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(Dollars in thousands, except per share data)

For The Year 2002 2001 2000
Net income available to common stockholders $ 18,867 $ 11,414 $ 9,586
Cash dividends, common 3,926 3,560 3,465

Per Share Data
Earnings per common share – basic $ 1.93 $ 1.19 $ 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

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

“This strategic company is driven to succeed,

enriched with resources to pursue opportunity

and build relationships — to create reward.”



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.

W
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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.
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Enriched with resources to…

I

Strong
Community

Banks

Resources
for Revenue

Enhancement

Customer-
Transparent
Cost Savings

Differentiate
+

Decisions
at customer

contact point
+

Personal
touch

Financial services
provider with

support systems
and staff

Gain
economies

of scale
to remain

price
competitive

Heartland Community Banking Model

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.



Pursue opportunity and…
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 Iowa  Illinois  Wisconsin  New Mexico

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

2002 DEPOSITS
$1,337,985

44.20%

20.11%

16.87%

18.82%

2002 LOANS
$1,175,236

45.78%

18.29%

16.13%

19.80%

(Dollars in Thousands)

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.
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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.
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Deposits
As of December 31
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(Dollars in Thousands)
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$1,337,985

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. Our 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.

A



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.
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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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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

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
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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 $ 45,738
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 124,041 107,090

TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY $1,785,979 $1,644,064

See accompanying Notes to Consolidated Financial Statements.
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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 2,757 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 32,757 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 3,433 2,634
FDIC deposit insurance assessment 209 208 228
Advertising 1,917 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 11,129 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 2,277 285 7

NET INCOME $ 18,867 $ 11,414 $ 9,586

EARNINGS PER COMMON SHARE – BASIC $ 1.93 $ 1.19 $ 1.00

EARNINGS PER COMMON SHARE – DILUTED $ 1.91 $ 1.18 $ 0.98

CASH DIVIDENDS DECLARED PER COMMON SHARE $ 0.40 $ 0.37 $ 0.36

See accompanying Notes to Consolidated Financial Statements.
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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 $ 9,707 $ 15,339 $ 65,132 $ (1,511) $ (2,094) $ 86,573
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 $ 18,812 $ 71,253 $ 1,301 $ (5,126) $ 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 $ 4,230 $ (868) $ 124,041

See accompanying Notes to Consolidated Financial Statements.
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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 $ 11,414 $ 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) 41
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 OREO 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 77,802 (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 $ 41,841 $ 61,790 $ 57,068
Securities held to maturity transferred to securities available for sale $ – $ 2,154 $ –

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 $ – $ – $ 5,773

See accompanying Notes to Consolidated Financial Statements.
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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
Iowa; 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
II 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 $ 1,174 $ 556
Originations 2,499 1,626
Amortization (761) (1,008)
Valuation allowance (469) –

Balance, end of year $ 2,443 $ 1,174

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 $ 11,414 $ 9,586

Weighted average common 
shares outstanding for basic 
earnings per share(1) 9,792 9,602 9,628

Assumed incremental common 
shares issued upon exercise
of stock options(1) 64 103 130

Weighted average common shares
for diluted earnings per share(1) 9,856 9,705 9,758

Earnings per common share – basic $ 1.93 $ 1.19 $ 1.00

Earnings per common share – diluted 1.91 1.18 0.98

Adjusted earnings per share from
continuing operations – basic(2) 1.69 1.16 0.99

Adjusted earnings per share from
continuing operations – diluted(2) 1.68 1.15 0.98

Earnings per common share – basic(3) 1.93 1.30 1.11

Earnings per common share – diluted(3) 1.91 1.28 1.09

Adjusted earnings per share from
continuing operations – basic(4) 1.69 1.27 1.10

Adjusted earnings per share from
continuing operations – diluted(4) 1.68 1.26 1.09

(1)In thousands.
(2)Excludes the discontinued operations of our Eau Claire branch

and the related gain on sale in the fourth quarter of 2002.
(3)Excludes goodwill amortization discontinued with the adoption

of FAS 142 on January 1, 2002, and the adoption of FAS 147
on September 30, 2002.

(4)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.
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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.

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
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(Dollars in thousands, except earnings per share data)

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. Earnings Earnings Amort. Earnings

Income from continuing operations before taxes $ 24,113 $ 16,659 $ 1,057 $ 17,716 $ 13,790 $ 1,057 $ 14,847
Income taxes 7,523 5,530 – 5,530 4,211 – 4,211

Income from continuing operations $ 16,590 $ 11,129 $ 1,057 $ 12,186 $ 9,579 $ 1,057 $ 10,636

Net income $ 18,867 $ 11,414 $ 1,057 $ 12,471 $ 9,586 $ 1,057 $ 10,643

Earnings from continuing operations per share – basic $ 1.69 $ 1.16 $ 0.11 $ 1.27 $ 0.99 $ 0.11 $ 1.11

Earnings from continuing operations per common share – diluted $ 1.68 $ 1.15 $ 0.11 $ 1.26 $ 0.98 $ 0.11 $ 1.09

Earnings per share – basic $ 1.93 $ 1.19 $ 0.11 $ 1.30 $ 1.00 $ 0.11 $ 1.10

Earnings per share – diluted $ 1.91 $ 1.18 $ 0.11 $ 1.28 $ 0.98 $ 0.11 $ 1.09



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 $ 11,414 $ 9,586
Pro forma 18,619 11,112 9,231

Earnings per share – basic as
reported $ 1.93 $ 1.19 $ 1.00

Pro forma 1.90 1.16 0.96

Earnings per share – diluted
as reported $ 1.91 $ 1.18 $ 0.98

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.
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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) 71,391

Total debt securities 351,114 9,252 (318) 360,048
Equity securities 30,284 157 (589) 29,852

TOTAL $381,398 $ 9,409 $ (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 $ 2,543 $ (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 $318,342 $ 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 $ 65,010 $ 34,442
Gross security gains 941 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 $ 743,520 $ 651,479
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 4,921
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 $ 24,433
Advances 24,357 46,935
Repayments (19,328) (44,456)

Balance, end of year $ 31,941 $ 26,912

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 $ 14,660 $ 13,592 $ 10,844
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 $ 14,660 $ 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 $ 6,610 $ 5,279
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 $ 35,591 $ 31,482

Depreciation expense on premises, furniture and equipment
was $2.8 million for 2002, $2.7 million for 2001 and $2.7
million for 2000.
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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 $ 4,492 $ 2,056
Mortgage servicing rights 3,346 903

TOTAL $ 7,838 $ 2,959

UNAMORTIZED INTANGIBLE ASSETS $ 4,879

(Dollars in thousands)

December 31, 2001

Gross
Carrying Accumulated
Amount Amortization

Intangible assets:
Core deposit premium $ 4,492 $ 1,561
Mortgage servicing rights 1,963 239

TOTAL $ 6,455 $ 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 $ 1,102
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 $ 6,530 $ 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 $ 45,783 $ 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 $ 72,481 $ 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
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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 $ 6,591 $ 967 $ 7,558
State 1,156 283 1,439

TOTAL $ 7,747 $ 1,250 $ 8,997

2001:
Federal $ 5,310 $ (540) $ 4,770
State 1,037 (93) 944

TOTAL $ 6,347 $ (633) $ 5,714

2000:
Federal $ 3,504 $ (86) $ 3,418
State 850 (52) 798

TOTAL $ 4,354 $ (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:

(Dollars in thousands)

2002 2001

Deferred tax assets:
Tax effect of net unrealized loss on

derivatives reflected in stockholders’
equity $ 653 $ –

Securities 112 240
Allowance for loan and lease losses 5,798 5,635
Deferred compensation 1,427 789
Organization and acquisitions cost 265 244
Net operating loss carry forwards 608 708
Other 52 140

Gross deferred tax assets $ 8,915 $ 7,756

Deferred tax liabilities:
Tax effect of net unrealized gain on

securities available for sale reflected
in stockholders’ equity $ (3,175) $ (2,001)

Tax effect of net unrealized gain on
derivatives reflected in stockholders’
equity – (131)

Premises, furniture and equipment (6,085) (4,452)
Lease financing (2,627) (2,791)
Tax bad debt reserves (549) (580)
Purchase accounting (954) (895)
Prepaid expenses (309) (272)
Mortgage servicing rights (911) (643)
Other (130) (176)

Gross deferred tax liabilities $(14,740) $ (11,941)

NET DEFERRED TAX ASSET (LIABILITY) $ (5,825) $ (4,185)

The actual income tax expense differs from the expected
amounts (computed by applying the U.S. federal corporate tax
rate of 35% for 2002, 2001 and 2000, to income before income
taxes) as follows:

(Dollars in thousands)

2002 2001 2000

Computed “expected” amount $ 9,752 $ 5,995 $ 4,831
Increase (decrease) resulting from:

Nontaxable interest income (944) (610) (624)
State income taxes, net of federal

tax benefit 935 614 520
Goodwill and other intangibles

not deductible 78 270 291
Graduated income tax rates – (36) (100)
Tax credits (792) (440) (440)
Other (32) (79) (262)

Income taxes $ 8,997 $ 5,714 $ 4,216

Effective tax rates 32.3% 33.4% 30.5%

Heartland has investments in certain low-income housing
projects totaling $4.5 million and $4.7 million as of December
31, 2002 and 2001, respectively, which are included in other
assets in the consolidated financial statements. These invest-
ments are expected to generate federal income tax credits of
approximately $440 thousand per year through 2005. In April
of 2002, a 99.9% ownership in a limited liability company was
acquired that provided approximately $352 thousand historic
rehabilitation tax credits for the 2002 tax year.
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Fifteen
Employee Benefit Plans
Heartland sponsors a retirement plan covering substantially all
employees. Contributions to this plan are subject to approval by
the Heartland Board of Directors. The Heartland subsidiaries
fund and record as an expense all approved contributions. Costs
charged to operating expenses were $1.7 million for 2002, $761
thousand for 2001 and $692 thousand for 2000. This plan
includes an employee savings program, under which the Heart-
land subsidiaries make matching contributions of up to 2% of
the participants’ wages. Costs charged to operating expenses
with respect to the matching contributions were $294 thousand
for 2002, $275 thousand for 2001 and $262 thousand for 2000.

On January 1, 2002, Heartland merged its non-contributory,
defined contribution pension plan into the retirement plan
covering substantially all employees. Annual contributions were
based upon 5% of qualified compensation as defined in the plan.
Costs charged to operating expense were $761 thousand for
2001 and $692 thousand for 2000.

Sixteen
Commitments and Contingent Liabilities
Heartland leases certain land and facilities under operating
leases. Minimum future rental commitments at December 31,
2002, for all non-cancelable leases were as follows:

(Dollars in thousands)

2003 $ 536
2004 672
2005 586
2006 465
2007 307
Thereafter 711

TOTAL $ 3,277

Rental expense for premises and equipment leased under oper-
ating leases was $700 thousand for 2002, $707 thousand for
2001 and $687 thousand for 2000.

In the normal course of business, the Heartland banks make
various commitments and incur certain contingent liabilities that
are not presented in the accompanying consolidated financial
statements. The commitments and contingent liabilities include
various guarantees, commitments to extend credit and standby
letters of credit.

Commitments to extend credit are agreements to lend to a
customer as long as there is no violation of any condition estab-
lished in the contract. Commitments generally have fixed expira-
tion dates or other termination clauses and may require payment
of a fee. Since many of the commitments are expected to expire
without being drawn upon, the total commitment amounts do
not necessarily represent future cash requirements. The Heart-
land banks evaluate each customer’s creditworthiness on a case-
by-case basis. The amount of collateral obtained, if deemed
necessary by the Heartland banks upon extension of credit, is
based upon management’s credit evaluation of the counterparty.
Collateral held varies but may include accounts receivable, inven-
tory, property, plant and equipment and income-producing
commercial properties. Standby letters of credit and financial
guarantees written are conditional commitments issued by the

Heartland banks to guarantee the performance of a customer to
a third party. Those guarantees are primarily issued to support
public and private borrowing arrangements. The credit risk
involved in issuing letters of credit is essentially the same as that
involved in extending loan facilities to customers. At December
31, 2002 and 2001, commitments to extend credit aggregated
$391.1 and $325.3 million and standby letters of credit aggregated
$11.8 and $11.6 million, respectively. Heartland enters into
commitments to sell mortgage loans to reduce interest rate risk
on certain mortgage loans held for sale and loan commitments.
At December 31, 2002 and 2001, Heartland had commitments
to sell residential real estate loans totaling $56.7 and $30.8
million, respectively. Heartland does not anticipate any material
loss as a result of the commitments and contingent liabilities.

Seventeen
Stock Plans
Heartland’s Stock Option Plan is administered by the Compen-
sation Committee of the Board of Directors whose members
determine to whom options will be granted and the terms of
each option. Under the Stock Option Plan, 1,200,000 common
shares have been reserved for issuance. Directors and key policy-
making employees are eligible for participation in the Stock
Option Plan. Options may be granted that are either intended
to be “incentive stock options” as defined under Section 422 of
the Internal Revenue Code or not intended to be incentive stock
options (“non-qualified stock options”). The exercise price of
stock options granted will be established by the Compensation
Committee, but the exercise price for the incentive stock
options may not be less than the fair market value of the shares
on the date that the option is granted. Each option granted is
exercisable in full at any time or from time to time, subject to
vesting provisions, as determined by the Compensation Com-
mittee and as provided in the option agreement, but such time
may not exceed ten years from the grant date. At December 31,
2002 and 2001, respectively, there were 59,369 and 201,717
shares available for issuance under the Stock Option Plan.

Under the Stock Option Plan, stock appreciation rights
(“SARS”) may also be granted alone or in tandem with or with
reference to a related stock option, in which event the grantee,
at the exercise date, has the option to exercise the option or the
SARS, but not both. SARS entitle the holder to receive in cash
or stock, as determined by the Compensation Committee, an
amount per share equal to the excess of the fair market value of
the stock on the date of exercise over the fair market value at
the date the SARS or related options were granted. SARS may
be exercisable for up to ten years after the date of grant. No
SARS have been granted under the Stock Option Plan.

A summary of the status of the Stock Option Plan as of
December 31, 2002, 2001 and 2000, and changes during the
years ended follows:
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2002 2001 2000
Weighted- Weighted- Weighted-
Average Average Average

Shares Exercise Shares Exercise Shares Exercise
(000) Price (000) Price (000) Price

Outstanding at
beginning of year 842 $12 798 $12 760 $11

Granted 48 13 45 13 40 18
Exercised (230) 8 – – – –
Forfeited (48) 9 (1) 18 (2) 16

Outstanding at end
of year 612 $13 842 $12 798 $12

Options exercisable
at end of year 366 $12 522 $ 9 389 $ 9

Weighted-average fair
value of options
granted during
the year $2.57 $3.00 $4.41

As of December 31, 2002 and 2001, options outstanding had
exercise prices ranging from $8 to $18 per share and a weighted-
average remaining contractual life of 5.22 and 4.28 years,
respectively.

The fair value of stock options granted was determined
utilizing the Black Scholes Valuation model. Significant assump-
tions include:

2002 2001 2000

Risk-free interest rate 4.88% 5.36% 5.00%
Expected option life 10 Years 10 Years 10 Years
Expected volatility 15.35% 16.03% 13.04%
Expected dividends 3.03% 2.77% 2.00%

In 2001, Heartland adopted a Director Short-Term Incentive
Plan. Under the Director Short-Term Incentive Plan, the aggre-
gate number of shares that could be obtained by the directors
was set at 150,000. The exercise price of stock options granted
was established by the Compensation Committee at the fair
market value of the shares on the date that the options were
granted. Each director was eligible to receive non-qualified
options to acquire up to no more than 7,500 shares. Under the
Director Short-Term Incentive Plan, 127,065 shares were issued,
and under the terms of the Director Short-Term Incentive Plan,
all remaining shares were considered to be forfeited at December
31, 2001. 

In 1996, Heartland adopted the Heartland Employee Stock
Purchase Plan (“ESPP”), which permits all eligible employees to
purchase shares of Heartland common stock at a price of not less
than 85% of the fair market value on the determination date (as
determined by the Committee). A maximum of 400,000 shares
is available for sale under the ESPP. For the years ended December
31, 2002 and 2001, Heartland approved a price of 100% of fair
market value at December 31, 2001 and 2000, respectively. At
December 31, 2002 and 2001, respectively, 23,751 and 12,355
shares were purchased under the ESPP at no charge to Heart-
land’s earnings.

During each of the years ended December 31, 2002, 2001
and 2000, Heartland acquired shares for use in the Stock Option
Plan and the ESPP. Shares acquired totaled 95,543, 79,256 and
291,501 for 2002, 2001 and 2000, respectively.

Eighteen
Stockholder Rights Plan
On June 7, 2002, Heartland adopted a stockholders’ rights plan
(the “Rights Plan”). Under the terms of the Rights Plan, on
June 26, 2002, the Board of Directors distributed one purchase
right for each share of common stock outstanding as of June 24,
2002. Upon becoming exercisable, each right entitles the regis-
tered holder thereof, under certain limited circumstances, to
purchase one-thousandth of a share of Series A Junior Partici-
pating preferred stock at an exercise price of $85.00. Rights do
not become exercisable until ten business days after any person
or group has acquired, commenced, or announced its intention
to commence a tender or exchange offer to acquire 15% or more
of Heartland’s common stock. If the rights become exercisable,
holders of each right, other than the acquiror, upon payment of
the exercise price, will have the right to purchase Heartland’s
common stock (in lieu of preferred shares) having a value equal
to two times the exercise price. If Heartland is acquired in a
merger, share exchange or other business combination or 50% or
more of its consolidated assets or earning power are sold, rights
holders, other than the acquiring or adverse person or group,
will be entitled to purchase the acquiror’s shares at a similar
discount. If the rights become exercisable, Heartland may also
exchange rights, other than those held by the acquiring or
adverse person or group, in whole or in part, at an exchange
ratio of one share of Heartland’s common stock per right held.
Rights are redeemable by Heartland at any time until they are
exercisable at the exchange rate of $.01 per right. Issuance of
the rights has no immediate dilutive effect, does not currently
affect reported earnings per share, is not taxable to Heartland or
its shareholders, and will not change the way in which Heart-
land’s shares are traded. The rights expire on June 7, 2012.

In connection with the Rights Plan, Heartland designated
16,000 shares, par value $1.00 per share, of Series A Junior
Participating preferred stock. These shares, if issued, will be
entitled to receive quarterly dividends and a liquidation prefer-
ence. There are no shares issued and outstanding and Heartland
does not anticipate issuing any shares of Series A Junior Partic-
ipating preferred stock except as may be required under the
Rights Plan. 

Nineteen
Regulatory Capital Requirements and Restrictions on
Subsidiary Dividends
The Heartland banks are subject to various regulatory capital
requirements administered by the federal banking agencies.
Failure to meet minimum capital requirements can initiate
certain mandatory, and possibly additional discretionary, actions
by regulators that, if undertaken, could have a direct material
effect on the Heartland banks’ financial statements. The regula-
tions prescribe specific capital adequacy guidelines that involve
quantitative measures of a bank’s assets, liabilities and certain
off balance sheet items as calculated under regulatory account-
ing practices. Capital classification is also subject to qualitative
judgments by the regulators about components, risk weightings
and other factors.

Quantitative measures established by regulation to ensure
capital adequacy require the Heartland banks to maintain mini-
mum amounts and ratios (set forth in the table below) of total
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and Tier 1 capital (as defined in the regulations) to risk-weighted
assets (as defined), and of Tier 1 capital (as defined) to average
assets (as defined). Management believes, as of December 31,
2002 and 2001, that the Heartland banks met all capital ade-
quacy requirements to which they were subject.

As of December 31, 2002, the most recent notification from
the FDIC categorized each of the Heartland banks as well capi-
talized under the regulatory framework for prompt corrective

action. To be categorized as well capitalized, the Heartland banks
must maintain minimum total risk-based, Tier 1 risk-based and
Tier 1 leverage ratios as set forth in the following table. There
are no conditions or events since that notification that manage-
ment believes have changed each institution’s category.

The Heartland banks’ actual capital amounts and ratios are
also presented in the table below.

(Dollars in thousands)
To Be Well

Capitalized Under 
For Capital Prompt Corrective

Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio

As of December 31, 2002
Total Capital (to Risk-Weighted Assets)

Consolidated $ 158,010 11.86% $ 106,596 8.0% N/A –
Dubuque Bank and Trust Company 58,288 11.02 42,304 8.0 $ 52,880 10.0%
Galena State Bank and Trust Company 15,919 12.27 10,380 8.0 12,975 10.0
First Community Bank 9,278 12.53 5,922 8.0 7,403 10.0
Riverside Community Bank 11,680 11.58 8,072 8.0 10,090 10.0
Wisconsin Community Bank 24,783 13.28 14,929 8.0 18,662 10.0
New Mexico Bank & Trust 28,676 10.87 21,103 8.0 26,379 10.0

Tier 1 Capital (to Risk-Weighted Assets)
Consolidated $ 141,918 10.65% $ 53,298 4.0% N/A –
Dubuque Bank and Trust Company 52,450 9.92 21,152 4.0 $ 31,728 6.0%
Galena State Bank and Trust Company 14,487 11.17 5,190 4.0 7,785 6.0
First Community Bank 8,352 11.28 2,961 4.0 4,442 6.0
Riverside Community Bank 10,591 10.50 4,036 4.0 6,054 6.0
Wisconsin Community Bank 22,449 12.03 7,465 4.0 11,197 6.0
New Mexico Bank & Trust 25,378 9.62 10,551 4.0 15,827 6.0

Tier 1 Capital (to Average Assets)
Consolidated $ 141,918 8.24% $ 68,883 4.0% N/A –
Dubuque Bank and Trust Company 52,450 8.03 26,118 4.0 $ 32,648 5.0%
Galena State Bank and Trust Company 14,487 7.61 7,613 4.0 9,516 5.0
First Community Bank 8,352 7.67 4,355 4.0 5,443 5.0
Riverside Community Bank 10,591 7.01 6,045 4.0 7,556 5.0
Wisconsin Community Bank 22,449 8.41 10,676 4.0 13,345 5.0
New Mexico Bank & Trust 25,378 8.13 12,491 4.0 15,614 5.0

As of December 31, 2001
Total Capital (to Risk-Weighted Assets)

Consolidated $ 135,770 10.89% $ 100,099 8.0% N/A –
Dubuque Bank and Trust Company 54,802 10.35 42,363 8.0 $ 52,954 10.0%
Galena State Bank and Trust Company 13,996 11.91 9,402 8.0 11,753 10.0
First Community Bank 9,230 11.47 6,440 8.0 8,050 10.0
Riverside Community Bank 9,651 10.80 7,150 8.0 8,938 10.0
Wisconsin Community Bank 20,001 11.52 13,892 8.0 17,366 10.0
New Mexico Bank & Trust 24,997 10.48 19,073 8.0 23,841 10.0

Tier 1 Capital (to Risk-Weighted Assets)
Consolidated $ 121,112 9.71% $ 50,049 4.0% N/A –
Dubuque Bank and Trust Company 49,334 9.32 21,182 4.0 $ 31,773 6.0%
Galena State Bank and Trust Company 12,700 10.81 4,701 4.0 7,052 6.0
First Community Bank 8,223 10.21 3,220 4.0 4,830 6.0
Riverside Community Bank 8,787 9.83 3,575 4.0 5,363 6.0
Wisconsin Community Bank 17,829 10.27 6,946 4.0 10,419 6.0
New Mexico Bank & Trust 22,177 9.30 9,536 4.0 14,305 6.0

Tier 1 Capital (to Average Assets)
Consolidated $ 121,112 7.53% $ 64,336 4.0% N/A –
Dubuque Bank and Trust Company 49,334 7.45 26,502 4.0 $ 33,128 5.0%
Galena State Bank and Trust Company 12,700 7.21 7,044 4.0 8,805 5.0
First Community Bank 8,223 7.04 4,674 4.0 5,843 5.0
Riverside Community Bank 8,787 6.92 5,082 4.0 6,352 5.0
Wisconsin Community Bank 17,829 8.14 8,756 4.0 10,945 5.0
New Mexico Bank & Trust 22,177 7.83 11,323 4.0 14,153 5.0
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The ability of Heartland to pay dividends to its stockholders
is dependent upon dividends paid by its subsidiaries. The Heart-
land banks are subject to certain statutory and regulatory restric-
tions on the amount they may pay in dividends. To maintain
acceptable capital ratios in the Heartland banks, certain portions
of their retained earnings are not available for the payment of
dividends. Retained earnings which could be available for the
payment of dividends to Heartland totaled approximately $45.9
million as of December 31, 2002, under the most restrictive
minimum capital requirements.

Twenty
Fair Value of Financial Instruments
Following are disclosures of the estimated fair value of Heart-
land’s financial instruments. The estimated fair value amounts
have been determined using available market information and
appropriate valuation methodologies. However, considerable
judgment is necessarily required to interpret market data to
develop the estimates of fair value. Accordingly, the estimates
presented herein are not necessarily indicative of the amounts
Heartland could realize in a current market exchange. The use
of different market assumptions and/or estimation methodologies
may have a material effect on the estimated fair value amounts.

(Dollars in thousands)

December 31, 2002
Carrying Fair
Amount Value

Financial assets:
Cash and cash equivalents $ 100,992 $ 100,992
Time deposits in other financial

institutions 1,677 1,677
Trading securities 915 915
Securities available for sale 389,900 389,900
Loans and leases, net of unearned 1,175,236 1,225,412

Financial liabilities:
Demand deposits $ 197,516 $ 197,516
Savings deposits 511,979 511,979
Time deposits 628,490 663,250
Short-term borrowings 161,379 161,379
Other borrowings 126,299 165,133

December 31, 2001
Carrying Fair
Amount Value

Financial assets:
Cash and cash equivalents $ 93,550 $ 93,550
Time deposits in other financial

institutions 564 564
Trading securities 1,528 1,528
Securities available for sale 323,689 323,689
Loans and leases, net of unearned 1,105,205 1,126,512

Financial liabilities:
Demand deposits $ 160,742 $ 160,742
Savings deposits 493,374 493,374
Time deposits 551,043 564,043
Short-term borrowings 160,703 160,703
Other borrowings 143,789 156,930

Cash and Cash Equivalents and Time Deposits in Other
Financial Institutions – The carrying amount is a reasonable
estimate of fair value.

Securities – For securities either available for sale or trading, fair
value equals quoted market price if available. If a quoted market
price is not available, fair value is estimated using quoted market
prices for similar securities.

Loans and Leases – The fair value of loans is estimated by dis-
counting the future cash flows using the current rates at which
similar loans would be made to borrowers with similar credit
ratings and for the same remaining maturities. The fair value of
loans held for sale is estimated using quoted market prices.

Deposits – The fair value of demand deposits, savings accounts
and certain money market deposits is the amount payable on
demand at the reporting date. The fair value of fixed maturity
certificates of deposit is estimated using the rates currently
offered for deposits of similar remaining maturities.

Short-term and Other Borrowings – Rates currently available to
Heartland for debt with similar terms and remaining maturities
are used to estimate fair value of existing debt.

Commitments to Extend Credit, Unused Lines of Credit and
Standby Letters of Credit – Based upon management’s analysis
of the off balance sheet financial instruments, there are no sig-
nificant unrealized gains or losses associated with these financial
instruments based upon our review of the fees currently charged
to enter into similar agreements, taking into account the remain-
ing terms of the agreements and the present creditworthiness of
the counterparties.

Twenty-One
Parent Company Only Financial Information
Condensed financial information for Heartland Financial USA,
Inc. is as follows:

(Dollars in thousands)

Balance Sheets 
December 31, 2002 2001

Assets:
Cash and interest bearing deposits $ 1,985 $ 323
Trading securities 915 1,528
Securities available for sale 3,003 3,666
Investment in subsidiaries 166,061 148,966
Other assets 5,480 4,375
Due from subsidiaries 17,250 15,500

TOTAL $ 194,694 $ 174,358

Liabilities and stockholders’ equity:
Liabilities:

Short-term borrowings $ 25,000 $ 29,225
Other borrowings 40,438 36,138
Accrued expenses and other liabilities 5,215 1,905

Total liabilities 70,653 67,268

Stockholders’ equity:
Common stock 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 (868) (3,604)

Total stockholders’ equity 124,041 107,090

TOTAL $ 194,694 $ 174,358
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Income Statements for the
Years Ended December 31, 2002 2001 2000

Operating revenues:
Dividends from subsidiaries $ 9,890 $ 15,452 $ 21,768
Security losses, (net) 95 (246) –
Loss on trading account

securities (598) (192) –
Impairment loss on equity

securities (267) (773) –
Other 1,016 1,047 769

Total operating revenues 10,136 15,288 22,537

Operating expenses:
Interest 4,592 4,807 4,934
Salaries and benefits 1,973 1,039 958
Outside services 572 456 198
Other operating expenses 367 262 246
Minority interest expense 403 207 237

Total operating expenses 7,907 6,771 6,573

Equity in undistributed earnings 14,509 659 (8,322)

Income before income tax benefit 16,738 9,176 7,642
Income tax benefit 2,129 2,238 1,944

NET INCOME $ 18,867 $ 11,414 $ 9,586

Statements of Cash Flows for
the Years Ended December 31, 2002 2001 2000

Cash flows from operating activities:
Net income $ 18,867 $ 11,414 $ 9,586
Adjustments to reconcile net 

income to net cash provided 
by operating activities:

Undistributed earnings of
subsidiaries (14,509) (659) 8,322

(Increase) decrease in due from 
subsidiaries (1,750) 1,250 (9,200)

Increase in other liabilities 3,310 601 1,183
Increase in other assets (1,105) (1,531) (410)
(Increase) decrease in trading

account securities 613 (657) –
Noncash dividend from

subsidiary – (5,149) –
Other (33) 1,282 88

Net cash provided by operating
activities 5,393 6,551 9,569

Cash flows from investing activities:
Capital injections for

subsidiaries (600) (1,248) (4,150)
Receipts for sale of minority

interest – – 780
Payments for purchase of

subsidiaries – – (13,509)
Purchases of available for sale

securities (1,774) (1,377) –
Sales of available for sale

securities 1,766 1,917 –

Net cash used by investing
activities (608) (708) (16,879)

Cash flows from financing activities:
Net increase (decrease) in short-

term borrowings (4,225) (10,075) 14,300
Proceeds from other borrowings 5,155 8,248 –
Payments on other borrowings (855) (1,438) (1,449)
Cash dividends paid (3,926) (3,560) (3,465)
Purchase of treasury stock (1,348) (1,026) (5,197)
Sale of treasury stock 2,076 1,689 19

Net cash provided (used) by 
financing activities (3,123) (6,162) 4,208

Net increase (decrease) in cash
and cash equivalents 1,662 (319) (3,102)

Cash and cash equivalents at
beginning of year 323 642 3,744

CASH AND CASH EQUIVALENTS 
AT END OF YEAR $ 1,985 $ 323 $ 642
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Twenty-Two
Summary of Quarterly Financial Information (Unaudited)
(Dollars in thousands, except per share data)
2002 Dec. 31 Sept. 30 June 30 March 31

Net interest income $ 15,517 $ 14,906 $ 13,989 $ 13,268
Provision for loan and lease losses 1,775 167 630 981
Net interest income after provision for loan and lease losses 13,742 14,739 13,359 12,287
Noninterest income 9,553 7,489 7,274 8,441
Noninterest expense 17,015 15,500 15,155 15,101
Income taxes 2,070 2,087 1,560 1,806
Income from continuing operations 4,210 4,641 3,918 3,821
Gain from operations of discontinued operations (including gain on disposal of $2,602) 3,124 224 202 201

Income tax expense 1,228 88 79 79
Gain on discontinued operation 1,896 136 123 122

Net income $ 6,106 $ 4,777 $ 4,041 $ 3,943
Per share:

Earnings per share – basic $ 0.62 $ 0.49 $ 0.41 $ 0.41
Earnings per share – diluted 0.62 0.48 0.41 0.40
Earnings per common share from continuing operations – basic(1) 0.43 0.47 0.40 0.39
Earnings per common share from continuing operations – diluted(1) 0.43 0.47 0.40 0.39
Adjusted earnings per common share – basic(2) 0.62 0.49 0.41 0.41
Adjusted earnings per common share – diluted(2) 0.62 0.48 0.41 0.40
Adjusted earnings per common share from continuing operations – basic(3) 0.43 0.47 0.40 0.39
Adjusted earnings per common share from continuing operations – diluted(3) 0.43 0.47 0.40 0.39
Cash dividends declared on common stock 0.10 0.10 0.10 0.10
Book value per common share 12.60 12.19 11.68 11.24
Market price – high 17.70 15.30 15.00 14.00

– low 15.00 14.40 13.60 12.80
Weighted average common shares outstanding 9,811,168 9,819,148 9,808,922 9,729,332
Weighted average diluted common shares outstanding 9,890,267 9,894,883 9,872,842 9,793,766

Ratios:
Return on average assets 1.39% 1.13% 0.96% 0.95%
Return on average equity 20.06 16.20 13.98 14.19
Net interest margin 4.06 4.12 4.02 3.86
Efficiency ratio 66.78 69.08 70.43 69.04

2001 Dec. 31 Sept. 30 June 30 March 31

Net interest income $ 13,433 $ 12,635 $ 11,877 $ 11,044
Provision for loan and lease losses 1,196 1,230 1,131 701
Net interest income after provision for loan and lease losses 12,237 11,405 10,746 10,343
Noninterest income 8,156 7,150 7,546 7,409
Noninterest expense 15,134 14,652 14,395 14,152
Income taxes 1,798 1,351 1,180 1,201
Income from continuing operations 3,461 2,552 2,717 2,399
Gain from operations of discontinued operations 34 181 160 94

Income tax expense 13 71 63 37
Gain on discontinued operation 21 110 97 57

Net income $ 3,482 $ 2,662 $ 2,814 $ 2,456
Per share:

Earnings per share – basic $ 0.36 $ 0.28 $ 0.29 $ 0.26
Earnings per share – diluted 0.36 0.27 0.29 0.25
Earnings per common share from continuing operations – basic(1) 0.36 0.27 0.28 0.25
Earnings per common share from continuing operations – diluted(1) 0.36 0.26 0.28 0.25
Adjusted earnings per common share – basic(2) 0.39 0.31 0.32 0.28
Adjusted earnings per common share – diluted(2) 0.38 0.30 0.32 0.28
Adjusted earnings per common share from continuing operations – basic(3) 0.39 0.29 0.31 0.28
Adjusted earnings per common share from continuing operations – diluted(3) 0.38 0.29 0.31 0.27
Cash dividends declared on common stock 0.10 0.09 0.09 0.09
Book value per common share 11.06 10.82 10.56 10.33
Market price – high 13.50 13.80 14.00 14.25

– low 12.78 13.15 10.25 12.50
Weighted average common shares outstanding 9,581,389 9,584,400 9,600,801 9,618,210
Weighted average diluted common shares outstanding 9,689,376 9,692,878 9,695,351 9,724,761

Ratios:
Return on average assets 0.85% 0.67% 0.73% 0.67%
Return on average equity 13.20 10.38 11.32 10.24
Net interest margin 3.79 3.67 3.60 3.54
Efficiency ratio 69.28 74.69 73.95 77.58

(1)Excludes the discontinued operations for the sale of our Eau Claire branch in the fourth quarter of 2002 and the related gain on sale.
(2)Excludes goodwill amortization discontinued with the adoption of FAS 142 on January 1, 2002, and the adoption of FAS 147 on September 30, 2002.
(3)Excludes the goodwill amortization discontinued with the adoption of FAS 142 on January 2, 2002, and the adoption of FAS 147 on September 30, 2002, and the

discontinued operations for the sale of our Eau Claire branch in the fourth quarter of 2002 and the related gain on sale.
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REPRESENTATIONS OF MANAGEMENT
Management is responsible for the contents of the consolidated
financial statements and other information contained in other sec-
tions of this annual report. The consolidated financial statements
have been prepared in conformity with accounting principles
generally accepted in the United States of America appropriate
to reflect, in all material respects, the substance of events and
transactions that should be included. The consolidated financial
statements reflect management’s judgments and estimates as to
the effects of events and transactions that are accounted for or
disclosed. The company maintains accounting and reporting sys-
tems, supported by an internal accounting control system, which
are adequate to provide reasonable assurance that transactions are
authorized, assets are safeguarded and reliable consolidated finan-
cial statements are prepared, recognizing the cost and expected
benefits of internal accounting controls. A staff of internal audi-
tors conducts ongoing reviews of accounting practices and internal
accounting controls.

The consolidated financial statements as of December 31,
2002, 2001 and 2000, of Heartland Financial USA, Inc. and its
subsidiaries: Dubuque Bank and Trust Company; Galena State
Bank and Trust Company; Riverside Community Bank; Wisconsin
Community Bank; New Mexico Bank & Trust; First Community
Bank; DB&T Insurance, Inc.; DB&T Community Development
Corp.; Citizens Finance Co.; ULTEA, Inc.; DBT Investment Cor-
poration; Heartland Capital Trust I; Heartland Statutory Trust II;
and Heartland Capital Trust II were audited by independent certi-
fied public accountants. Their role is to render independent pro-
fessional opinions of the fairness  of the consolidated financial
statements based upon performance of procedures they deem
appropriate under generally accepted auditing standards.

The Audit Committees of the Boards of Directors of mem-
ber banks meet periodically with the internal auditors to review
matters relating to internal accounting controls and the nature,
extent and results of audit efforts. The internal auditors and
independent certified public accountants have free access to the
Audit Committees.

Lynn B. Fuller
President and CEO, Heartland Financial USA, Inc.

John K. Schmidt
Executive Vice President and CFO, Heartland Financial USA, Inc.



SELECTED FINANCIAL DATA
For the years ended December 31, 2002, 2001, 2000, 1999 and 1998 (Dollars in thousands, except per share data)

2002 2001 2000 1999 1998

Statement of Income Data:
Interest income $ 100,012 $ 107,609 $ 102,535 $ 74,119 $ 64,517
Interest expense 42,332 58,620 58,678 40,830 36,304

Net interest income 57,680 48,989 43,857 33,289 28,213
Provision for loan and lease losses 3,553 4,258 2,976 2,550 951

Net interest income after provision for loan and lease losses 54,127 44,731 40,881 30,739 27,262
Noninterest income 32,757 30,261 26,979 25,423 17,297
Noninterest expense 62,771 58,333 54,070 44,571 31,781
Income taxes 7,523 5,530 4,211 3,239 3,757

Income from continuing operations $ 16,590 $ 11,129 $ 9,579 $ 8,352 $ 9,021
Discontinued operations:

Income (loss) from operations of discontinued branch
(including gain on sale of $2,602) 3,751 469 12 (210) –

Income taxes 1,474 184 5 (83) –

Income (loss) on discontinued operations $ 2,277 285 7 (127) –

Net income $ 18,867 $ 11,414 $ 9,586 $ 8,225 $ 9,021

Per Common Share Data:
Net income – diluted $ 1.91 $ 1.18 $ 0.98 $ 0.84 $ 0.94
Income from continuing operations – diluted(1) 1.68 1.15 0.98 0.86 0.94
Adjusted net income – diluted(2) 1.91 1.28 1.09 0.89 0.96
Adjusted income from continuing operations – diluted(3) 1.68 1.26 1.09 0.91 0.96
Cash dividends 0.40 0.37 0.36 0.34 0.31
Dividend payout ratio 20.81% 31.19% 36.15% 39.47% 32.48%
Book value $ 12.60 $ 11.06 $ 10.00 $ 9.03 $ 8.84
Weighted average shares outstanding 9,791,549 9,602,520 9,628,038 9,555,194 9,463,313

Balance Sheet Data:
Investments and federal funds sold $ 424,514 $ 349,417 $ 274,365 $ 213,452 $ 259,964
Total loans and leases, net of unearned 1,175,236 1,105,205 1,042,096 835,146 590,133
Allowance for loan and lease losses 16,091 14,660 13,592 10,844 7,945
Total assets 1,785,979 1,644,064 1,466,387 1,184,147 953,785
Total deposits 1,337,985 1,205,159 1,101,313 869,659 717,877
Long-term obligations 161,379 143,789 102,856 105,737 80,016
Stockholders’ equity 124,041 107,090 96,146 86,573 84,270

Earnings Performance Data:
Return on average total assets 1.13% 0.72% 0.70% 0.78% 1.01%
Return on average stockholders’ equity 16.44 11.32 10.69 9.61 11.26
Net interest margin ratio(1) (4) 4.04 3.67 3.74 3.64 3.58
Earnings to fixed charges:

Excluding interest on deposits 3.28x 2.27x 1.87x 2.18x 2.65x
Including interest on deposits 1.57 1.28 1.23 1.28 1.35

Asset Quality Ratios:
Nonperforming assets to total assets 0.29% 0.52% 0.51% 0.19% 0.28%
Nonperforming loans and leases to total loans and leases 0.38 0.73 0.65 0.20 0.30
Net loan and lease charge-offs to average loans and leases 0.16 0.30 0.17 0.06 0.07
Allowance for loan and lease losses to total loans and leases 1.37 1.33 1.30 1.30 1.35
Allowance for loan and lease losses to nonperforming loans and leases 358.77 180.47 201.60 657.49 453.74

Capital Ratios:
Average equity to average assets 6.86% 6.47% 6.54% 8.12% 9.01%
Total capital to risk-adjusted assets 11.86 10.89 9.90 11.68 12.13
Tier 1 leverage 8.24 7.53 7.25 8.85 8.58

(1)Excludes the discontinued operations of our Eau Claire branch and the related gain on sale in the fourth quarter of 2002.
(2)Excludes goodwill amortization discontinued with the adoption of FAS 142 on January 1, 2002, and the adoption of FAS 147 on September 30, 2002.
(3)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.
(4)Tax equivalent using a 34% tax rate.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
The following presents management’s discussion and analysis of
the consolidated financial condition and results of operations of
Heartland Financial USA, Inc. (“Heartland”) as of the dates and
for the periods indicated. This discussion should be read in
conjunction with the Selected Financial Data, Heartland’s
Consolidated Financial Statements and the Notes thereto and
other financial data appearing elsewhere in this report. The
consolidated financial statements include the accounts of
Heartland and its subsidiaries. All of Heartland’s subsidiaries
are wholly-owned except for New Mexico Bank & Trust, of
which Heartland was an 86% owner on December 31, 2002.

Overview
Heartland is a diversified financial services holding company
providing full-service community banking through six banking
subsidiaries with a total of 33 banking locations in Iowa, Illinois,
Wisconsin and New Mexico. In addition, Heartland has separate
subsidiaries in the consumer finance, vehicle leasing/fleet
management, insurance agency and investment management
businesses. Heartland’s primary strategy is to balance its focus
on increasing profitability with asset growth and diversification
through acquisitions, de novo bank formations, branch openings
and expansion into non-bank subsidiary activities.

Heartland’s results of operations depend primarily on net
interest income, which is the difference between interest income
from interest earning assets and interest expense on interest
bearing liabilities. Noninterest income, which includes service
charges, fees and gains on loans, rental income on operating
leases and trust income, also affects Heartland’s results of
operations. Heartland’s principal operating expenses, aside from
interest expense, consist of compensation and employee benefits,
occupancy and equipment costs, depreciation on equipment
under operating leases and provision for loan and lease losses.

The year 2002 was the third consecutive year Heartland
was able to record double-digit growth in earnings. Net income
increased $7.5 million or 65% when compared to 2001. Return
on common equity was 16.44% and return on assets was 1.13%.
The Eau Claire branch of Wisconsin Community Bank, a bank
subsidiary of Heartland, was sold effective December 15, 2002.
This discontinued operation contributed net income of $2.3
million, or $.23 on a diluted earnings per common share basis,
during 2002, which includes a $1.6 million gain on disposal, net
of taxes. Exclusive of the Eau Claire branch, income from
continuing operations totaled $16.6 million, or $1.68 on a
diluted per common share basis, compared to $11.1 million, or
$1.15 on a diluted per common share basis, during 2001, an
increase of $5.5 million or 49%. The 2002 results reinforce and
encourage our community banking approach.

The largest contributor to the improved earnings during
2002 was net interest income, which grew $8.7 million or 18%.
Average earning assets from continuing operations rose from
$1.363 billion during 2001 to $1.467 billion during 2002, a
change of $103.2 million or 8%. The $705 thousand or 17%
decrease in provision for loan and lease losses also contributed
to the improved earnings for 2002. Additionally, noninterest
income experienced a $3.3 million or 11% increase, exclusive of
securities gains and losses, including impairment losses on equity
securities and trading account securities gains and losses, and
valuation adjustments on mortgage servicing rights. In addition
to gains on sale of loans, the other noninterest income category
to reflect significant improvement was service charges and fees.
Noninterest expense was held to a $4.4 million or 8% increase.

Heartland’s adoption of the provisions of Statement of
Financial Accounting Standards (“FAS”) 142, “Goodwill and
Other Intangible Assets,” on January 1, 2002, discontinued the
amortization of $9.5 million in unamortized goodwill. Heart-
land’s adoption of the provisions of FAS 147, “Acquisitions of
Certain Financial Institutions,” on September 30, 2002, dis-
continued the amortization of $6.6 million in unamortized other
intangibles retroactively to January 1, 2002. The amount of
amortization expense recorded during 2001 on this goodwill
and other intangibles was $1.1 million, or $.11 on a diluted per
common share basis.

A majority of the $142 million or 9% growth in total assets
since year-end 2001 occurred during the last half of the year.
Loans and leases were $1.175 billion and deposits were $1.338
billion at the end of 2002, an increase of 6% and 11%, respec-
tively, since year-end 2001. Commercial and agricultural loan
growth was $92 million or 14% and $10 million or 7%, respec-
tively, during 2002. A portion of this growth was offset by the
$23 million or 14% decrease in the mortgage loan portfolio due
to paydowns experienced as customers continued to refinance
their mortgage loans into fifteen- and thirty-year fixed rate
loans, which Heartland usually sells into the secondary market.

For the year ended December 31, 2001, income from
continuing operations totaled $11.1 million, an increase of $1.6
million or 16% when compared to the net income of $9.6
million recorded in 2000. Diluted earnings per common share
grew to $1.15 from the $.98 recorded during 2000. Return on
common equity was 11.32% and return on assets was .72% for
2001, compared to 10.69% and .70%, respectively, for 2000.
Contributing to the increased earnings during 2001 was the $5.1
million or 12% increase in net interest income from continuing
operations, due in large part to growth in average earning assets.
Noninterest income experienced a $3.3 million or 12% increase,
primarily due to additional gains on sale of loans and service
charges and fees. As interest rates moved downward throughout
2001, customers frequently elected to refinance into fifteen-
and thirty-year, fixed-rate mortgage loans, which Heartland
usually elects to sell into the secondary market while retaining
servicing.

Total assets reached $1.644 billion at year-end 2001, an
increase of $178 million or 12% over year-end 2000. Even
though the economy weakened throughout 2001, Heartland
was able to grow its loan portfolio by $63 million or 6% and its
deposit account balances by $104 million or 9% in 2001.

Critical Accounting Policies
The process utilized by Heartland to estimate the adequacy of
the allowance for loan and lease losses is considered a critical
accounting practice for Heartland. The allowance for loan and
lease losses represents management’s estimate of identified and
unidentified losses in the existing loan portfolio. Thus, the accu-
racy of this estimate could have a material impact on Heart-
land’s earnings. The adequacy of the allowance for loan and
lease losses is determined using factors that include the overall
composition of the loan portfolio, general economic conditions,
types of loans, past loss experience, loan delinquencies, and
potential substandard and doubtful credits. The adequacy of the
allowance for loan and lease losses is monitored on an ongoing
basis by the loan review staff, senior management and the board
of directors. Factors considered by the loan review committee
included the following:
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• Heartland has continued to experience growth in more-
complex commercial loans as compared to relatively lower-
risk residential real estate loans.

• The nation has continued in a period of economic slowdown.
• During the last several years, Heartland has entered new mar-

kets in which it had little or no previous lending experience.
There can be no assurances that the allowance for loan and

lease losses will be adequate to cover all losses, but management
believes that the allowance for loan and lease losses was adequate
at December 31, 2002. While management uses available infor-
mation to provide for loan and lease losses, the ultimate collecti-
bility of a substantial portion of the loan portfolio and the need
for future additions to the allowance will be based on changes
in economic conditions. Along with other financial institutions,
management shares a concern for the outlook of the economy
during 2003. Even though there have been various signs of
emerging strength, it is not certain that this strength will be
sustainable. Consumer confidence plunged to a nine-year low
during 2002. Should the economic climate continue to dete-
riorate, borrowers may experience difficulty, and the level of
nonperforming loans, charge-offs, and delinquencies could rise
and require further increases in the provision for loan and lease
losses. In addition, various regulatory agencies, as an integral
part of their examination process, periodically review the allow-
ance for loan and lease losses carried by the Heartland subsidi-
aries. Such agencies may require Heartland to make additional
provisions to the allowance based upon their judgment about
information available to them at the time of their examinations.

The table below estimates the theoretical range of the 2002
allowance outcomes and related changes in provision expense
assuming either a reasonably possible deterioration in loan credit
quality or a reasonably possible improvement in loan credit quality.

Theoretical Range of Allowance for Loan and Lease
Losses
(Dollars in thousands)

Allowance for loan and lease losses at December 31, 2002 $ 16,091

Assuming deterioration in credit quality:
Addition to provision 1,649

Resultant allowance for loan and lease losses $ 17,740

Assuming improvement in credit quality:
Reduction in provision (1,154)

Resultant allowance for loan and lease losses $ 14,937

The assumptions underlying this sensitivity analysis represent an
attempt to quantify theoretical changes that could occur in the
total allowance for loan and lease losses given various economic
assumptions that could impact inherent loss in the loan and
lease portfolio as currently configured. It further assumes that
the general composition of the allowance for loans and lease
losses determined through Heartland’s existing process and
methodology remains relatively unchanged. It does not attempt
to encompass extreme and/or prolonged economic downturns,
systemic contractions to specific industries, or systemic shocks
to the financial services sector. A downward/upward migration
of the balances from the current loan grade to the next lower/
higher loan grade was assumed based upon Heartland’s experi-
ences during previous periods of economic movement.

Results of Operations
Net Interest Income
Net interest income is the difference between interest income
earned on earning assets and interest expense paid on interest
bearing liabilities. As such, net interest income is affected by
changes in the volume and yields on earning assets and the
volume and rates paid on interest bearing liabilities. Net interest
margin is the ratio of tax equivalent net interest income to
average earning assets.

Net interest margin from continuing operations, expressed
as a percentage of average earning assets, was 4.04% for the year
2002 compared to 3.67% for the year 2001. Heartland has been
successful in the utilization of floors on its commercial loan port-
folio to minimize the effect downward rates have on its interest
income. If rates begin to edge upward, Heartland will not see a
corresponding increase in its interest income until rates have
moved above the floors in place on these loans. Interest income
as a percentage of average earning assets went from 7.97% during
2001 to 6.93% during 2002, a decline of 104 basis points. Addi-
tionally, on the liability side of the balance sheet, Heartland has
locked in some funding in the three- to five-year maturities as
rates were at historical low levels. Interest expense as a percent-
age of average earning assets went from 4.30% during 2001 to
2.89% for 2002, a decline of 141 basis points.

Net interest margin from continuing operations, expressed
as a percentage of average earning assets, decreased from 3.74%
during 2000 to 3.67% during 2001. During 2000, the national
prime rate increased from 8.50% at the beginning of the year
to 9.50% at the end of the year. Conversely, during 2001, the
national prime rate decreased from 9.50% to 4.75%. Management
elected to remain competitive in the market areas it serves and
not reprice its deposit products as quickly. In addition to the
delay in repricing of deposit products, also negatively impacting
the net interest margin was the change in the composition of
the balance sheet, as the percentage of average loans to total
average earning assets decreased from 80% in 2000 to 75% in
2001. Loan growth slowed due to paydowns experienced in the
mortgage loan portfolio and reduced demand in the commercial
loan portfolio.

Net interest income from continuing operations, on a fully
tax equivalent basis, was $59.3 million, $50.1 million and $45.0
million for 2002, 2001 and 2000, respectively, an increase of 18%
for 2002 and 11% for 2001. These increases were the largest
contributors to the double-digit growth in earnings experienced
during both years and were primarily attributable to the growth
in earning assets and the ability to keep the increase in interest
expense below the growth in interest income. Average earning
assets from continuing operations grew $103 million or 8% and
$162 million or 13% during 2002 and 2001, respectively.

Heartland continues to manage its balance sheet on a pro-
active basis. The following table sets forth certain information
relating to Heartland’s average consolidated balance sheets and
reflects the yield on average earning assets and the cost of aver-
age interest bearing liabilities for the years indicated. Dividing
income or expense by the average balance of assets or liabilities
derives such yields and costs. Average balances are derived from
daily balances, and nonaccrual loans are included in each respec-
tive loan category.
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ANALYSIS OF AVERAGE BALANCES, TAX EQUIVALENT YIELDS AND RATES(1)

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

Average Average Average
Balance Interest Rate Balance Interest Rate Balance Interest Rate

Earning Assets:
Securities:

Taxable $ 305,315 $ 13,132 4.30% $ 253,290 $ 14,143 5.58% $ 189,610 $ 11,824 6.24%
Nontaxable(1) 52,756 4,177 7.92 30,909 2,712 8.77 31,026 2,748 8.86

Total securities 358,071 17,309 4.83 284,199 16,855 5.93 220,636 14,572 6.60

Interest bearing deposits 10,535 248 2.35 7,320 243 3.32 5,796 333 5.75
Federal funds sold 20,835 322 1.55 49,126 1,981 4.03 16,874 911 5.40
Loans and leases:

Commercial and commercial
real estate(1) 665,431 45,480 6.83 564,261 44,773 7.93 502,040 43,531 8.67

Residential mortgage 142,469 10,518 7.38 191,081 15,364 8.04 202,429 16,376 8.09
Agricultural and agricultural 

real estate(1) 150,485 10,941 7.27 139,421 11,767 8.44 133,043 11,848 8.91
Consumer 120,561 12,036 9.98 126,027 13,278 10.54 118,455 12,625 10.66
Direct financing leases, net 13,626 1,037 7.61 16,574 1,242 7.49 15,027 1,056 7.03
Fees on loans – 3,694 – – 3,197 – – 2,400 –
Less: allowance for loan and 

lease losses (15,309) – – (14,528) – – (12,984) – –

Net loans and leases 1,077,263 83,706 7.77 1,022,836 89,621 8.76 958,010 87,836 9.17

Total earning assets 1,466,704 101,585 6.93 1,363,481 108,700 7.97 1,201,316 103,652 8.63

Nonearning Assets:
Assets of discontinued operation 31,525 – – 31,951 – – 18,777 – –
Total nonearning assets 173,385 – – 162,900 – – 150,305 – –

TOTAL ASSETS $ 1,671,614 $ 101,585 6.08% $ 1,558,332 $ 108,700 6.98% $ 1,370,398 $ 103,652 7.56%

Interest Bearing Liabilities:
Interest bearing deposits:

Savings accounts $ 477,484 $ 6,530 1.37% $ 425,258 $ 11,858 2.79% $ 382,365 $ 13,866 3.63%
Time, $100,000 and over 124,063 4,505 3.63 143,315 8,220 5.74 99,272 6,001 6.05
Other time deposits 459,638 20,360 4.43 441,325 25,705 5.82 399,952 23,274 5.82

Short-term borrowings 134,949 2,643 1.96 141,532 5,598 3.96 120,561 6,986 5.79
Other borrowings 135,365 8,294 6.13 106,267 7,239 6.81 113,706 8,551 7.52

Total interest bearing liabilities 1,331,499 42,332 3.18 1,257,697 58,620 4.66 1,115,856 58,678 5.26

Noninterest Bearing Liabilities:
Noninterest bearing deposits 162,638 – – 138,694 – – 123,411 – –
Liabilities of discontinued operation 31,525 – – 31,951 – – 18,777 – –
Accrued interest and other liabilities 31,212 – – 29,154 – – 22,681 – –

Total noninterest bearing liabilities 225,375 – – 199,799 – – 164,869 – –

Stockholders’ equity 114,740 – – 100,836 – – 89,673 – –

TOTAL LIABILITIES AND
STOCKHOLDERS’ EQUITY $ 1,671,614 $ 42,332 2.53% $ 1,558,332 $ 58,620 3.76% $ 1,370,398 $ 58,678 4.28%

Net interest income(1) $ 59,253 $ 50,080 $ 44,974

Net interest income to total 
earning assets(1) 4.04% 3.67% 3.74%

Interest bearing liabilities to 
earning assets 90.78% 92.24% 92.89%

(1)Tax equivalent basis is calculated using an effective tax rate of 34%.



Provision for Loan and Lease Losses
The allowance for loan and lease losses is established through a
provision charged to expense to provide, in Heartland’s opinion,
an adequate allowance for loan and lease losses. The $3.6-million
provision for loan losses made during 2002, a decrease of $705
thousand or 17% when compared to 2001, resulted primarily
from a large recovery on a prior-year charge-off and a decrease
in nonperforming loans. The provision for loan losses made
during 2001 was $4.3 million, an increase of $1.3 million or
43% when compared to the $3.0 million provision made during
2000. Much of this increase was recorded in response to loan
growth experienced and an increase in nonperforming loans.
The adequacy of the allowance for loan and lease losses is
determined by management using factors that include the
overall composition of the loan portfolio, general economic
conditions, types of loans, past loss experience, loan delinquen-
cies, and probable substandard and doubtful credits. A weak
economy will inevitably result in increased problem loans, but
Heartland expects the problems to be manageable and of a
lesser scope for Heartland than for the industry as a whole. For
additional details on the specific factors considered, refer to the
critical accounting policies and allowance for loan and lease
losses sections of this report.

Noninterest Income
For the years ended December 31, 2002, 2001 and 2000
(Dollars in thousands)

2002 2001 2000

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 $ 32,757 $ 30,261 $ 26,979

The table above shows Heartland’s noninterest income for
the years indicated. Total noninterest income from continuing
operations increased $2.5 million or 8% during 2002 and $3.3
million or 12% during 2001. Exclusive of valuation adjustments
on mortgage servicing rights and securities gains and losses,
including trading account securities losses and impairment losses
on equity securities, noninterest income experienced a $3.3
million or 11% increase in 2002 and a $3.2 million or 12%
increase in 2001. During both periods, the noninterest income
categories reflecting significant improvement were gains on sale
of loans and service charges and fees.

Emphasis during the past several years on enhancing revenues
from services provided to customers has resulted in significant
growth in service charges and fees. These fees increased $1.8
million or 28% during 2002 and $951 thousand or 18% during
2001. Average noninterest bearing checking account balances
increased $23.9 million or 17% during 2002 and $15.8 million
or 12% during 2001. The addition of an overdraft privilege

feature to our checking account product line during the fall of
2001, along with growth in these noninterest bearing checking
account balances, resulted in the generation of additional service
charge revenue related to activity fees charged to these accounts.
Service fees are also collected on the mortgage loans Heartland
has sold into the secondary market while retaining servicing.
Heartland’s servicing portfolio grew from $183.9 million at
year-end 2000 and $268.6 million at year-end 2001 to $395.1
million at December 31, 2002. Also contributing to the increase
in service charges and fees was the growth in fees collected for
the processing of merchant credit card activity.

Gains on sale of loans totaled $4.7 million during 2002,
$2.7 million during 2001 and $521 thousand during 2000.
During low-rate environments, customers frequently elect to
take fifteen- and thirty-year, fixed-rate mortgage loans, which
Heartland usually elects to sell into the secondary market. The
lower volume of mortgage loans sold into the secondary market
during 2000 was reflective of a higher rate environment in which
customers elected to take three- and five-year adjustable rate
mortgage loans, which Heartland elected to retain in its loan
portfolio.

Securities gains were $790 thousand, $1.5 million and $501
thousand during 2002, 2001 and 2000, respectively. The contin-
ual decline of interest rates during 2001 provided an opportunity
for Heartland to realize securities gains in its bond portfolio. As
rates declined in 2001, Heartland’s interest rate forecast changed
to an upward bias and therefore, longer-term agency securities
were sold at a gain to shorten the portfolio. In order to reduce
the interest rate risk of rising interest rates, the proceeds were
invested in well-seasoned premium mortgage-backed securities
that were projected to outperform the agency securities in a
rising interest rate environment.

Heartland elected to begin classifying some of its new equity
securities purchases as trading during the first quarter of 2001.
Losses on this portfolio totaled $598 thousand during 2002
compared to losses of $417 thousand during 2001. The losses
primarily resulted from the decline in the stock market.

Impairment losses on equity securities totaled $267 thousand
during 2002. These losses were related to the decline in market
value on the common stock of three companies held in Heart-
land’s available for sale equity securities portfolio. The carrying
value of these stocks on Heartland’s balance sheet at December
31, 2002, was $206 thousand. During 2001, impairment losses
on equity securities totaled $773 thousand. Heartland was a
limited partner in an investment partnership that had a portion
of its funds invested in a company that filed bankruptcy under
Chapter 11 in 2001. The impairment loss recorded on this
investment totaled $700 thousand and reflected Heartland’s
30% ownership. During 2002, Heartland began the process of
divesting its interest in this partnership. The fair value of the
remaining portion of Heartland’s investment in this partnership
at December 31, 2002, was $10 thousand. The remaining $73
thousand of impairment losses recorded during 2001 related to
common stock held in the available for sale equity securities
portfolio, all of which stock was sold during 2002. Similarly,
during 2000, an impairment loss on equity securities of $244
thousand was recorded. This loss resulted from the announce-
ment that Safety Kleen Corp. had filed bankruptcy under Chap-
ter 11. Heartland held 20,000 shares of Safety Kleen’s common
stock in its equity portfolio, which stock was sold during 2002.

Valuation adjustments on mortgage servicing rights totaled
a $469 thousand loss during 2002. The valuation of Heartland’s
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mortgage servicing rights declined since year-end 2001 as a
result of the further drop in mortgage loan interest rates. Heart-
land utilizes the services of an independent third-party to per-
form a valuation analysis of its servicing portfolio each quarter.

Noninterest Expense
For the years ended December 31, 2002, 2001 and 2000
(Dollars in thousands)

2002 2001 2000

Salaries and employee benefits $ 28,571 $ 25,182 $ 23,645
Occupancy 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 3,433 2,634
FDIC deposit insurance

assessment 209 208 228
Advertising 1,917 1,588 1,482
Goodwill amortization – 1,057 1,057
Core deposit premium amortization 495 615 757
Other noninterest expense 9,255 8,287 7,203

TOTAL NONINTEREST
EXPENSE $ 62,771 $ 58,333 $ 54,070

Efficiency ratio(1) 68.81% 73.98% 75.67%
(1)Noninterest expense divided by the sum of net interest income and

noninterest income less security gains.

The table above shows Heartland’s noninterest expense for the
years indicated. Noninterest expense from continuing operations
increased $4.4 million or 8% in 2002 and $4.3 million or 8% in
2001. Growth in some of these expenses began to taper off in
2001 as Heartland began to realize the full utilization of the
resources it expended during the early stages of its 1999 and
2000 growth initiatives.

Salaries and employee benefits expense, the largest component
of noninterest expense, experienced increases of $3.4 million or
13% and $1.5 million or 7% during 2002 and 2001, respectively.
In addition to normal merit increases, these increases were also
attributable to expansion efforts, primarily at New Mexico Bank
& Trust. The number of full-time equivalent employees increased
from 544 at December 31, 2000, to 581 at December 31, 2001,
and 606 at December 31, 2002.

Fees for outside services increased $885 thousand or 26%
during 2002 and $799 thousand or 30% during 2001. Contrib-
uting to these increases were the following:
• A consultant was engaged to assist in the implementation of

an overdraft privilege feature on Heartland’s checking account
products during 2001. The fee associated with these services
was accrued and payable monthly during the last quarter of
2001 and throughout all of 2002 based upon the additional
fees generated.

• Beginning in 2002, Heartland elected to engage Darling
Consulting Group to provide balance sheet management
advisory services. Included in these services are quarterly
asset/liability management position assessments and strategy
formulation.

• As on-line banking has grown in popularity, Heartland has
incurred additional costs to provide this service to its customers.

• During 2002, legal fees were paid related to actions brought
by Heartland to recover losses realized in an investment fund
partnership, in which Heartland was a limited partner, and to
resolve a dispute on the enforceability of a guarantee on a
nonperforming commercial loan. Legal and professional fees
related to Heartland’s continuing exploration of potential
acquisitions also were paid during 2001.

• Beginning in 2001, Heartland elected to outsource its inter-
nal audit function instead of fully staffing an internal audit
department.

• As a result of enhancing the fleet card program at ULTEA,
additional conversion costs were incurred during 2001.

During 2002, advertising/public relations expense increased
$329 thousand or 21%. Dubuque Bank and Trust deposited
$200 thousand into its charitable trust fund during 2002. This
fund provides a source for future charitable giving.

Other noninterest expenses increased $968 thousand or
12% during 2002 and $1.1 million or 15% during 2001. A large
portion of the 2002 increase was the result of additional process-
ing fees related to increased activity in the merchant credit card
processing area and additional minority interest related to the
improved earnings at New Mexico Bank & Trust. During 2001,
a large portion of the increase was also the result of additional
processing fees related to increased activity in the merchant
credit card processing area and growth in amortization and
maintenance expense on software.

Heartland’s adoption of the provisions of FAS 142 on
January 1, 2002, and FAS 147 on September 30, 2002, discon-
tinued the amortization of $16.1 million in unamortized good-
will. The amount of amortization expense recorded during both
2001 and 2000 on this goodwill was $1.1 million.

Income Taxes
Income tax expense increased $3.3 million or 57% for 2002 and
$1.5 million or 36% for 2001, primarily as a result of increased
pre-tax earnings. The discontinued operations and related gain
on sale of our Eau Claire branch was responsible for $1.5 million
or 45% of the 2002 increase in income taxes. Heartland’s effec-
tive tax rate was 32.3% for 2002, 33.4% for 2001 and 30.5%
for 2000. The effective tax rate grew in 2001, in part, as a result
of the amount of additional merger-related goodwill and other
intangibles amortization expense recorded that was not deduct-
ible for federal income tax purposes. These expenses grew as a
percentage of pre-tax income from 4.26% in 2000 to 5.71% in
2001. Tax-exempt interest income on securities and loans as a
percentage of pre-tax income has varied over the past several
years. Tax-exempt interest income was 10% of pre-tax income
during 2002 and 2001 compared to 13% for 2000. In April of
2002, Dubuque Bank and Trust acquired a 99.9% ownership in
a limited liability company that owns a certified historic structure
for which historic rehabilitation tax credits apply to the 2002
tax year.

Financial Condition
Lending Activities
Heartland’s major source of income is interest on loans and
leases. The following table presents the composition of Heart-
land’s loan portfolio at the end of the years indicated.

Heartland experienced growth in net loans and leases during
both 2002 and 2001. This growth was $68.6 million or 6% in
2002 and $62.0 million or 6% in 2001. Exclusive of the $30.0
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million loans included in the sale of the Eau Claire branch, net
loans and leases grew by $98.6 million or 9% during 2002. This
increase was attributable to growth in the commercial and
agricultural loan portfolios and would have been more signifi-
cant had the mortgage and consumer loan portfolios not expe-
rienced declines. Loan growth during 2001 was slower than
during 2000 due to paydowns experienced in the mortgage loan
portfolio and reduced demand in the commercial loan portfolio,
particularly during the first half of the year. Growth in the
commercial loan portfolio increased during the remaining half
of 2001 and continued into 2002.

The largest growth occurred in commercial and commercial
real estate loans, which increased $92.0 million or 14% during
2002 and $101.1 million or 18% during 2001. All the loans
included in the Eau Claire branch sale were classified as commer-
cial and commercial real estate. Exclusive of those loans, this
category of the loan portfolio grew $122.0 million or 20%. All
the bank subsidiaries, except for First Community Bank, expe-
rienced growth in this loan category, principally as a result of
continued calling efforts.

Agricultural and agricultural real estate loans outstanding
experienced an increase of $10.1 million or 7% during 2002.
Over 75% of this growth occurred at Dubuque Bank and Trust
Company, Heartland’s flagship bank in Dubuque, Iowa. During
2001, agricultural and agricultural real estate loans outstanding
grew $11.8 million or 9%, the majority of which occurred at
New Mexico Bank & Trust’s office in Clovis and at Dubuque
Bank and Trust Company.

The residential mortgage loan portfolio experienced a
decline of $23.0 million or 14% during 2002 and $46.7 million
or 22% during 2001, as customers refinanced their mortgage
loans into fifteen- and thirty-year fixed rate loans, which Heart-
land usually sells into the secondary market. Servicing is retained
on a majority of these loans so that the Heartland bank subsidi-
aries have an opportunity to continue providing their customers
the excellent service they expect. Heartland’s servicing portfolio
was $268.6 million at year-end 2001 and $395.1 million at

December 31, 2002. During both years, long-term rates were at
all-time lows and many customers were anxious to lock in these
low rates for a longer period of time on their mortgage loans.

Consumer loan outstandings declined $7.0 million or 5%
during 2002, as the economy continued to weaken and con-
sumers were provided other sources of financing, e.g., zero
percent automobile financing through dealerships. During 2001,
consumer loan outstandings remained relatively flat, as the
economy began to weaken and consumers were provided other
sources of financing. 

Although the risk of nonpayment for any reason exists with
respect to all loans, specific risks are associated with each type
of loan. The primary risks associated with commercial and
agricultural loans are the quality of the borrower’s management
and the impact of national and regional economic factors. Addi-
tionally, risks associated with commercial and agricultural real
estate loans include fluctuating property values and concentra-
tions of loans in a specific type of real estate. Repayment on
loans to individuals, including those on residential real estate,
are dependent on the borrower’s continuing financial stability,
and thus are more likely to be affected by adverse personal
circumstances and deteriorating economic conditions. Heartland
monitors its loan concentrations and does not believe it has
concentrations in any specific industry.

Heartland’s strategy with respect to the management of
these types of risks, whether loan demand is weak or strong, is
to encourage the Heartland banks to follow tested and prudent
loan policies and underwriting practices which include: (i) grant-
ing loans on a sound and collectible basis; (ii) ensuring that
primary and secondary sources of repayment are adequate in
relation to the amount of the loan; (iii) administering loan poli-
cies through a board of directors and an officers’ loan committee;
(iv) developing and maintaining adequate diversification of the
loan portfolio as a whole and of the loans within each loan
category; and (v) ensuring that each loan is properly documented
and, if appropriate, guaranteed by government agencies and that
insurance coverage is adequate.
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LOAN PORTFOLIO
For the years ended December 31, 2002, 2001, 2000, 1999 and 1998 (Dollars in thousands)

2002 2001 2000 1999 1998

Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent

Commercial and commercial real estate $ 743,520 63.10% $ 651,479 58.73% $ 550,366 52.62% $ 448,991 53.53% $ 277,765 46.88%
Residential mortgage 145,931 12.39 168,912 15.23 215,638 20.62 180,347 21.50 156,415 26.40
Agricultural and agricultural real estate 155,596 13.21 145,460 13.11 133,614 12.78 92,936 11.08 77,211 13.03
Consumer 120,853 10.26 127,874 11.53 128,685 12.30 103,608 12.35 72,642 12.26
Lease financing, net 12,308 1.04 15,570 1.40 17,590 1.68 12,886 1.54 8,508 1.43

Gross loans and leases 1,178,208 100.00% 1,109,295 100.00% 1,045,893 100.00% 838,768 100.00% 592,541 100.00%

Unearned discount (2,161) (3,457) (3,397) (3,169) (2,136)
Deferred loan fees (811) (633) (400) (453) (272)

Total loans and leases 1,175,236 1,105,205 1,042,096 835,146 590,133

Allowance for loan and lease losses (16,091) (14,660) (13,592) (10,844) (7,945)

LOANS AND LEASES, NET $ 1,159,145 $ 1,090,545 $1,028,504 $ 824,302 $ 582,188



Nonperforming Loans and Leases and Other
Nonperforming Assets
The table above sets forth the amounts of nonperforming loans
and leases and other nonperforming assets on the dates indicated.

Under Heartland’s internal loan review program, a loan
review officer is responsible for reviewing existing loans and
leases, identifying potential problem loans and leases and moni-
toring the adequacy of the allowance for loan and lease losses at
the Heartland banks.

Heartland constantly monitors and continues to develop
systems to oversee the quality of its loan portfolio. One integral
part is a loan rating system, which assigns a rating on each loan
and lease within the portfolio based on the borrower’s financial
position, repayment ability, collateral position and repayment
history. This emphasis on quality is reflected in Heartland’s credit
quality figures, which compare favorably to peer data in the
Bank Holding Company Performance Reports published by the
Federal Reserve Board for bank holding companies with total
assets of $1 to $3 billion. In this report, the peer group reported
nonperforming assets to total assets of 0.63% and 0.59% for
September 30, 2002, and December 31, 2001, respectively.
Heartland’s ratios at December 31, 2002 and 2001, were 0.29%
and 0.52%, respectively.

Nonperforming loans, defined as nonaccrual loans, restruc-
tured loans and loans past due ninety days or more, decreased to
.38% of total loans and leases at December 31, 2002, compared
to .73% of total loans and leases at December 31, 2001. A por-
tion of this decrease was the result of one large credit that was
partially paid off. Nonperforming loans increased to 0.73% of
total loans and leases at December 31, 2001, compared to 0.65%
of total loans and leases at December 31, 2000. Contributing to
this increase in nonperforming loans at year-end 2001 were a
$1.4 million and $1.5 million increase at Wisconsin Community
Bank and New Mexico Bank & Trust, respectively. These increases
were attributable to a few large credits and not felt to be an indi-
cation of a trend in either of these newer markets for Heartland.
These increases were offset by a $2.3 million reduction in non-
performing loans at Dubuque Bank and Trust Company, as pay-
ments totaling $1.5 million were received during the first quarter
of 2001 and a $900 thousand charge-off was recorded during
the last quarter of 2001 on the same credit. Workout plans are
in process on a majority of Heartland’s nonperforming loans
and, because of the net realizable value of collateral, guarantees
and other factors, anticipated losses on these credits are expected

to be minimal. A weak economy will inevitably result in increased
problem loans, but Heartland expects the problems to be man-
ageable and of a lesser scope for Heartland than for the industry
as a whole.

Allowance for Loan and Lease Losses
The process utilized by Heartland to estimate the adequacy of
the allowance for loan and lease losses is considered a critical
accounting practice for Heartland. The allowance for loan and
lease losses represents management’s estimate of identified and
unidentified losses in the existing loan portfolio. For additional
details on the specific factors considered, refer to the critical
accounting policies section of this report. 

The allowance for loan and lease losses increased by $1.4
million or 10% during 2002 and $1.1 million or 8% during
2001. The allowance for loan and lease losses at December 31,
2002, was 1.37% of loans and 359% of nonperforming loans,
compared to 1.33% of loans and 180% of nonperforming loans,
at year-end 2001. A portion of the growth in the allowance for
loan and lease losses occurred as a result of the expansion of the
loan portfolio during both years.

During 2002, Heartland recorded net charge-offs of $1.8
million compared to $3.2 million in 2001. The decrease in net
charge-offs during 2002 was primarily the result of a large recov-
ery on a prior year charge-off. Citizens Finance Co., Heartland’s
consumer finance subsidiary, experienced net charge-offs of $1.2
million or 66% of total net charge-offs during 2002 compared
to $1.0 million or 32% during 2001. Increased losses at Citizens
relate directly to the rapid growth it experienced during the
previous two years with expansion into the Rockford, Illinois,
market. Identification of problem loans in a portfolio begin to
occur as the portfolio matures. Additionally, the weakened econ-
omy has affected the ability of borrowers to repay their consumer
loans. Net losses as a percentage of average gross loans at Citi-
zens were 5.17% for 2002 compared to 4.37% for 2001. Loans
with payments past due for more than thirty days at Citizens
remained constant at 5.30% of gross loans at December 31,
2001 and 5.27% at December 31, 2002. 

The table at the top of the next page summarizes activity in
the allowance for loan and lease losses for the years indicated,
including amounts of loans and leases charged off, amounts of
recoveries, additions to the allowance charged to income and
the ratio of net charge-offs to average loans and leases
outstanding.
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NONPERFORMING ASSETS
For the years ended December 31, 2002, 2001, 2000, 1999 and 1998 (Dollars in thousands)

2002 2001 2000 1999 1998

Nonaccrual loans and leases $ 3,944 $ 7,269 $ 5,860 $ 1,414 $ 1,324
Loan and leases contractually past due 90 days or more 541 500 523 236 426
Restructured loans and leases – 354 357 – –

Total nonperforming loans and leases 4,485 8,123 6,740 1,650 1,750
Other real estate 452 130 489 514 832
Other repossessed assets 279 343 219 138 102

TOTAL NONPERFORMING ASSETS $ 5,216 $ 8,596 $ 7,448 $ 2,302 $ 2,684

Nonperforming loans and leases to total loans and leases 0.38% 0.73% 0.65% 0.20% 0.30%
Nonperforming assets to total loans and leases plus repossessed property 0.44% 0.78% 0.71% 0.28% 0.45%
Nonperforming assets to total assets 0.29% 0.52% 0.51% 0.19% 0.28%
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SECURITIES PORTFOLIO COMPOSITION
For the years ended December 31, 2002, 2001 and 2000 (Dollars in thousands)

2002 2001 2000

% of % of % of
Amount Portfolio Amount Portfolio Amount Portfolio

U. S. government corporations, agencies and treasuries $ 101,339 25.99% $ 79,234 24.48% $ 118,897 52.13%
Mortgage-backed securities 187,318 48.04 183,661 56.74 53,407 23.42
States and political subdivisions 71,391 18.31 30,948 9.56 34,044 14.93
Other securities 29,852 7.66 29,846 9.22 21,717 9.52

TOTAL $ 389,900 100.00% $ 323,689 100.00% $ 228,065 100.00%

Securities
The composition of Heartland’s securities portfolio is managed
to maximize the return on the portfolio while considering the
impact it has on Heartland’s asset/liability position and liquidity
needs. Securities represented 22% of total assets at December
31, 2002, as compared to 20% at December 31, 2001. As loan
growth lagged deposit growth during the first half of 2002, the
amount of securities held in Heartland’s portfolio was increased.
Additionally, Heartland increased its securities portfolio as
opposed to holding excess liquidity in lower-yielding federal
funds sold.

During 2002, management changed the composition of the
securities portfolio. Additional paydowns received on mortgage-
backed securities were replaced with short-term U.S. govern-
ment agency securities and municipal securities. Management
purchased some longer-term municipal securities to take advan-
tage of the unusually steep slope in the yield curve and the
spread of the tax-equivalent yield on municipal securities over

the yield on agency securities with the same maturities. Also to
improve net interest margin, management elected to reduce its
fed funds and money market instruments position and invest in
short-term U.S. treasury and government agency securities. 

During 2001, as Heartland’s interest rate forecast changed
to one of rising rates, except for the short end of the yield
curve, management elected to shift a portion of its securities
portfolio into mortgage-backed securities from U.S. government
agencies. Tightly structured tranches in well-seasoned mortgage-
backed securities were purchased to enhance the performance
of the portfolio given a rise in interest rates.

Heartland implemented Statement of Financial Accounting
Standards 133, “Accounting for Derivative Instruments and
Hedging Activities,” on January 1, 2001. At that date, all invest-
ments previously included in Heartland’s held to maturity
investment portfolio were reclassified to the available for sale
investment portfolio. The table below presents the composition
of the securities portfolio by major category.

ANALYSIS OF ALLOWANCE FOR LOAN AND LEASE LOSSES
For the years ended December 31, 2002, 2001, 2000, 1999 and 1998 (Dollars in thousands)

2002 2001 2000 1999 1998

Allowance at beginning of year $ 14,660 $ 13,592 $ 10,844 $ 7,945 $ 7,362
Charge-offs:

Commercial and commercial real estate 795 1,477 407 81 289
Residential mortgage 38 32 54 – 20
Agricultural and agricultural real estate 279 463 580 8 41
Consumer 2,085 1,785 1,239 546 473
Lease financing 6 – – – –

Total charge-offs 3,203 3,757 2,280 635 823

Recoveries:
Commercial and commercial real estate 836 79 97 74 372
Residential mortgage 8 – 4 12 –
Agricultural and agricultural real estate 177 108 176 6 1
Consumer 389 355 308 151 82
Lease financing – – – – –

Total recoveries 1,410 542 585 243 455

Net charge-offs(1) 1,793 3,215 1,695 392 368
Provision for loan and lease losses from continuing operations 3,553 4,258 2,976 2,550 951
Provision for loan and lease losses from discontinued operations (329) 25 325 76 –
Additions related to acquisitions – – 1,142 665 –

ALLOWANCE AT END OF PERIOD $ 16,091 $ 14,660 $ 13,592 $ 10,844 $ 7,945

NET CHARGE-OFFS TO AVERAGE LOANS AND LEASES 0.16% 0.30% 0.17% 0.06% 0.07%

(1)Includes net charge-offs at Citizens Finance, Heartland’s consumer finance company, of $1,182 for 2002, $1,043 for 2001, $614 for 2000, $256 for 1999 and
$278 for 1998.
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Deposits and Borrowed Funds
Total average deposits experienced an increase of $99.4 million
or 9% during 2002 compared to an increase of $144.2 million
or 14% during 2001. Total average deposits were $1.252 billion
during 2002, $1.153 billion during 2001 and $1.009 billion
during 2000. The Eau Claire branch sale included deposits of
$6.7 million. Exclusive of those deposits, growth in average
deposits was $106.1 million or 9% during 2002. Increases in
total deposits occurred at all of the bank subsidiaries except for
First Community Bank.

All deposit categories, except for time deposits over $100,000,
experienced growth during 2002. Average demand deposit account
balances increased $24.4 million or 17%. All the Heartland bank
subsidiaries experienced double-digit growth in these balances
except for First Community Bank. Average savings deposit account
balances increased by $60.8 million or 14% and average time
deposits under $100,000 grew by $33.3 million or 8% during
2002. With the continued instability in the equity markets, many
customers have elected to keep funds on deposit in financial
institutions. Additionally, as long-term rates have continued at
all-time lows, efforts were focused at attracting customers into
certificates of deposit with a maturity exceeding two years. A
portion of the growth in certificate of deposit account balances
was also attributable to the implementation of a balance sheet
management strategy that included the acquisition of brokered
deposits. Average balances in time deposits over $100,000
decreased during 2002 by $19.1 million or 13%. These accounts
are typically obtained via a bidding process and Heartland man-
agement elected to not aggressively pursue these deposits.

During 2001, the demand and savings deposit categories
experienced growth in excess of 10% and most of this growth
was reflective of increased marketing efforts and customers’
election to keep funds on deposit in a financial institution as
the volatility in the stock market continued. Half of the $15.8
million or 13% growth in average demand deposits occurred at
New Mexico Bank & Trust in Albuquerque, New Mexico. The
$42.9 million or 11% growth in average savings deposits resulted
from growth in all of the markets served by the Heartland
banks. The money market product line was enhanced during
2000 and much of the growth in savings was attributable to
marketing efforts focused on attracting new customers into this
product line, as well as, customers’ election to keep funds on
deposit in a financial institution as the volatility in the stock
market continued. Average time deposits grew by $85.5 million
or 17%. Again, all the Heartland banks experienced growth in
this deposit category. As long-term rates moved downward
during 2001, efforts were initiated to attract customers into
certificates of deposit with a maturity exceeding two years.

The table below sets forth the distribution of Heartland’s
average deposit account balances and the average interest rates
paid on each category of deposits for the years indicated.

Short-term borrowings generally include federal funds
purchased, treasury tax and loan note options, securities sold
under agreement to repurchase and short-term Federal Home
Loan Bank (“FHLB”) advances. These funding alternatives are
utilized in varying degrees depending on their pricing and avail-
ability. At year-end 2002, the $161.4 million of short-term
borrowings was consistent with the $160.7 million outstanding
at year-end 2001.

All of the bank subsidiaries provide repurchase agreements
to their customers as a cash management tool, sweeping excess
funds from demand deposit accounts into these agreements.
This source of funding does not increase the bank’s reserve
requirements, nor does it create an expense relating to FDIC
premiums on deposits. Although the aggregate balance of
repurchase agreements is subject to variation, the account
relationships represented by these balances are principally local.
These balances declined $9.6 million since year-end 2001 as
interest rates continued at all-time low levels and some of these
repurchase agreement customers elected to invest a portion of
their excess funds in higher-yielding products. From year-end
2000 to year-end 2001, these balances grew from $93.0 million
to $108.6 million, principally as a result of the entry into new
markets.

Also included in short-term borrowings are the credit lines
Heartland entered into with two unaffiliated banks. Under
the unsecured credit lines, Heartland may borrow up to $50.0
million. At December 31, 2002, $25.0 million was outstanding
as compared to $29.2 million at December 31, 2001.

Other borrowings include all debt arrangements Heartland
and its subsidiaries have entered into with original maturities
that extend beyond one year. These borrowings were $126.3
million on December 31, 2002, compared to $143.8 million
on December 31, 2001. The change in these account balances
primarily resulted from activity in the bank subsidiaries’ borrow-
ings from the FHLB. All of the Heartland banks own stock in
the FHLB of Des Moines, Chicago or Dallas, enabling them to
borrow funds from their respective FHLB for short- or long-
term purposes under a variety of programs. Total FHLB borrow-
ings at December 31, 2002, and December 31, 2001, were $72.5
million and $86.5 million, respectively. Substantially all of these
borrowings are fixed-rate advances for original terms between
three and five years. As advance rates moved downward during
2001 to historically low levels, Heartland elected to obtain
additional advances to lock in funding for anticipated fixed-rate
commercial loan growth and replace the maturity of advances
during the first half of 2002.

AVERAGE DEPOSITS
For the years ended December 31, 2002, 2001 and 2000 (Dollars in thousands)

2002 2001 2000

Average % of Average % of Average % of
Balance Deposits Rate Balance Deposits Rate Balance Deposits Rate

Demand deposits $ 164,280 13.12% –% $ 139,870 12.13% –% $ 124,117 12.30% –%
Savings accounts 488,756 39.03 1.37 427,953 37.13 2.80 385,047 38.18 3.61
Time deposits less than $100 474,817 37.92 4.41 441,505 38.30 5.82 400,096 39.67 5.82
Time deposits of $100 or more 124,321 9.93 3.62 143,429 12.44 5.74 99,322 9.85 6.04

TOTAL DEPOSITS $ 1,252,174 100.00% $ 1,152,757 100.00% $ 1,008,582 100.00%



Additionally, balances outstanding on capital securities
issued by Heartland are included in total other borrowings. The
issuance in October of 1999 for $25.0 million bears an annual
rate of 9.60% and matures on September 30, 2029. A private
placement offering for $8.0 million was completed in December
of 2001. This variable rate issuance matures on December 18,
2031, and bears interest at the rate of 3.60% per annum over
the three-month LIBOR rate, as calculated each quarter. An
additional private placement offering for $5.0 million was com-
pleted in June of 2002. This additional variable rate issuance
matures on June 30, 2032, and bears interest at the rate of
3.65% per annum over the three-month LIBOR rate, as calcu-
lated each quarter.

The following table summarizes significant contractual
obligations and other commitments as of December 31, 2002:

(Dollars in thousands)

Payments Due By Period

Less More
Than One– Three– Than
One Three Five Five

Total Year Years Years Years

Contractual obligations:
Long-term debt

obligations $ 126,299 $ 10,157 $ 46,824 $20,578 $ 48,740
Operating lease

obligations 3,277 536 1,258 772 711
Purchase obligations 4,469 3,845 624 – –
Other long-term

liabilities 4,359 – 3,610 – 749 

Total contractual
obligations $ 138,404 $ 14,538 $ 52,316 $21,350 $ 50,200

Other commitments:
Lines of credit $ 391,144 $ 237,849 $ 57,398 $17,433 $ 78,464
Standby letters of

credit 11,803 9,543 307 55 1,898
Other commitments 21,418 21,418 – – –

Total other commitments $ 424,365 $ 268,810 $ 57,705 $17,488 $ 80,362

Since many of the commitments are expected to expire without
being drawn upon, the total commitment amounts do not neces-
sarily represent future cash requirements.

Capital Resources
Heartland’s risk-based capital ratios, which take into

account the different credit risks among banks’ assets, met all
capital adequacy requirements over the past three years. Tier 1
and total risk-based capital ratios were 10.65% and 11.86%,
respectively, on December 31, 2002, compared with 9.71% and
10.89%, respectively, on December 31, 2001, and 8.74% and
9.90%, respectively, on December 31, 2000. At December 31,
2002, Heartland’s leverage ratio, the ratio of Tier 1 capital to
total average assets, was 8.24% compared to 7.53% and 7.25%
at December 31, 2001 and 2000, respectively. Heartland and its
bank subsidiaries have been, and will continue to be, managed
so they meet the well-capitalized requirements under the regu-
latory framework for prompt corrective action. To be categorized
as well capitalized under the regulatory framework, bank holding
companies and banks must maintain minimum total risk-based,
Tier 1 risk-based and Tier 1 leverage ratios of 10%, 6% and 4%,

respectively. The most recent notification from the FDIC
categorized Heartland and each of its bank subsidiaries as well
capitalized under the regulatory framework for prompt correc-
tive action. There are no conditions or events since that notifica-
tion that management believes have changed each institution’s
category.

Commitments for capital expenditures are an important
factor in evaluating capital adequacy. In February of 2003,
Heartland entered into an agreement with a group of Arizona
business leaders to establish a new bank in Mesa. Pending regu-
latory 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, of which $500 thou-
sand has already been advanced. Heartland intends to fund this
transaction through its revolving credit line.

As a result of the acquisition of National Bancshares, Inc.,
the one-bank holding company of First National Bank of Clovis,
remaining requisite cash payments under the notes payable total
$637 thousand in 2003 and 2004, plus interest at 7.00%. Imme-
diately following the closing of the acquisition, the bank was
merged into New Mexico Bank & Trust. As a result of this
affiliate bank merger, Heartland’s ownership in New Mexico
Bank & Trust increased to approximately 88%.

In June of 2000, Heartland offered a portion of its shares
of New Mexico Bank & Trust’s common stock to interested
investors. In no case would Heartland’s interest be allowed to
fall below 80%. All minority stockholders, including the initial
investors, entered into a stock transfer agreement before shares
were issued to them. This stock transfer agreement imposes
certain restrictions on the investor’s sale, transfer or other
disposition of their shares and requires Heartland to repurchase
the shares from the investor on April 9, 2003. As of December
31, 2002, Heartland’s ownership in New Mexico Bank & Trust
was 86%.

Heartland has an incentive compensation agreement with
certain employees of one of the bank subsidiaries, none of
whom is an executive officer of Heartland, that requires a total
payment of $3.6 million to be made no later than February 29,
2004, to those who remain employed with the subsidiary on
December 31, 2003. Additionally, each employee is bound by a
confidentiality and non-competition agreement. One-third of
the payment will be made in cash and the remaining two-thirds
in shares of Heartland’s common stock. The obligation is being
accrued over the performance period.

On June 27, 2002, Heartland completed a private place-
ment offering of $5.0 million of variable rate cumulative capital
securities representing undivided beneficial interests in Heart-
land Financial Capital Trust II, a special purpose trust subsidiary
formed for the sole purpose of this offering. The proceeds from
the offering were used by the trust to purchase junior subordi-
nated debentures from Heartland. The proceeds were used by
Heartland for general corporate purposes. 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. All of these securities qual-
ified as Tier 1 capital for regulatory purposes as of December
31, 2002.

On December 18, 2001, Heartland completed a private
placement offering of $8.0 million of variable rate cumulative
capital securities representing undivided beneficial interests in
Heartland Financial Statutory Trust II, a special purpose trust
subsidiary formed for the sole purpose of this offering. The
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proceeds from the offering were used by the trust to purchase
junior subordinated debentures from Heartland. The proceeds
were used by Heartland for general corporate purposes. 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. All of these securities qualified as Tier 1 capital for
regulatory purposes as of December 31, 2002.

In October of 1999, Heartland completed an offering of
$25.0 million of 9.60% cumulative capital securities represent-
ing undivided beneficial interests in Heartland Capital Trust I, a
special purpose trust subsidiary formed for the sole purpose of
this offering. The proceeds from the offering were used by the
trust to purchase junior subordinated debentures from Heartland.
The proceeds were used by Heartland for general corporate pur-
poses. 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. All of these securities continued to qualify as Tier 1
capital for regulatory purposes as of December 31, 2002.

Expansion efforts are underway at Wisconsin Community
Bank, as it committed to the construction of a three-story,
20,000-square-foot building in Fitchburg, a suburb southwest
of Madison. The bank will occupy the first floor and financially
related companies or law offices will occupy the top two floors.
Wisconsin Community Bank’s share of the construction costs
on this project is estimated at $2.5 million. This project is well
underway with completion targeted for March of 2003.

Plans for the renovation and construction of a 50,000-
square-foot facility to accommodate the operations and support
functions of Heartland are underway. Property in downtown
Dubuque, Iowa, across the street from Dubuque Bank and
Trust’s main facility, has been purchased. The $4.5 million
project has begun with completion anticipated next winter. A
reduction in overall costs on this project will result from tax
credits and other incentives made available on the project as it
includes the rehabilitation of two historical structures and the
creation of new jobs.

Heartland continues to explore opportunities to expand
its umbrella of independent community banks through mergers
and acquisitions as well as de novo and branching opportunities.
Representative of this was the entrance into a new market at
the beginning of 2003 by our bank subsidiary in New Mexico
with the opening of a branch in Santa Fe. Future expenditures
relating to these efforts are not estimable at this time.

Other Developments
At its regular board meeting held on January 21, 2003, Heart-
land appointed John W. Cox Jr. as a director. Mr. Cox is a
partner with the law firm of Cox and Ward, P.C. in Galena,
Illinois, and a former Member of the U.S. House of Represen-
tatives from Illinois’ 16th District. He serves on the board of
directors of Galena State Bank and Trust, a Heartland bank
subsidiary. Mr. Cox’s appointment fills the vacancy created last
January by the resignation of Gregory R. Miller. At Heartland’s
annual stockholders meeting in May, Mr. Cox will stand for
election to a full term.

Liquidity
Liquidity refers to Heartland’s ability to maintain a cash flow,
which is adequate to meet maturing obligations and existing
commitments, to withstand fluctuations in deposit levels, to
fund operations and to provide for customers’ credit needs. 
The liquidity of Heartland principally depends on cash flows
from operating activities, investment in and maturity of assets,
changes in balances of deposits and borrowings and its ability to
borrow funds in the money or capital markets.

Management of investing and financing activities, and market
conditions, determine the level and the stability of net interest
cash flows. Management attempts to mitigate the impact of
changes in market interest rates to the extent possible, so that
balance sheet growth is the principal determinant of growth in
net interest cash flows.

Heartland’s short-term borrowing balances are dependent
on commercial cash management and smaller correspondent
bank relationships and, as such, will normally fluctuate. Heart-
land believes these balances, on average, to be stable sources of
funds; however, it intends to rely on deposit growth and addi-
tional FHLB borrowings in the future.

In the event of short-term liquidity needs, the bank sub-
sidiaries may purchase federal funds from each other or from
correspondent banks and may also borrow from the Federal
Reserve Bank. Additionally, the subsidiary banks’ FHLB mem-
berships give them the ability to borrow funds for short- and
long-term purposes under a variety of programs. 

Heartland’s revolving credit agreements provide a maxi-
mum borrowing capacity of $50.0 million. As of December 31,
2002, these credit agreements provided an additional borrowing
capacity of $25.0 million. These agreements contain specific
covenants which, among other things, limit dividend payments
and restrict the sale of assets by Heartland under certain circum-
stances. Also contained within the agreements are certain finan-
cial covenants, including the maintenance by Heartland of a
maximum nonperforming assets to total loans ratio, minimum
return on average assets ratio and maximum funded debt to
total equity capital ratio. In addition, Heartland and each of its
bank subsidiaries must remain well capitalized, as defined from
time to time by the federal banking regulators. At December
31, 2002, Heartland was in compliance with the covenants
contained in these credit agreements.

Market Risk Management
Market risk is the risk of loss arising from adverse changes in
market prices and rates. Heartland’s market risk is comprised
primarily of interest rate risk resulting from its core banking
activities of lending and deposit gathering. Interest rate risk
measures the impact on earnings from changes in interest rates
and the effect on current fair market values of Heartland’s
assets, liabilities and off-balance sheet contracts. The objective
is to measure this risk and manage the balance sheet to avoid
unacceptable potential for economic loss.

Heartland management continually develops and applies
strategies to mitigate market risk. Exposure to market risk is
reviewed on a regular basis by the asset/liability committees at
the banks and, on a consolidated basis, by the Heartland manage-
ment team and board of directors. Darling Consulting Group,
Inc. has been engaged to provide asset/liability management
position assessment and strategy formulation services to Heart-
land and its bank subsidiaries. At least quarterly, a detailed
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review of Heartland’s and each of the bank subsidiaries’ balance
sheet risk profile is performed. Included in these reviews are
interest rate sensitivity analyses, which simulate changes in net
interest income in response to various interest rate scenarios.
This analysis considers current portfolio rates, existing maturi-
ties, repricing opportunities and market interest rates, in addition
to prepayments and growth under different interest rate assump-
tions. Selected strategies are modeled prior to implementation
to determine their effect on Heartland’s interest rate risk profile
and net interest income. Through the use of these tools, Heart-
land has determined that the balance sheet is structured such
that changes in net interest margin in response to changes in
interest rates would be minimal, all other factors being held
constant. Management does not believe that Heartland’s primary
market risk exposures and how those exposures were managed
in 2002 have materially changed when compared to 2001.

Derivative financial instruments include futures, forwards,
interest rate swaps, option contracts and other financial instru-
ments with similar characteristics. 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 its variable rate interest rate debt to fixed
interest rate debt. Under the interest rate swap contract, Heart-
land 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 counterparty to the swap
contract, which has been 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 rate
of interest and receive a variable rate of interest on $25.0 mil-
lion of indebtedness. This contract expires on November 1,
2006. The fair market value of the interest rate swap contract
was recorded as a liability in the amount of $1.7 million as of
December 31, 2002.
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QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
TABLE OF MARKET RISK SENSITIVE INSTRUMENTS
The following table presents the expected maturity of market risk sensitive instruments at December 31, 2002 (Dollars in thousands)

Average Estimated
Interest Fair

Maturing in: 2003 2004 2005 2006 2007 Thereafter Total Rate Value

Assets:
Federal funds sold and other short-

term investments $ 39,886 $ – $ – $ – $ – $ – $ 39,886 1.09% $ 39,886
Time deposits in other financial

institutions 587 – 1,090 – – – 1,677 6.14 1,677
Trading securities – – – – – 915 915 1.22 915
Securities available for sale 98,432 76,167 64,109 27,059 7,261 116,872 389,900 5.39 389,900
Loans and leases:

Fixed rate loans 198,504 128,673 120,320 60,390 51,090 54,614 613,591 7.58 656,755
Variable rate loans 232,712 71,125 59,118 34,711 49,366 114,613 561,645 5.99 568,657

Loans and leases, net 431,216 199,798 179,438 95,101 100,456 169,227 1,175,236 1,225,412

TOTAL MARKET RISK SENSITIVE
ASSETS $ 570,121 $ 275,965 $ 244,637 $122,160 $ 107,717 $ 287,014 $ 1,607,614 $ 1,657,790

Liabilities:
Savings $ 511,979 $ – $ – $ – $ – $ – $ 511,979 1.04% $ 511,979
Time deposits

Fixed rate time certificates less 
than $100,000 208,531 86,806 76,889 25,343 91,636 434 489,639 3.93 521,024

Variable rate time certificates less
than $100,000 8,389 4,227 5 2 – – 12,623 3.62 12,623

Time deposits less than $100,000 216,920 91,033 76,894 25,345 91,636 434 502,262 533,647
Time deposits of $100,000 or more 96,310 12,741 6,656 1,936 8,585 – 126,228 3.10 129,603
Federal funds purchased, securities sold

under repurchase agreements and
other short-term borrowings 161,379 – – – – – 161,379 1.39 161,379

Other borrowings:
Fixed rate borrowings 10,157 22,659 24,165 20,538 40 35,740 113,299 6.10 152,133
Variable rate borrowings – – – – – 13,000 13,000 5.02 13,000

Other borrowings 10,157 22,659 24,165 20,538 40 48,740 126,299 165,133

TOTAL MARKET RISK SENSITIVE
LIABILITIES $ 996,745 $ 126,433 $ 107,715 $ 47,819 $ 100,261 $ 49,174 $ 1,428,147 $ 1,501,741



Heartland does enter into financial instruments with off-
balance sheet risk in the normal course of business to meet the
financing needs of its customers. These financial instruments
include commitments to extend credit and standby letters of
credit. These instruments involve, to varying degrees, elements
of credit and interest rate risk in excess of the amount recog-
nized in the consolidated balance sheets. Commitments to
extend credit are agreements to lend to a customer as long as
there is no violation of any condition established in the contract.
Commitments generally have fixed expiration dates and may
require collateral from the borrower. Standby letters of credit
are conditional commitments issued by Heartland to guarantee
the performance of a customer to a third party up to a stated
amount and with specified terms and conditions. These commit-
ments to extend credit and standby letters of credit are not
recorded on the balance sheet until the instrument is exercised.

Effects of Inflation
Consolidated financial data included in this report has been
prepared in accordance with generally accepted accounting
principles. Presently, these principles require reporting of
financial position and operating results in terms of historical
dollars, except for available for sale securities, trading securities
and derivative instruments, which require reporting at fair value.
Changes in the relative value of money due to inflation or
recession are generally not considered.

In management’s opinion, changes in interest rates affect
the financial condition of a financial institution to a far greater
degree than changes in the inflation rate. While interest rates
are greatly influenced by changes in the inflation rate, they do
not change at the same rate or in the same magnitude as the
inflation rate. Rather, interest rate volatility is based on changes
in the expected rate of inflation, as well as on changes in mone-
tary and fiscal policies. A financial institution’s ability to be rela-
tively unaffected by changes in interest rates is a good indicator
of its capability to perform in today’s volatile economic environ-
ment. Heartland seeks to insulate itself from interest rate vola-
tility by ensuring that rate-sensitive assets and rate-sensitive
liabilities respond to changes in interest rates in a similar time
frame and to a similar degree.

Controls and Procedures
Based upon an evaluation within the 90 days prior to the filing
date of this report, Heartland’s Chief Executive Officer and
Chief Financial Officer concluded that Heartland’s disclosure
controls and procedures are effective. There have been no
significant changes in Heartland’s internal controls or in other
factors that could significantly affect Heartland’s internal
controls subsequent to the date of the evaluation, including any
corrective actions with regard to significant deficiencies and
material weaknesses.
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Safe Harbor Statement
This report (including information incorporated by reference)
contains, and future oral and written statements of Heartland
and its management may contain, forward-looking statements,
within the meaning of such term in the Private Securities Litiga-
tion Reform Act of 1995, with respect to the financial condition,
results of operations, plans, objectives, future performance and
business of Heartland. Forward-looking statements, which may
be based upon beliefs, expectations and assumptions of Heart-
land’s management and on information currently available to
management, are generally identifiable by the use of words such
as “believe”, “expect”, “anticipate”, “plan”, “intend”, “estimate”,
“may”, “will”, “would”, “could”, “should” or other similar expres-
sions. Additionally, all statements in this document, including
forward-looking statements, speak only as of the date they are
made, and Heartland undertakes no obligation to update any
statement in light of new information or future events.

Heartland’s ability to predict results or the actual effect of
future plans or strategies is inherently uncertain. Factors which
could have a material adverse effect on the operations and
future prospects of Heartland and its subsidiaries include, but
are not limited to, the following:
• The strength of the United States economy in general and the

strength of the local economies in which Heartland conducts
its operations which may be less favorable than expected and
may result in, among other things, a deterioration in the credit
quality and value of Heartland’s assets.

• The economic impact of past and any future terrorist threats
and attacks, acts of war or threats thereof, and the response
of the United States to any such threats and attacks.

• The effects of, and changes in, federal, state and local laws,
regulations and policies affecting banking, securities, insurance
and monetary and financial matters.

• The effects of changes in interest rates (including the effects
of changes in the rate of prepayments of Heartland’s assets)
and the policies of the Board of Governors of the Federal
Reserve System.

• The ability of Heartland to compete with other financial
institutions as effectively as Heartland currently intends due
to increases in competitive pressures in the financial services
sector.

• The inability of Heartland to obtain new customers and to
retain existing customers.

• The timely development and acceptance of products and
services, including products and services offered through
alternative delivery channels such as the Internet.

• Technological changes implemented by Heartland and by
other parties, including third party vendors, which may be
more difficult or more expensive than anticipated or which
may have unforeseen consequences to Heartland and its
customers.

• The ability of Heartland to develop and maintain secure and
reliable electronic systems.

• The ability of Heartland to retain key executives and employ-
ees and the difficulty that Heartland may experience in replac-
ing key executives and employees in an effective manner.

• Consumer spending and saving habits which may change in a
manner that affects Heartland’s business adversely.

• Business combinations and the integration of acquired busi-
nesses may be more difficult or expensive than expected.

• The costs, effects and outcomes of existing or future litigation.
• Changes in accounting policies and practices, as may be

adopted by state and federal regulatory agencies and the
Financial Accounting Standards Board.

• The ability of Heartland to manage the risks associated with
the foregoing as well as anticipated.

These risks and uncertainties should be considered in evalu-
ating forward-looking statements and undue reliance should not
be placed on such statements. Additional information concerning
Heartland and its business, including other factors that could
materially affect Heartland’s financial results, is included in
Heartland’s filings with the Securities and Exchange Commission.
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Corporate Profile
Mailing Address:
Heartland Financial USA, Inc.
1398 Central Avenue
P.O. Box 778
Dubuque, Iowa 52004-0778
Telephone: (563) 589-2100

Independent Auditors
KPMG LLP
Des Moines, Iowa

Corporate Counsel
Barack Ferrazzano Kirschbaum Perlman & Nagelberg
Chicago, Illinois

Annual Meeting
The Board of Directors of Heartland Financial USA, Inc. has
established Wednesday, May 21, 2003, at 1:30 p.m. as the date
of the Annual Meeting of Stockholders. We invite all stockhold-
ers to attend the meeting which will be held at the main office
of Dubuque Bank and Trust Company, 1398 Central Avenue,
Dubuque, Iowa.

Transfer Agent/Stockholder Services
Inquiries related to stockholder records, stock transfers, changes
of ownership, change of address and dividend payments should
be sent to the transfer agent at the following address:

Heartland Financial USA, Inc.
c/o Lois K. Pearce, Vice President and Corporate Secretary
1398 Central Avenue
P.O. Box 778
Dubuque, Iowa 52004-0778

Stock Listing
Heartland’s common stock is traded in the over-the-counter
market under the symbol “HTLF”. Primary market makers
provide a primary market in the stock as listed below:

Howe Barnes Investments, Inc. FTN Financial Securities Corp.
135 South LaSalle St. 2525 West End Ave., Suite 330
Chicago, Illinois 60603-4398 Nashville, Tennessee 37203
(800) 800-4693 (888) 801-3477

Trust Preferred Securities
Heartland’s trust preferred securities under Heartland Capital
Trust I are traded on the American Stock Exchange under the
symbol “HFT.Pr.”

Form 10-K and Other Information
The company submits an annual report to the Securities and
Exchange Commission on Form 10-K. Stockholders may obtain
copies of our Form 10-K without charge by writing to Ms. Lois
K. Pearce, Corporate Secretary, Heartland Financial USA, Inc.,
1398 Central Avenue, P.O. Box 778, Dubuque, Iowa 52004-
0778. Securities analysts and other investors seeking additional
information about Heartland should contact John K. Schmidt,
Executive Vice President and Chief Financial Officer, at the
above address or call him at (563) 589-1994. Additional
information is also available through our web site at
www.htlf.com.
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