560 3,465
Per Share Data

Earnings per common share — basic $ 193 § 119§ 1.00
Earnings per common share — diluted 1.91 1.18 0.98
Cash dividend, common 0.40 0.37 0.36
Book value at December 31 12.60 11.06 10.00
Market price at December 31 17.25 12.80 13.25
At Year End

Total assets $1,785,979 $1,644,064 $1,466,387
Total loans and leases, net of unearned 1,175,236 1,105,205 1,042,096
Total deposits 1,337,985 1,205,159 1,101,313
Total stockholders” equity 124,041 107,090 96,146
Financial Ratios

Return on average total assets 1.13% 0.72 % 0.70%
Return on average total stockholders’ equity 16.44 11.32 10.69
Average stockholders” equity to average total assets 6.86 6.47 6.54
Total capital to risk-adjusted assets 11.86 10.89 9.90

Leverage ratio 8.24 7.53 7.25



This strategic company...

ur company is clearly focused on the future, yet based on
timeless values, such as honesty, fairness and teamwork.
We have grown large enough to be powerful (ranked in the
top 100 U.S. bank holding companies), but we remain small
enough to be personal. We possess a winning and distinctive
business model: We are a consortium of strong, contemporary
community banks. With more than $1.7 billion in assets, we
can compete with today’s megabanks in almost every way.
We work quickly but effectively, simplifying and streamlining
procedures, yet maintaining maximum customer contact. Our
ultimate advantage is where we do business. We are firmly

rooted and actively involved in our customers’ communities.

At Heartland Financial we think global—but live next door.

With decades of successful
community banking
experience, President and
CEO Lynn B. Fuller
provides LEADERSHIP,
expertise and vision for
Heartland Financial.
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Driven to succeed...

e strongly believe in our mission, methods and business
model. Our continuing success validates this belief. Clearly,
high-performance community banking works. We're exceed-
ing customer expectations, increasing shareholder value and
serving communities. One important component of our suc-
cess is our people. Heartland managers are goal-driven, but
dedicated to creating a progressive work atmosphere where
people thrive. Our staff members are empowered and
engaged; they become vital, trusted financial advisors to
our customers. In turn, our customers, impressed by out-
standing customer service, utilize additional bank products
and services, and become even more valuable customers.

It's the cycle of success at Heartland.

Earnings per Share — Diluted
As of December 31
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Skilled and motivated
managers like Diana Lucero,
Vice President, New Mexico
Bank & Trust, set the stage for
current and future SUCCESS
by offering customers
outstanding guidance.
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Forward-thinking investments in technology
provide Heartland Financial with
CUSTOMER-TRANSPARENT support

functions that facilitate economies of scale—
and guarantee competitive pricing.




Enriched with resources to...

n any industry, it's important to maintain a generous supply
of technological, financial and human resources. In commu-
nity banking, where we provide the “small bank touch with
the big bank punch,” abundance is imperative. At Heartland,
our technological resources are strong, with all banks in our
consortium on one integrated system, able to cost-effectively
offer customers every modern financial service. Financially,
our resources are outstanding, with annual growth in assets,
strong income and earning performance and a solid rate of
return. Yet it is our human resources that set us apart. We
believe the difference between a good bank and a great bank
is people. Therefore, it is our strategy to hire smart, honest,

enthusiastic and motivated associates—to achieve greatness.

Heartland Community Banking Model

: . .

Strong Customer-
Community Transparent
Banks Cost Savings
Differentiate Financial services Gain
+ provider with economies
Decisions support systems of scale
at customer and staff to remain
contact point price
Pers+onal competitive
touch
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Pursue opportunity and...

t Heartland, we're always out there, prospecting for new
banks, researching new services, seeking out opportunities
to grow and strengthen our market share. We've expanded
our geographic boundaries far beyond our original Mid-
western beginnings, penetrating growth markets like the
Southwest. Along the way, we've expanded our product line
and attracted new audiences, including large commercial
customers. We also continue to enhance our delivery capacity,
building new branches and renovating existing offices
wherever we go. Enterprising and aggressive, we are
focused on profitable growth. Yet we do so with great regard
for our mission. We grow carefully, with prudent business
judgment, exhibiting the characteristics of a good corporate
citizen, and remaining customer-focused. At Heartland, smart

growth is optimal growth.

Loans and Deposits by State
For year ended December 31, 2002

(Dollars in Thousands)
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Rancher, contractor and New Mexico
Bank & Trust customer Mike Mechenbier
exemplifies the successful commercial
entrepreneurs Heartland Financial has
attracted in NEW MARKETS.
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Heartland Financial's
commitment to TRAINING
its people to form quality
customer relationships

is demonstrated by
enthusiastic leaders such

as Lu Ann Bowman,

Vice President, Retail Sales,
Dubuque Bank & Trust.




Build relationships to...

strong foundation is necessary when constructing a building
—or building a business. At Heartland Financial, our founda-
tion is built upon relationships. And we are strengthening that
foundation every day. It's important work. Our relationships
with shareholders, managers, employees, customers and
communities are essential to our success. Qur staff, at every
level of the organization, shares the commitment to provide
superior customer satisfaction. To meet that goal, we empower
our people to accomplish extraordinary things. And our cus-
tomers respond accordingly. In the community, we reach out
through well-selected boards of directors at each location
who communicate Heartland's values, neighborhood by
neighborhood. By strengthening our relationships, we

strengthen our business.

Deposits
As of December 31
(Dollars in Thousands)
$1,400,000
$1,337,985
1,300,000
1,200,000 $1,205,159
1,100,000 $1,101,313
1,000,000
900,000
$869,659
800,000
700,000
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Create reward.

hat’s the bottom line. Our mission and purpose is to create

reward. Ambitious, hard-working people and forward-thinking

companies deserve financial reward, and we are here to

help them realize it. Whether these enterprising people are

our stockholders, customers, employees or members of the

communities we serve, it is our purpose to balance their

needs and help them prosper. It's that simple. Yet it is not

achieved without great effort. It's an integrated process that

encompasses our work ethic, integrity and resources, and

culminates in our mission: to increase wealth. At Heartland

Financial, contemporary community banking continues to

succeed. And as we succeed, we create reward.

Return on Equity

As of December 31
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John K. Schmidt, President, Dubuque Bank &
Trust, and Rick Dickinson, Director, Greater
Dubuque Development Corporation, are among
community leaders supporting a $188-million
Mississippi River recreational and cultural
development project, including America’s River,
which will have a POSITIVE IMPACT on
this Iowa community.
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HEARTLAND EXECUTIVES

Lynn B. Fuller
Chairman of the Board, President and
Chief Executive Officer

Kenneth J. Erickson
Executive Vice President, Chief Credit
Officer

John K. Schmidt
Executive Vice President, Chief
Financial Officer

Edward H. Everts

Senior Vice President, Operations

Douglas J. Horstmann
Senior Vice President, Lending

Mel E. Miller
Senior Vice President, Chief Investment

Officer
Paul J. Peckosh

Senior Vice President, Trust

Jacquie M. Manternach
Vice President, Finance

Janet M. Quick

Vice President, Finance

Lois K. Pearce
Vice President, Corporate Secretary and
Transfer Agent

HEARTLAND DIRECTORS

Lynn B. Fuller
Chairman of the Board

James F. Conlan
Director

John W. Cox, Jr.

Director

Mark C. Falb

Director

Thomas L. Flynn

Director

John K. Schmidt

Director

Robert Woodward

Director

MEMBER BANK DIRECTORS

DUBUQUE BANK AND TRUST
COMPANY
Directors
Richard C. Cody
James F. Conlan
James Etheredge
Denis D. Faber, M.D.
Mark C. Falb
Thomas L. Flynn
Lynn B. Fuller
Lynn S. Fuller
James P. Gantz
Charlie Glab
Sandra J. Hirstein
Robert J. Kehl
Ralph Manternach
Dolores McHugh, BVM
Jerry L. Murdock
John K. Schmidt
Robert Woodward
DB&T Directors Emeriti
J. B. Crahan
Thomas M. Flynn
Duncan Glab
R. D. McDonald
B. L. Murray
Robert F. Neuwoehner
Susan Rink, BVM

FIRST COMMUNITY BANK
Directors
Wayne C. Campbell
Robert C. Carson
Lynn B. Fuller
James E. Hankes
Joseph W. Kamps
Dr. Michael A. Klauser
Richard L. Lofton
Richard Logsdon, CPA
Paul D. Long
John H. Smith
FCB Directors Emeriti
George Eichacker, CPA
J. Agnew Rovane

GALENA STATE BANK AND TRUST
COMPANY
Directors
John W. Cox, Jr.
Lynn B. Fuller
Melvin L. Gratton
Terrance S. Heim
David Jansen
Jerry L. Murdock
John P. O’Boyle
Leo A. Oldenburg
James B. Vincent
GSB Directors Emeriti
Vincent A. Berning
Keith Clayton
Delbert Muehleip
Betty Rausch

NEW MEXICO BANK & TRUST
Directors
Nadyne C. Bicknell
George L. Clark
James A. Clark
Lynn B. Fuller
Dan Hardisty
John M. Jennings
R. Greg Leyendecker
Sherman McCorkle
Douglas G. Nichols
Ben F. Spencer

RIVERSIDE COMMUNITY BANK

Directors
Janyce L. Albert
Thomas E. Belmont
Willard C. Brenner
Steven J. Elsberg
Lynn B. Fuller
Burkhard Geissler
Scott A. Hendee
Theodore C. Klint
Dan G. Loescher
Peter T. Roche
Michael J. Rogers
Jean E. Vitale

WISCONSIN COMMUNITY BANK
Directors

James E. Bradley

David M. Fink

James L. Finley

Lynn B. Fuller

Clarence A. Peters, CPA

Robert A. Reffue

Carl W. Ross

Russell J. Schuler

Larry Swalheim

Kevin S. Tenpas

Harvey L. Wendel

Thomas J. Wilkinson

Robert O. Witte

Marshall D. (Bud) Zwygart
WCB Directors Emeriti

Galen C. Hartung

Chester G. Hoel

CITIZENS FINANCE CO.
Directors

James F. Conlan

Mark C. Falb

Thomas L. Flynn

Lynn B. Fuller

Lynn S. Fuller

Robert Woodward

ULTEA, INC.
Directors
Kenneth J. Erickson
Lynn B. Fuller
Keith J. Kreps
Robert O. Schlytter



CONSOLIDATED BALANCE SHEETS
December 31, 2002 and 2001 (Dollars in thousands, except per share data)

Notes 2002 2001

Assets:
Cash and due from banks 4 $ 61,106 § 45738
Federal funds sold and other short-term investments 39,886 47,812
Cash and cash equivalents 100,992 93,550
Time deposits in other financial institutions 1,677 564
Securities: 5

Trading, at fair value 915 1,528

Available for sale — at fair value (cost of $381,398 for 2002 and $318,342 for 2001) 389,900 323,689
Loans and leases: 6

Held for sale 23,167 26,967

Held to maturity 1,152,069 1,078,238
Allowance for loan and lease losses 7 (16,091) (14,660)
Loans and leases, net 1,159,145 1,090,545
Assets under operating leases 30,367 35,427
Premises, furniture and equipment, net 8 35,591 31,482
Other real estate, net 452 130
Goodwill 16,050 16,050
Core deposit premium and mortgage servicing rights 9 4,879 4,655
Other assets 46,011 46,444
TOTAL ASSETS $1,785,979 $1,644,064
Liabilities and Stockholders’ Equity:
LIABILITIES:
Deposits: 10

Demand $ 197,516 $160,742

Savings 511,979 493,374

Time 628,490 551,043
Total deposits 1,337,985 1,205,159
Short-term borrowings 11 161,379 160,703
Other borrowings 12 126,299 143,789
Accrued expenses and other liabilities 36,275 27,323
TOTAL LIABILITIES 1,661,938 1,536,974
STOCKHOLDERS' EQUITY: 16,17,18,19
Preferred stock (par value $1 per share; authorized, 184,000 shares, none issued or

outstanding) - -
Series A Junior Participating preferred stock (par value $1 per share; authorized,

16,000 shares, none issued or outstanding) - -
Common stock (par value $1 per share; authorized, 16,000,000 shares and

12,000,000 shares at December 31, 2002 and December 31, 2001, respectively;

issued 9,905,783 shares at December 31, 2002 and December 31, 2001) 9,906 9,906
Capital surplus 16,725 18,116
Retained earnings 94,048 79,107
Accumulated other comprehensive income 4,230 3,565
Treasury stock at cost

(59,369 shares at December 31, 2002, and 226,031 shares at December 31, 2001,

respectively) (868) (3,604)
TOTAL STOCKHOLDERS' EQUITY 124,011 107,090
TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY $1,785,979 $1,644,064

See accompanying Notes to Consolidated Financial Statements.



CONSOLIDATED STATEMENTS OF INCOME

For the years ended December 31, 2002, 2001 and 2000 (Dollars in thousands, except per share data)

Notes 2002 2001 2000

Interest Income:
Interest and fees on loans and leases 6 $ 83,553 $ 89,452 $ 87,653
Interest on securities:

Taxable 13,132 14,143 11,824

Nontaxable 2,157 1,790 1,814
Interest on federal funds sold 322 1,981 911
Interest on interest bearing deposits in other financial institutions 248 243 333
Total Interest Income 100,012 107,609 102,535
Interest Expense:
Interest on deposits 10 31,395 45,783 43,141
Interest on short-term borrowings 2,643 4,515 6,986
Interest on other borrowings 8,294 8,322 8,551
Total Interest Expense 42,332 58,620 58,678
NET INTEREST INCOME 57,680 48,989 43,857
Provision for loan and lease losses 7 3,553 4,258 2,976
Net interest income after provision for loan and lease losses 54,127 44,731 40,881
Noninterest Income:
Service charges and fees 8,089 6,308 5,357
Trust fees 3,407 3,148 3,088
Brokerage commissions 658 615 846
Insurance commissions 765 807 862
Securities gains, net 790 1,489 501
Loss on trading account securities (598) (417) -
Impairment loss on equity securities (267) (773) (244)
Rental income on operating leases 14,602 15,446 14,918
Gains on sale of loans 4,656 2,738 521
Valuation adjustment on mortgage servicing rights (469) - -
Other noninterest income 1,124 900 1,130
Total Noninterest Income 32,751 30,261 26,979
Noninterest Expenses:
Salaries and employee benefits 15 28,571 25,182 23,645
Occupancy 16 3,178 3,014 2,876
Furniture and equipment 3,273 3,144 2,989
Depreciation on equipment under operating leases 11,555 11,805 11,199
Outside services 4,318 3433 2,634
FDIC deposit insurance assessment 209 208 228
Advertising 1917 1,588 1,482
Goodwill amortization - 1,057 1,057
Core deposit premium amortization 495 615 757
Other noninterest expenses 9,255 8,287 7,203
Total Noninterest Expenses 62,771 58,333 54,070
Income before income taxes 24,113 16,659 13,790
Income taxes 14 7,523 5,530 4,211
INCOME FROM CONTINUING OPERATIONS 16,590 11129 9,579
Discontinued operations:

Income from operation of discontinued branch (including gain on sale of $2,602) 3,751 469 12
Income taxes 1,474 184 5

Income on discontinued operation 2,271 285 7
NET INCOME $ 18,867 $ 11,414 $ 9,586
EARNINGS PER COMMON SHARE - BASIC $ 1.93 $ 119 $ 1.00
EARNINGS PER COMMON SHARE - DILUTED $ 191 $ 1.18 $ 0.98
CASH DIVIDENDS DECLARED PER COMMON SHARE $ 0.40 $ 0.37 $ 0.36

See accompanying Notes to Consolidated Financial Statements.



CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY AND COMPREHENSIVE INCOME
For the years ended December 31, 2002, 2001 and 2000 (Dollars in thousands, except per share data)

Accumulated

Other

Common Capital Retained Comprehensive Treasury
Stock Surplus Earnings Income (Loss) Stock Total
Balance at January 1, 2000 $ 9707 $ 15,339 $ 65,132 $ (1511) $ (2094) $ 86573
Net Income — 2000 9,586 9,586
Unrealized gain (loss) on securities available for sale 4,003 4,003
Reclassification adjustment for net gains realized in net income 257 257
Income taxes (1,448) (1,448)
Comprehensive income 12,398
Cash dividends declared:

Common, $0.36 per share (3,465) (3.465)
Purchase of 291,501 shares of common stock (5,197) (5,197)
Sale of 322,937 shares of common stock 199 3,473 2,165 5,837
Balance at December 31, 2000 $ 9,906 $ 18812 $ 71,253 $ 1,301 $ (5126) $ 96,146
Net Income — 2001 11,414 11,414
Unrealized gain (loss) on securities available for sale 3,796 3,796
Unrealized gain (loss) on derivatives arising during the period,

net of reclassification of $46 350 350
Reclassification adjustment for net security gains realized in

net income (716) (716)
Income taxes (1,166) (1,166)
Comprehensive income 13,678
Cash dividends declared:

Common, $0.37 per share (3,560) (3,560)
Purchase of 79,256 shares of common stock (1,026) (1,026)
Sale of 140,798 shares of common stock (696) 2,548 1,852
Balance at December 31, 2001 $ 9,906 $ 18,116 $ 79,107 $ 3,565 $ (3,604 $ 107,090
Net Income — 2002 18,867 18,867
Unrealized gain (loss) on securities available for sale 3,630 3,630
Unrealized gain (loss) on derivatives arising during the period,

net of reclassification of $667 (2,100) (2,100)
Reclassification adjustment for net security gains realized in

net income (523) (523)
Income taxes (342) (342)
Comprehensive income 19,532
Cash dividends declared:

Common, $0.40 per share (3,926) (3,926)
Purchase of 95,543 shares of common stock (1,348) (1,348)
Sale of 262,205 shares of common stock (1,391) 4,084 2,693
BALANCE AT DECEMBER 31, 2002 $ 9,906 $ 16,725 $ 94,048 $ 4230 $ (868) $ 124,041

See accompanying Notes to Consolidated Financial Statements.



CONSOLIDATED STATEMENTS OF CASH FLOWS
For the years ended December 31, 2002, 2001 and 2000 (Dollars in thousands)

2002 2001 2000
Cash Flows from Operating Activities:
Net income $ 18,867 $ 144 $ 9,586
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 15,203 16,616 16,167
Provision for loan and lease losses 3,553 4,283 3,301
Provision for income taxes less than (in excess of) payments 1,996 (635) 4
Net amortization (accretion) of premium (discount) on securities 4,420 1,285 (39)
Securities gains, net (790) (1,489) (501)
(Increase) decrease in trading account securities 613 (1,528) -
Loss on impairment of equity securities 267 773 244
Loans originated for sale (278,650) (207,332) (42,991)
Proceeds on sales of loans 287,106 201,565 36,273
Net gain on sales of loans (4,656) (2,738) (521)
Decrease (increase) in accrued interest receivable 235 1,603 (4,091)
Increase (decrease) in accrued interest payable 491 (1,597) 2,641
Other, net 199 (4,923) (4,119
Net cash provided by operating activities 48,854 17,297 15,991
Cash Flows from Investing Activities:
Purchase of time deposits (1,068) - (600)
Proceeds on maturities of time deposits 3 959 5,180
Proceeds from the sale of securities available for sale 47,086 65,010 34,442
Proceeds from the maturity of and principal paydowns on securities held to maturity - - 6,353
Proceeds from the maturity of and principal paydowns on securities available for sale 151,099 109,436 48,260
Purchase of securities available for sale (263,566) (267,354) (81,918)
Net increase in loans and leases (109,282) (55,118) (132,761)
Purchase of bank-owned life insurance policies - (8,568) -
Increase in assets under operating leases (6,495) (11,663) (11,409)
Capital expenditures (7,398) (4,602) (3,647)
Cash and cash equivalents received for sale of operation 30,469 - -
Net cash and cash equivalents received in acquisition of subsidiaries - - 18,603
Net cash received from minority interest stockholders - - 780
Proceeds on sale of OREQ and other repossessed assets 1,192 790 815
Net cash used by investing activities (157,960) (171,110) (115,902)
Cash Flows from Financing Activities:
Net increase in demand deposits and savings accounts 58,758 111,338 26,090
Net increase (decrease) in time deposit accounts 71,802 (7,492) 111,248
Net increase in short-term borrowings 676 20,794 25,795
Proceeds from other borrowings 7,840 69,381 26,463
Repayments of other borrowings (25,330) (28,448) (32,308)
Purchase of treasury stock (1,348) (1,026) (5,197
Proceeds from sale of common stock 2,076 1,689 19
Dividends (3,926) (3,560) (3,465)
Net cash provided by financing activities 116,548 162,676 148,645
Net increase in cash and cash equivalents 7,442 8,863 48,734
Cash and cash equivalents at beginning of year 93,550 84,687 35,953
Cash and cash equivalents at end of period $ 100,992 $ 93,550 $ 84,687
Supplemental disclosures:
Cash paid for income/franchise taxes $ 6,648 $ 6,365 $ 3,890
Cash paid for interest $ 41,81 $ 61,790 $ 57,068
Securities held to maturity transferred to securities available for sale $ - $ 2154 $ -
Acquisitions:
Assets acquired $ - $ - $ 119,837
Cash paid for purchase of stock $ - $ - $ (14,364)
Cash acquired - - 32,967
Net cash received for acquisitions $ - $ - $ 18,603
Notes issued for acquisition $ - $ - $ 3,820
Common stock issued for acquisition $ - $ - $ 5773

See accompanying Notes to Consolidated Financial Statements.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

One

Summary of Significant Accounting Policies

Nature of Operations — Heartland Financial USA, Inc. (“Heart-
land”) is a multi-bank holding company primarily operating full-
service retail banking offices in Dubuque and Lee Counties in
Towa; Jo Daviess, Hancock and Winnebago Counties in Illinois;
Dane, Green, Sheboygan and Brown Counties in Wisconsin; and
Bernalillo, Curry and Santa Fe Counties in New Mexico, serving
communities in and around those counties. The principal serv-
ices of Heartland, through its subsidiaries, are FDIC-insured
deposit accounts and related services, and loans to businesses
and individuals. The loans consist primarily of commercial and
commercial real estate and residential real estate.

Principles of Presentation — The consolidated financial state-
ments include the accounts of Heartland and its subsidiaries:
Dubuque Bank and Trust Company; Galena State Bank and
Trust Company; Riverside Community Bank; Wisconsin Com-
munity Bank; New Mexico Bank & Trust; First Community
Bank; Citizens Finance Co.; ULTEA, Inc.; DB&T Insurance,
Inc.; DB&T Community Development Corp.; DBT Investment
Corporation; Heartland Capital Trust I; Heartland Capital Trust
IT and Heartland Financial Statutory Trust II. All of Heartland’s
subsidiaries are wholly-owned except for New Mexico Bank &
Trust, of which Heartland was an 86.47% owner on December
31, 2002. All significant intercompany balances and transactions
have been eliminated in consolidation.

The consolidated financial statements have been prepared in
accordance with accounting principles generally accepted in the
United States of America and prevailing practices within the
banking industry. In preparing such financial statements, manage-
ment is required to make estimates and assumptions that affect
the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities as of the date of the balance sheet
and revenues and expenses for the period. Actual results could
differ significantly from those estimates. Material estimates that
are particularly susceptible to significant change relate to the
determination of the allowance for loan and lease losses.

Trading Account Securities — Trading securities represent those
securities Heartland intends to actively trade and are stated

at fair value with changes in fair value reflected in noninterest
income. During the first quarter of 2001, Heartland began
purchasing securities, on a limited basis, with the intent of
actively trading those securities.

Securities Available for Sale — Available for sale securities
consist of those securities not classified as held to maturity

or trading, which management intends to hold for indefinite
periods of time or that may be sold in response to changes

in interest rates, prepayments or other similar factors. Such
securities are stated at fair value with any unrealized gain or loss,
net of applicable income tax, reported as a separate component
of stockholders’ equity. Security premiums and discounts are
amortized/accreted using the interest method over the period
from the purchase date to the maturity or call date of the
related security. Gains or losses from the sale of available for
sale securities are determined based upon the adjusted cost of
the specific security sold. Unrealized losses judged to be other
than temporary are charged to operations for both securities
available for sale and securities held to maturity.

Securities Held to Maturity — Securities which Heartland has
the ability and positive intent to hold to maturity are classified
as held to maturity. Such securities are stated at amortized
cost, adjusted for premiums and discounts that are amortized/
accreted using the interest method over the period from the
purchase date to the maturity date of the related security.

Loans and Leases — Interest on loans is accrued and credited

to income based primarily on the principal balance outstanding.
Income from leases is recorded in decreasing amounts over the
term of the contract resulting in a level rate of return on the
lease investment. The policy of Heartland is to discontinue the
accrual of interest income on any loan or lease when, in the
opinion of management, there is a reasonable doubt as to the
timely collection of the interest and principal. When interest
accruals are deemed uncollectible, interest credited to income in
the current year is reversed and interest accrued in prior years is
charged to the allowance for loan and lease losses. Nonaccrual
loans and leases are returned to an accrual status when, in the
opinion of management, the financial position of the borrower
indicates that there is no longer any reasonable doubt as to the
timely payment of interest and principal.

Under Heartland’s credit policies, all nonaccrual and restruc-
tured loans are defined as impaired loans. Loan impairment is
measured based on the present value of expected future cash
flows discounted at the loan’s effective interest rate, except
where more practical, at the observable market price of the loan
or the fair value of the collateral if the loan is collateral dependent.

Net nonrefundable loan and lease origination fees and
certain direct costs associated with the lending process are
deferred and recognized as a yield adjustment over the life of
the related loan or lease.

Loans held for sale are stated at the lower of aggregate cost
or estimated fair value. Loans are sold on a nonrecourse basis
with either servicing released or retained, and gains and losses
are recognized based on the difference between sales proceeds
and the carrying value of the loan.

Allowance for Loan and Lease Losses — The allowance for loan
and lease losses is maintained at a level estimated by manage-
ment to provide for known and inherent risks in the loan and
lease portfolios. The allowance is based upon a continuing
review of past loan and lease loss experience, current economic
conditions, volume growth, the underlying collateral value of
the loans and leases and other relevant factors. Loans and leases
which are deemed uncollectible are charged off and deducted
from the allowance. Provisions for loan and lease losses and
recoveries on previously charged-off loans and leases are added
to the allowance.

Premises, Furniture and Equipment — Premises, furniture and
equipment are stated at cost less accumulated depreciation. The
provision for depreciation of premises, furniture and equipment
is determined by straight-line and accelerated methods over the
estimated useful lives of 18 to 39 years for buildings, 15 years for
land improvements and 3 to 7 years for furniture and equipment.

Other Real Estate — Other real estate represents property
acquired through foreclosures and settlements of loans. Property
acquired is carried at the lower of the principal amount of the
loan outstanding at the time of acquisition, plus any acquisition
costs, or the estimated fair value of the property, less disposal
costs. The excess, if any, of such costs at the time acquired over
the fair value is charged against the allowance for loan and lease
losses. Subsequent write downs estimated on the basis of later
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evaluations, gains or losses on sales and net expenses incurred in
maintaining such properties are charged to operations.

Intangible Assets — Intangible assets consist of goodwill, core
deposit premiums and mortgage servicing rights. Goodwill repre-
sents the excess of the purchase price of acquired subsidiaries’
net assets over their fair value. On July 1, 2001, Heartland
adopted Financial Accounting Standards Board Statement No.
142 (FAS 142), “Goodwill and Other Intangible Assets.” On
September 30, 2002, Heartland adopted Financial Accounting
Standards Board Statement No. 147 (FAS 147), “Acquisitions of
Certain Financial Institutions.” FAS 142 and 147 eliminates amor-
tization of goodwill associated with business combinations. All
goodwill amortization was discontinued during 2002. Heartland
assesses goodwill for impairment annually, and more frequently
in the presence of certain circumstances. Impairment exists when
the carrying amount of the goodwill exceeds its implied fair value.

Core deposit premiums are amortized over ten years on an
accelerated basis. Periodically, Heartland reviews the intangible
assets for events or circumstances that may indicate a change
in the recoverability of the underlying basis, except mortgage
servicing rights which are reviewed quarterly.

Mortgage servicing rights associated with loans originated
and sold, where servicing is retained, are capitalized. The values
of these capitalized servicing rights are amortized in relation
to the servicing revenue expected to be earned. The carrying
values of these rights are periodically reviewed for impairment.
For purposes of measuring impairment, the rights are stratified
into certain risk characteristics including loan type, note rate,
prepayment trends and external market factors. A valuation
allowance of $469 thousand was required as of December 31,
2002, and no valuation allowance was required as of December
31, 2001.

The following table summarizes the changes in capitalized
mortgage loan servicing rights:

(Dollars in thousands)

2002 2001
Balance, beginning of year $ 1174 § 556
Originations 2,499 1,626
Amortization (761) (1,008)
Valuation allowance (469) -
Balance, end of year $ 243 $ 1174

Mortgage loans serviced for others were $395.1 million and
$268.6 million as of December 31, 2002 and 2001, respectively.
Custodial escrow balances maintained in connection with the
loan servicing portfolio were approximately $1.8 million and
$1.2 million as of December 31, 2002 and 2001, respectively.

Income Taxes — Heartland and its subsidiaries file a consolidated
federal income tax return. Heartland and its subsidiaries file
separate income or franchise tax returns as required by the
various states.

Heartland has a tax allocation agreement which provides
that each subsidiary of the consolidated group pay a tax liability
to, or receive a tax refund from Heartland, computed as if the
subsidiary had filed a separate return.

Heartland recognizes certain income and expenses in
different time periods for financial reporting and income tax
purposes. The provision for deferred income taxes is based on
an asset and liability approach and represents the change in
deferred income tax accounts during the year, including the effect

of enacted tax rate changes. Deferred tax assets are recognized
if their expected realization is “more likely than not.”

Treasury Stock — Treasury stock is accounted for by the cost
method, whereby shares of common stock reacquired are
recorded at their purchase price.

Trust Department Assets — Property held for customers in
fiduciary or agency capacities is not included in the accompany-
ing consolidated balance sheets, as such items are not assets of
the Heartland banks.

Earnings Per Share — Amounts used in the determination of basic

and diluted earnings per share for the years ended December 31,
2002, 2001 and 2000 are shown in the table below:

(Dollars in thousands)

2002 2001 2000
Income from continuing operations  $ 16,590  $ 11,129 § 9,579
Discontinued operations:
Income from operations
of discontinued branch
(including gain on sale
of $2,602) 3,751 469 12
Income taxes 1,474 184 5
Income from discontinued operations 2,277 285 7
Net income $18,867 $11414 $ 9,586
Weighted average common
shares outstanding for basic
earnings per share" 9,792 9,602 9,628
Assumed incremental common
shares issued upon exercise
of stock options'" 64 103 130
Weighted average common shares
for diluted earnings per share'" 9,856 9,705 9,758
Eamings per common share —basic $ 193 § 119 $§ 1.00
Earnings per common share — diluted 1.91 1.18 0.98
Adjusted earnings per share from
continuing operations — basic” 1.69 1.16 0.99
Adjusted earnings per share from
continuing operations — diluted®” 1.68 1.15 0.98
Earnings per common share —basic®  1.93 1.30 1.1
Earnings per common share — diluted” 1.91 1.28 1.09
Adjusted earnings per share from
continuing operations — basic® 1.69 1.27 1.10
Adjusted earnings per share from
continuing operations — diluted" 1.68 1.26 1.09

On thousands.

@Excludes the discontinued operations of our Eau Claire branch
and the related gain on sale in the fourth quarter of 2002.

PExcludes goodwill amortization discontinued with the adoption
of FAS 142 on January 1, 2002, and the adoption of FAS 147
on September 30, 2002.

@Excludes goodwill amortization discontinued with the adoption
of FAS 142 on January 1, 2002, and the adoption of FAS 147
on September 30, 2002, and the discontinued operations of our
Eau Claire branch and the related gain on sale in the fourth
quarter of 2002.



Cash Flows — For purposes of reporting cash flows, cash and
cash equivalents include cash on hand, amounts due from banks,
federal funds sold and other short-term investments. Generally,
federal funds are purchased and sold for one-day periods.

Effect of New Financial Accounting Standards — In June 2001,
the Financial Accounting Standards Board (“FASB”) issued State-
ment No. 143 (FAS 143), “Accounting for Asset Retirement
Obligations,” which addresses the recognition and measurement
of obligations with the retirement of tangible long-lived assets.
FAS 143 is effective January 1, 2003, with early adoption per-
mitted. Heartland adopted FAS 143 effective January 1, 2003,
and the adoption of the Statement did not have a material
effect on the financial statements.

In July 2001, the FASB issued Statement No. 141, “Business
Combinations,” (FAS 141) and Statement No. 142, “Goodwill
and Other Intangible Assets” (FAS 142). FAS 141 requires that
the purchase method of accounting be used for all business com-
binations initiated after June 30, 2001, as well as all purchase
method business combinations completed after June 30, 2001.
FAS 141 also specifies criteria that intangible assets acquired
in a purchase method business combination must meet to be
recognized and reported apart from goodwill. FAS 142 requires
that goodwill and intangible assets with indefinite useful lives no
longer be amortized, but instead tested for impairment at least
annually in accordance with the provisions of FAS 142. FAS 142
also requires that intangible assets with definite useful lives be
amortized over their respective estimated useful lives to their
estimated residual values, and reviewed for impairment. Heart-
land adopted the provisions of FAS 141 immediately, and FAS
142 effective January 1, 2002. Goodwill and intangible assets
acquired in business combinations completed before July 1, 2001,
continued to be amortized and tested for impairment in accor-
dance with the appropriate pre-FAS 142 accounting requirements
prior to adoption of FAS 142.

In October 2002, the FASB issued Statement No. 147 (FAS
147), “Acquisitions of Certain Financial Institutions,” which
amends Statement No. 72 (FAS 72), “Accounting for Certain
Acquisitions of Banking or Thrift Institutions,” and no longer
requires the separate recognition and subsequent amortization
of goodwill. FAS 147 also amends Statement No. 144 (FAS
144), “Accounting for the Impairment or Disposal of Long-
Lived Assets,” to include in its scope core deposit intangibles.

(Dollars in thousands, except earnings per share data)

Heartland adopted FAS 147 on September 30, 2002. As of
December 31, 2002, Heartland had unamortized goodwill in the
amount of $16.1 million and unamortized core deposit premiums
in the amount of $2.4 million. Amortization expense related to
goodwill was $1.1 million for the years ended December 31,
2001 and 2000. Amortization expense related to core deposit
intangible assets was $495, $615 and $757 thousand for the
years ended December 31, 2002, 2001 and 2000, respectively.

The table below reconciles reported earnings for the years
ended December 31, 2002, 2001 and 2000, to “adjusted” earn-
ings, which exclude goodwill amortization.

In August 2001, the FASB issued Statement No. 144,
“Accounting for the Impairment or Disposal of Long-Lived
Assets,” which supersedes both Statement No. 121, “Accounting
for the Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of,” and the accounting and reporting
provisions of Accounting Principles Board (APB) Opinion No.
30, “Reporting the Results of Operations—Reporting the Effects
of Disposal of a Segment of a Business, and Extraordinary,
Unusual and Infrequently Occurring Events and Transactions,”
for the disposal of a segment of a business (as previously defined
in that Opinion). FAS 144 retains the fundamental provisions
in FAS 121 for recognizing and measuring impairment losses on
long-lived assets held for use and long-lived assets to be disposed
of by sale, while also resolving significant implementation issues
associated with FAS 121. For example, FAS 144 provides guid-
ance on how a long-lived asset that is used as part of a group
should be evaluated for impairment, establishes criteria for when
a long-lived asset is held for sale, and prescribes the accounting
for a long-lived asset that will be disposed of other than by sale.
FAS 144 retains the basic provisions of Opinion No. 30 on how
to present discontinued operations in the income statement but
broadens that presentation to include a component of an entity
(rather than a segment of a business). Unlike FAS 121, an impair-
ment assessment under FAS 144 will never result in a write-down
of goodwill. Rather, goodwill is evaluated for impairment under
FAS 142. Heartland adopted FAS 144 effective January 1, 2002,
and applied FAS 144 to the sale of Wisconsin Community Bank'’s
branch in Eau Claire, Wisconsin.

In June 2002, the FASB issued Statement No. 146 (FAS 146),
“Accounting for Costs Associated with Exit or Disposal Activities,”
which addresses financial accounting and reporting of costs

Year
Ended
Dec. 31,
2002 Year Ended Dec. 31, 2001 Year Ended Dec. 31, 2000
Reported Reported Goodwill “Adjusted” Reported Goodwill “Adjusted”
Earnings Earnings Amort. Eamings Earnings  Amort.  Eamnings
Income from continuing operations before taxes $ 24113 $ 16659 § 1,057 $17716 § 13790 $ 1,057 $14,847
Income taxes 7,523 5,530 - 5,530 4211 - 4,211
Income from continuing operations $ 16590 $ 11,129 § 1057 $12186 § 9579 $§ 1,067 $10,636
Net income $ 1887 $ 11,414 § 1057 $ 12471 § 9586 $ 1,067 $10,643
Earnings from continuing operations per share — basic $ 169%$ 1168 011$ 127¢$ 099§ 011§ 1M
Earnings from continuing operations per common share —diluted $ 168 $ 115 § 011 § 126 $§ 098 $§ 011 § 1.09
Earnings per share — basic $ 193¢%$ 119¢ 011§ 130 % 100 $ 011§ 110
Earnings per share — diluted $ 199%$ 118¢ o1 §$ 128§ 098 $ 011§ 109
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associated with exit or disposal activities. Under FAS 146, such
costs will be recognized when the liability is incurred, rather than
at the date of the commitment to an exit plan. FAS 146 is effec-
tive for exit or disposal activities that are initiated after December
31, 2002, with early adoption permitted. Heartland adopted
FAS 146 on January 1, 2003, and the adoption of the Statement
did not have a material effect on the financial statements.

In November of 2002, the FASB issued Interpretation No.
45 (FIN 45), “Guarantor’s Accounting and Disclosure Require-
ments for Guarantees, Including Indirect Guarantees of Indebt-
edness of Others.” This Interpretation describes the disclosures
to be made by a guarantor in interim and annual financial state-
ments about obligations under certain guarantees the guarantor
has issued. It also clarifies that a guarantor is required to recog-
nize, at the inception of a guarantee, a liability for the fair value
of the obligation undertaken in issuing the guarantee. The initial
recognition and measurement provisions of FIN 45 are applicable
on a prospective basis to guarantees issued or modified after
December 31, 2002. The adoption of FIN 45 will not have a
material effect on Heartland’s financial statements. Heartland
adopted the disclosure provisions of FIN 45 effective December
31, 2002.

In December 2002, the FASB issued Statement No. 148
(FAS 148), “Accounting for Stock-Based Compensation — Tran-
sition and Disclosure,” an amendment to FASB Statement 123.
FAS 148 provides alternative methods of transition for a volun-
tary change to the fair value based method of accounting for
stock-based employee compensation. In addition, FAS 148 amends
the disclosure requirements of FAS 123 to require more promi-
nent disclosures in both annual and interim financial statements
about the method used on reported results. FAS 148 is effective
for financial statements for fiscal years ending after December
15, 2002. Heartland has adopted the disclosure provisions of
FAS 148.

In January 2003, the FASB issued Interpretation No. 46
(FIN 46), “Consolidation of Variable Interest Entities.” FIN 46
clarifies the application of Accounting Research Bulletin No. 51,
“Consolidated Financial Statements,” to certain entities in which
equity investors do not have the characteristics of a controlling
interest. The recognition and measurement provisions of this
Interpretation are effective for newly created variable interest
entities formed after January 31, 2003, and for existing variable
interest entities, on the first interim or annual reporting period
beginning after June 15, 2003. Heartland adopted the disclosure
provisions of FIN 46 effective December 31, 2002, and will
adopt the provisions of FIN 46 for newly formed variable interest
entities effective January 31, 2003, which will not have a material
effect on Heartland’s financial statements. Heartland has three
existing variable interest entities related to low income housing
partnerships and will adopt the provisions of FIN 46 for those
entities on July 1, 2003. The total amount of assets in these
entities at December 31, 2002, was approximately $4.5 million.

Stock-Based Compensation — Heartland applies APB Opinion
No. 25 in accounting for its Stock Option Plan and, accordingly,
no compensation cost for its stock options has been recognized
in the financial statements. Had Heartland determined compen-
sation cost based on the fair value at the grant date for its stock
options under FAS 148, Heartland’s net income would have
been reduced to the pro forma amounts indicated as follows:

(Dollars in thousands, except earnings per share data)

2002 2001 2000

Net income as reported $18,.867 $11414 $ 9,586
Pro forma 18,619 11,112 9,231
Earnings per share — basic as

reported $ 193 $ 119 § 100
Pro forma 1.90 1.16 0.96
Earnings per share — diluted

as reported $ 1917 $§ 118 § 098
Pro forma 1.89 1.14 0.95

Pro forma net income only reflects options granted in 2002,
2001, 2000, 1999, 1998, 1997 and 1996. Therefore, the full
impact of calculating compensation cost for stock options under
FAS 123 is not reflected in the pro forma net income amounts
presented above because compensation is reflected over the
options’ vesting period, and compensation cost for options
granted prior to January 1, 1996, is not considered.

Reclassifications — Certain reclassifications have been made to
prior periods’ consolidated financial statements to place them
on a basis comparable with the current period’s consolidated
financial statements.

Two

Discontinued Operations

On December 15, 2002, Heartland sold the assets and liabilities
of its Eau Claire, Wisconsin, branch of Wisconsin Community
Bank due to the fact that the branch did not achieve critical
mass in the marketplace. The sale allows Heartland to redirect
assets to markets where the assets can be more productively
and profitably employed. Loans sold totaled $34.3 million and
deposits assumed by the buyer totaled $6.7 million. As part of
the sale agreement, Wisconsin Community Bank subsequently
purchased loans of $4.3 million from the buyer. Prior to the
application of the direct costs of $133 thousand, the transaction
resulted in a gain on sale of $1.6 million, net of tax. These
amounts are included in the line item “Income from operation
of discontinued branch.” The branch’s pretax profit or loss, for
the periods presented, is also reflected in this line item. Addi-
tionally, included in this line item are the following amounts

of net interest income for the branch for the years ended
December 31, 2002, 2001 and 2000, respectively: $1.2 million,
$906 thousand and $684 thousand.

Three

Acquisitions

Heartland regularly explores opportunities for acquisitions of
financial institutions and related businesses. Generally, manage-
ment does not make a public announcement about an acquisition
opportunity until a definitive agreement has been signed.

In February of 2003, Heartland entered into an agreement
with a group of Arizona business leaders to establish a new bank
in Mesa. Pending regulatory approval, the new bank is expected
to begin operations in the summer of 2003. Heartland’s portion
of the $15.0 million initial capital investment is $12.0 million.



Heartland intends to fund this transaction through its revolving
credit line.

On January 1, 2000, Heartland completed its acquisition of
National Bancshares, Inc., the one-bank holding company of First
National Bank of Clovis in New Mexico. First National Bank of
Clovis had four locations in the New Mexico communities of
Clovis and Melrose, with $120.1 million in assets and $97.5
million in deposits at December 31, 1999. The total purchase
price for National Bancshares, Inc. was $23.1 million, of which
$5.8 million was paid in common stock of Heartland to National
Bancshares, Inc.’s Employee Stock Ownership Plan and $3.8
million in notes payable over three or five years, at the stock-
holders’ discretion, bearing interest at 7.00%. As provided in the
merger agreement, participants in the Employee Stock Owner-
ship Plan elected to receive a cash payment totaling $4.6 million
for 255,180 of the 319,009 shares of Heartland’s common stock
originally issued to them. Heartland merged First National Bank
of Clovis into its New Mexico bank subsidiary, New Mexico
Bank & Trust, immediately after the closing of the National
Bancshares, Inc. acquisition. As a result of this affiliate bank
merger, Heartland’s ownership in New Mexico Bank & Trust
increased from its initial 80% to approximately 88%. The acqui-
sition of National Bancshares, Inc. has been accounted for as a
purchase; accordingly, the results of operations of First National
Bank of Clovis are included in the consolidated financial state-
ments from the acquisition date. The resultant acquired deposit
base intangible of $2.0 million is being amortized over a period
of 10 years.

Four

Cash and Due from Banks

The Heartland banks are required to maintain certain average
cash reserve balances as a member of the Federal Reserve
System. The reserve balance requirements at December 31,
2002 and 2001, were $5.2 and $3.3 million, respectively.

Five
Securities

The amortized cost, gross unrealized gains and losses and
estimated fair values of available for sale securities as of
December 31, 2002 and 2001, are summarized as follows:

(Dollars in thousands)

Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses  Value
2002
Securities available for sale:
U.S. government
corporations and
agencies and treasuries $ 98,088 § 3,251 § - $101,339
Mortgage-backed
securities 185,216 2,353 (251) 187,318
Obligations of states and
political subdivisions 67,810 3,648 67) 71,39
Total debt securities 351,114 9,252 (318) 360,048
Equity securities 30,284 157 (589) 29,852

TOTAL $381,398 § 9409 $  (907) $389,900

(Dollars in thousands)

Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
2001
Securities available for sale:
U.S. government
corporations and
agencies and treasuries $ 76,797 § 2543 $§  (106) § 79,234
Mortgage-backed
securities 182,179 1,764 (282) 183,661
Obligations of states and
political subdivisions 29,493 1,575 (120) 30,948
Corporate debt securities 521 2 - 523
Total debt securities 288,990 5,884 (508) 294,366
Equity securities 29,352 262 (291) 29,323
TOTAL $318342 $ 6,146 $  (799) $323,689

The amortized cost and estimated fair value of debt securities
available for sale at December 31, 2002, by estimated maturity,
are as follows. Expected maturities will differ from contractual
maturities because issuers may have the right to call or prepay
obligations with or without penalties.

(Dollars in thousands)
Estimated
Amortized  Fair
Cost Value
Securities available for sale:
Due in 1 year or less $ 97,242 $ 98,432
Due in 1 to 5 years 170,371 174,596
Due in 5 to 10 years 40,143 41,683
Due after 10 years 43,358 45,337
TOTAL $351,114 $360,048

As of December 31, 2002, securities with a fair value of $200.3
million were pledged to secure public and trust deposits, short-
term borrowings and for other purposes as required by law.

Gross gains and losses related to sales of securities for the
years ended December 31, 2002, 2001 and 2000, are summa-
rized as follows:

(Dollars in thousands)
2002 2001 2000
Securities sold:
Proceeds from sales $46,796 $65010 $ 34,442
Gross security gains 9 2,233 1,084
Gross security losses 151 744 583

During the years ended December 31, 2002 and 2001, Heart-
land incurred other than temporary impairment losses of $267
and $773 thousand on equity securities available for sale.
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Six
Loans and Leases

Loans and leases as of December 31, 2002 and 2001, were as
follows:

(Dollars in thousands)

2002 2001

Loans:
Commercial and commercial real estate $ 743520 § 651479
Residential mortgage 145,931 168,912
Agricultural and agricultural real estate 155,596 145,460
Consumer 120,853 127,874
Loans, gross 1,165,900 1,093,725
Unearned discount (2,161) (3,457
Deferred loan fees (811) (633)
Loans, net 1,162,928 1,089,635
Direct financing leases:

Gross rents receivable 9,765 13,129

Estimated residual value 4,336 4921

Unearned income (1,793) (2,480)
Direct financing leases, net 12,308 15,570
Allowance for loan and lease losses (16,091) (14,660)

LOANS AND LEASES, NET $ 1,159,145 § 1,090,545

Direct financing leases receivable are generally short-term
equipment leases. Future minimum lease payments as of
December 31, 2002, were as follows: $4.4 million for 2003,
$4.0 million for 2004, $3.2 million for 2005, $1.2 million for
2006, $924 thousand for 2007 and $353 thousand thereafter.

As Dubuque Bank and Trust Company is the largest sub-
sidiary of Heartland, the majority of the loan portfolio is con-
centrated in northeast Iowa, northwest Illinois and southwest
Wisconsin.

Loans and leases on a nonaccrual status amounted to $3.9
and $7.3 million at December 31, 2002 and 2001, respectively.
The allowance for loan and lease losses related to these nonac-
crual loans was $774 thousand and $2.0 million, respectively.
All loans were subject to a related allowance at December 31,
2002, and December 31, 2001, as Heartland’s allowance ade-
quacy methodology identifies a specific allocation for each
credit. The average balances of nonaccrual loans for the years
ended December 31, 2002, 2001 and 2000, were $6.3, $7.0
and $3.2 million, respectively. For the years ended December
31, 2002, 2001 and 2000, interest income which would have
been recorded under the original terms of these loans and leases
amounted to approximately $272, $557 and $323 thousand,
respectively, and interest income actually recorded amounted
to approximately $57, $188 and $107 thousand, respectively.

Loans and leases on a restructured status amounted to $0
and $354 thousand at December 31, 2002 and 2001, respectively.
The allowance for loan and lease losses related to these nonac-
crual loans was $0 and $150 thousand for the same periods. All
loans were subject to a related allowance at December 31, 2002
and 2001, as Heartland’s allowance adequacy methodology iden-
tifies a specific allocation for each credit. The average balances
of restructured loans for the years ended December 31, 2002,
2001 and 2000, were $119, $355 and $367 thousand, respec-
tively. For the years ended December 31, 2002, 2001 and 2000,
interest income which would have been recorded under the

original terms of these loans and leases amounted to approxi-
mately $9, $32 and $28 thousand, respectively, and interest
income actually recorded amounted to approximately $9, $9
and $28 thousand, respectively.

Loans are made in the normal course of business to direc-
tors, officers and principal holders of equity securities of Heart-
land. The terms of these loans, including interest rates and
collateral, are similar to those prevailing for comparable trans-
actions and do not involve more than a normal risk of collecti-
bility. Changes in such loans during the year ended December
31, 2002 and 2001, were as follows:

(Dollars in thousands)

2002 2001
Balance, beginning of year $26,912 § 24433
Advances 24,357 46,935
Repayments (19,328) (44,456)
Balance, end of year $31,941 $ 26912

Seven

Allowance for Loan and Lease Losses

Changes in the allowance for loan and lease losses for the years

ended December 31, 2002, 2001 and 2000, were as follows:
(Dollars in thousands)

2002 2001 2000

Balance, beginning of year $14660 $13592 §$10844
Provision for loan and lease losses

from continuing operations 3,553 4,258 2,976
Provision for loan and lease losses

from discontinued operations (329) 25 325
Recoveries on loans and leases

previously charged off 1,410 542 585
Loans and leases charged off (3,203) (3,757) (2,280)
Additions related to acquisitions - - 1,142
BALANCE, END OF YEAR $16,091 $14660 $ 13,592

Eight
Premises, Furniture and Equipment

Premises, furniture and equipment as of December 31, 2002
and 2001, were as follows:

(Dollars in thousands)
2002 2001

Land and land improvements $ 6610 §$ 5279
Buildings and building improvements 29,899 26,144
Furniture and equipment 20,960 19,428
Total 57,469 50,851
Less accumulated depreciation (21,878) (19,369)
PREMISES, FURNITURE AND

EQUIPMENT, NET $35591 $ 31482

Depreciation expense on premises, furniture and equipment
was $2.8 million for 2002, $2.7 million for 2001 and $2.7
million for 2000.



Nine
Intangible Assets

The gross carrying amount of intangible assets and the associated
accumulated amortization at December 31, 2002 and 2001, are
presented in the tables below.

(Dollars in thousands)
December 31, 2002

Gross
Carrying Accumulated
Amount Amortization

Intangible assets:

Core deposit premium $ 4492 § 2,0
Mortgage servicing rights 3,346 903
TOTAL $ 7838 $ 2,959
UNAMORTIZED INTANGIBLE ASSETS $ 4,819

(Dollars in thousands)
December 31, 2001

Gross
Carrying Accumulated
Amount Amortization

Intangible assets:

Core deposit premium $ 4492 § 1,561
Mortgage servicing rights 1,963 239
TOTAL $ 6455 $ 1,800
UNAMORTIZED INTANGIBLE ASSETS $ 4,655

Projections of amortization expense for mortgage servicing rights
are based on existing asset balances and the existing interest rate
environment as of December 31, 2002. What Heartland actually
experiences may be significantly different depending upon
changes in mortgage interest rates and market conditions. The
following table shows the estimated future amortization expense
for amortizable intangibles assets:

(Dollars in thousands)

Core Mortgage
Deposit  Servicing
Premium Rights Total
Year Ended December 31,
2003 § 404 § 698 § 1102
2004 353 582 935
2005 353 465 818
2006 353 349 702
2007 353 232 585

Ten

Deposits

The aggregate amount of time certificates of deposit in denomi-
nations of one hundred thousand dollars or more as of December
31, 2002 and 2001, were $126.2 and $111.5 million, respectively.
At December 31, 2002, the scheduled maturities of time certifi-
cates of deposit were as follows:

(Dollars in thousands)

2002
2003 $ 313,230
2004 103,774
2005 83,550
2006 27,281
2007 100,221
Thereafter 434
TOTAL $ 628,490

Interest expense on deposits for the years ended December 31,
2002, 2001 and 2000, was as follows:

(Dollars in thousands)
2002 2001 2000

Savings and money market

accounts $ 6530 $11,858 $ 13,866
Time certificates of deposit in

denominations of $100,000

or more 4,505 8,220 6,001
Other time deposits 20,360 25,705 23,274
INTEREST EXPENSE ON

DEPOSITS $31,395 $45783 $ 43,141

Eleven

Short-Term Borrowings
Short-term borrowings as of December 31, 2002 and 2001,

were as follows:

(Dollars in thousands)
2002 2001

Securities sold under agreements to

repurchase $ 99,004  § 108,592
Federal funds purchased 28,325 10,175
U.S. Treasury demand note 6,550 10,211
Citizens short-term notes 2,500 2,500
Notes payable to unaffiliated banks 25,000 29,225
TOTAL $ 161,379 $ 160,703

On September 28, 2000, Heartland entered into a credit
agreement with two unaffiliated banks to replace an existing
term credit line, as well as to increase availability under a
revolving credit line. Under the new unsecured revolving credit
lines, Heartland may borrow up to $50.0 million at any one
time. At December 31, 2002 and 2001, $25.0 and $29.2
million, respectively, was outstanding on the revolving credit
lines. The additional credit line was established primarily to
provide additional working capital to the nonbanking subsidiaries
and to meet general corporate commitments.

All repurchase agreements as of December 31, 2002 and
2001, were due within six months.

Average and maximum balances and rates on aggregate
short-term borrowings outstanding during the years ended

December 31, 2002, 2001 and 2000, were as follows:
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(Dollars in thousands)

2002 2001 2000
Maximum month-end balance $161,379 $162,744  $144,604
Average month-end balance 140,282 151,139 122,777
Weighted average interest rate for
the year 1.96% 3.96% 5.79%
Weighted average interest rate at
year-end 1.59 1.39 5.60

Twelve

Other Borrowings

Other borrowings at December 31, 2002 and 2001, were as
follows:

(Dollars in thousands)

2002 2001

Advances from the FHLB; weighted average

maturity dates at December 31, 2002 and

2001, were February 2005 and May 2004,

respectively; and weighted average interest

rates were 5.04% and 5.37%, respectively $ 72481 § 86,486
Notes payable on leased assets with interest

rates varying from 3.17% to 9.50% 14,245 22,193
Trust preferred securities 38,000 33,000
Contracts payable to previous stockholders

of National Bancshares, Inc. for acquisition

due over a three-or five-year schedule at

7.00% through January 2004 1,255 2,110
Contracts payable for purchase of real estate 318 -

TOTAL $126,299 $ 143,789

The Heartland banks are members of the Federal Home Loan
Bank (“FHLB”) of Des Moines, Chicago, or Dallas. The advances
from the FHLB are collateralized by the banks’ investment in
FHLB stock of $26.7 and $25.6 million at December 31, 2002
and 2001, respectively. Additional collateral is provided by the
banks’ one-to-four unit residential mortgages, commercial and
agricultural mortgages and securities pledged totaling $195.8
million at December 31, 2002, and $123.8 million at December
31, 2001.

On June 27, 2002, Heartland completed an offering of $5.0
million of variable rate cumulative capital securities representing
undivided beneficial interests in Heartland Financial Capital
Trust II. The proceeds from the offering were used by the trust
to purchase junior subordinated debentures from Heartland. The
proceeds are being used for general corporate purposes. Interest
is payable quarterly on March 30, June 30, September 30 and
December 30 of each year. The debentures will mature and the
capital securities must be redeemed on June 30, 2032. Heartland
has the option to shorten the maturity date to a date not earlier
than June 30, 2007. Heartland may not shorten the maturity date
without prior approval of the Board of Governors of the Federal
Reserve System, if required. Prior redemption is permitted under
certain circumstances, such as changes in tax or regulatory capital
rules. In connection with this offering, the balance of deferred
issuance costs included in other assets was $163 thousand as of
December 31, 2002. These deferred costs are amortized on a
straight-line basis over the life of the debentures.

On December 18, 2001, Heartland completed an offering
of $8.0 million of variable rate cumulative capital securities
representing undivided beneficial interests in Heartland Statutory
Trust II. The proceeds from the offering were used by Heartland
Statutory Trust II to purchase junior subordinated debentures
from Heartland. The proceeds are being used for general corpo-
rate purposes, including the repayment of $8.0 million of indebt-
edness on the revolving credit lines. Interest is payable quarterly
on March 18, June 18, September 18 and December 18 of each
year. The debentures will mature and the capital securities must
be redeemed on December 18, 2031. Heartland has the option
to shorten the maturity date to a date not earlier than December
18, 2006. Heartland may not shorten the maturity date without
prior approval of the Board of Governors of the Federal Reserve
System, if required. Prior redemption is permitted under certain
circumstances, such as changes in tax or regulatory capital rules.
In connection with this offering, the balance of deferred issuance
costs included in other assets was $237 thousand as of December
31, 2002. These deferred costs are amortized on a straight-line
basis over the life of the debentures.

On October 21, 1999, Heartland completed an offering of
$25.0 million of 9.60% cumulative capital securities representing
undivided beneficial interests in Heartland Capital Trust I, a
special purpose trust subsidiary of Heartland formed for the
sole purpose of this offering. The proceeds from the offering
were used by Heartland Capital Trust I to purchase junior
subordinated debentures from Heartland. Interest is payable
quarterly on March 31, June 30, September 30 and December
31 of each year. The debentures will mature and the capital
securities must be redeemed on September 30, 2029. Heartland
has the option to shorten the maturity date to a date not earlier
than September 30, 2004. Heartland may not shorten the
maturity date without prior approval of the Board of Governors
of the Federal Reserve System, if required. Prior redemption is
permitted under certain circumstances, such as changes in tax
or regulatory capital rules. In connection with this offering, the
balance of deferred issuance costs included in other assets was
$1.0 million as of December 31, 2002. The deferred costs are
amortized on a straight-line basis over the life of the debentures.

All of the capital securities qualified as Tier 1 capital for
regulatory purposes as of December 31, 2002 and 2001.

Future payments at December 31, 2002, for all other
borrowings were as follows:

(Dollars in thousands)

2003 $ 10,157
2004 22,659
2005 24,165
2006 20,538
2007 40
Thereafter 48,740
TOTAL $126,299

Thirteen

Derivative Financial Instruments

Heartland’s use of derivative financial instruments relates to the
management of the risk that changes in interest rates will affect
its future interest payments. Heartland utilizes an interest rate
swap contract to effectively convert a portion of the variable



interest rate debt to fixed interest rate debt. Under the interest
rate swap contract, Heartland agrees to pay an amount equal to
a fixed rate of interest times a notional principal amount, and to
receive in return an amount equal to a specified variable rate of
interest times the same notional principal amount. The notional
amounts are not exchanged and payments under the interest rate
swap contract are made monthly. Heartland is exposed to credit-
related losses in the event of nonperformance by the counter-
party to the swap contract. This risk is minimized by entering
into the contract with a large, stable financial institution.

As of December 31, 2002, Heartland had an interest rate
swap contract to pay a fixed interest rate of 4.35% and receive
a variable interest rate of 1.52% based on $25.0 million of
indebtedness. This contract expires on November 1, 2006. The
fair market value of the interest rate swap contract was recorded
as a liability of $1.7 million as of December 31, 2002.

There was no ineffectiveness recognized on this interest
rate swap during the year. All components of the derivative
instrument’s gain or loss were included in the assessment of
hedge effectiveness. For the period ended December 31, 2002,
there were no cash flow hedges discontinued related to fore-
casted transactions that are probable of not occurring.

As of December 31, 2002, $1.1 million of deferred net
expense on derivative instruments included in other compre-
hensive income are expected to be reclassified to net income
during the next twelve months.

Fourteen

Income Taxes

Income taxes for the years ended December 31, 2002, 2001
and 2000, were as follows:

(Dollars in thousands)

Current Deferred Total
2002:
Federal $ 6591 $ 967 $ 7,558
State 1,156 283 1,439
TOTAL $ 7747 $ 1250 § 8997
2001:
Federal $ 5310 $§ (540) $ 4,770
State 1,037 (93) 944
TOTAL $ 6347 $ (633) $ 5714
2000:
Federal $ 3504 $ (86) $ 3418
State 850 (52) 798
TOTAL $ 4354 $ (138) $ 4,216

Temporary differences between the amounts reported in the
financial statements and the tax basis of assets and liabilities
result in deferred taxes. No valuation allowance was required
for deferred tax assets. Based upon Heartland’s level of historical
taxable income and anticipated future taxable income over the
periods in which the deferred tax assets are deductible, manage-
ment believes it is more likely than not that Heartland will
realize the benefits of these deductible differences. Deferred
tax assets and liabilities for the years ended December 31, 2002
and 2001, were as follows:
