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PART I

ITEM 1. Business
Clover Leaf Financial Corp.

Clover Leaf Financial Corp. was organized at the direction of the Board of
Directors of Clover Leaf Bank, SB for the purpose of acting as the stock holding
company of Clover Leaf Bank. Clover Leaf Financial's assets consist primarily of
the outstanding capital stock of Clover Leaf Bank and cash and investments of
$2.1 million, representing a portion of the net proceeds from Clover Leaf
Financial's stock offering completed December 27, 2001. At December 31, 2002,
661,250 shares of Clover Leaf Financial's common stock, par value $0.10 per
share, were held by the public. Clover Leaf Financial's principal business is
overseeing and directing the business of Clover Leaf Bank and investing the net
stock offering proceeds retained by it. At December 31, 2002, Clover Leaf
Financial had total consolidated assets of $95.5 million, total deposits of
$72.5 million and stockholders' equity of $12.7 million.

Clover Leaf Financial's office is located at 200 East Park Street,
Edwardsville, Illinois 62025. Its telephone number is (618) 656-6122.

Clover Leaf Bank

Founded in 1889, Clover Leaf Bank converted its charter from an
Illinois-chartered savings bank to an Illinois-chartered commercial bank in
December 2002. Clover Leaf Bank operates from its main office in Edwardsville,
Illinois, and one branch office. Clover Leaf Bank's deposits are insured by the
Bank Insurance Fund, as administered by the Federal Deposit Insurance
Corporation, up to the maximum amount permitted by law.

Clover Leaf Bank's executive office is located at 200 East Park Street,
Edwardsville, Illinois 62025. Its telephone number is (618) 656-6122.

Market Area

Clover Leaf Bank's lending and deposit-gathering area is concentrated in
the neighborhoods surrounding its two offices in Edwardsville, Illinois, which
is located in Madison County. The population of Madison County grew 3.9% from
1990 to 2000, compared to an 8.6% increase in the population of the State of
Illinois during the same period. During this same period, however, our local
market area, consisting of Edwardsville and surrounding towns, has experienced a
significant increase in housing starts. The economy in Clover Leaf Bank's market
area is not dependent on any single employer or type of business. While Madison
County's economy is primarily industrial, Edwardsville, as the county seat, has
a primarily service-oriented economy. The three largest employers in Madison
County, all of which are headquartered in Edwardsville, are Southern Illinois
University at Edwardsville, the Madison County Government and Edwardsville
Community Schools.

Competition
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We face significant competition in both originating loans and attracting
deposits. Madison County has a significant number of financial institutions,
many of which are significantly larger and have greater financial resources than
Clover Leaf Bank, and all of which are our competitors to varying degrees. Our
competition for loans comes principally from commercial banks, savings
institutions, mortgage banking companies, credit unions and insurance companies.
Our most direct competition for deposits historically has come from commercial
banks and credit unions. We face additional competition for deposits from
non-depository competitors such as mutual funds, securities and brokerage firms
and insurance companies. Management believes that the Gramm-Leach-Bliley Act,
which permits affiliation among banks, securities firms and insurance companies,
will increase competition in our market area.

Lending Activities

General. Our loan portfolio consists primarily of one- to four-family
residential real estate loans. The vast majority of these loans have fixed rates
of interest. In addition to one- to four-family residential real estate loans,
our loan portfolio consists of commercial and consumer loans, and, to a lesser
extent, construction and overdraft loans.

In an effort to increase our interest income and to reduce the risk to our
net income from changes in market interest rates, we have emphasized the
origination of commercial real estate and commercial business loans. Compared to
our residential mortgage loans, commercial real estate and commercial business
loans generally have higher interest rates and are more sensitive to changes in
market interest rates because they have adjustable interest rates and shorter
terms to maturity. In addition, in order to improve our asset quality and reduce
our delinquencies, we have discontinued our indirect automobile lending.

Loan Portfolio Composition. The following table shows the composition of
our loan portfolio in dollar amounts and in percentages (before deductions for
deferred fees and allowances for losses) as of the dates indicated.

At December 31,

(Dollars in Thousands)
Real Estate Loans:

One- to four-family ........ $ 34,300 50.26% $ 33,773 53.53%

Commercial .........cuuiuvun.. 22,797 33.40 13,971 22.14

Construction and land ...... 761 1.12 1,193 1.89
Total real estate loans 57,858 84.78 48,937 77.56

Other Loans:

Consumer:

Deposit account .......... - - 80 0.13

Automobile ............... 1,425 2.09 3,136 4.97

Home equity .............. 1,611 2.36 1,639 2.60

Other ....... ... 1,595 2.34 1,572 2.49
Total consumer loans .. 4,631 6.79 6,427 10.19

Commercial business ....... 5,759 8.43 7,732 12.25
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Total gross loans .. 68,248 100.00% 63,096 100.00%
Less:
Deferred fees and discounts 14 15
Allowance for losses ...... 690 646
Total loans receivable, net $ 67,544 S 62,435
2

The following table illustrates the interest rate sensitivity of our loan
portfolio at December 31, 2002. Mortgages that have adjustable or renegotiable
interest rates are shown as maturing in the period during which the full
principal amount of the mortgage is due. The schedule does not reflect the
effects of possible prepayments or enforcement of due-on-sale clauses.

Due after one year

Due in one year or less through five years Due after five years
Weighted Weighted Weighted
Average Average Average

Amount Rate Amount Rate Amount Rate

(Dollars in Thousands)

Real Estate loans:

One- to four-family .. $ 3,148 6.78% $11,306 6.60% $19, 846 6.40%

Commercial ........... 5,874 5.99 16,512 6.30 411 7.96

Construction and land 761 6.87 - - - -
Commercial business loans 2,863 5.50 2,457 6.69 439 5.93
Consumer 1loans .......... 2,923 6.49 1,389 7.80 319 7.15
Gross 10oans .....i.ieenan.. $15.569 6.20% $31, 664 6.50% $21,015 6.46%

The total amount of loans due after December 31, 2003 which have
predetermined interest rates is $41 million, while the total amount of loans due
after such date which have floating or adjustable interest rates is $11 million.

One- to Four-Family Residential Real Estate Loans. Historically, we have
emphasized the origination of one- to four-family loans secured by residential
real estate. As of December 31, 2002, these loans totaled $34.3 million, or
50.3% of our total loan portfolio. Virtually all of our residential real estate
loans have fixed rates of interest. Currently, we do not offer adjustable
interest rates on our one- to four-family mortgage loans primarily because our
customers prefer fixed-rate mortgage loans in the relatively low interest rate
environment that currently exists. We generally retain most of the loans that we
originate, although in the past we have sold loans on a servicing-retained
basis. We intend to sell a greater percentage of our residential real estate
loan originations on a servicing-retained basis. At December 31, 2002, we were
servicing $10.3 million in loans for others.

We currently offer one- to four-family residential mortgage loans with
terms of 5, 15 and 30 years. Our five-year loans provide for principal and
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interest amortization of up to 30 years with a balloon payment at the end of the
five-year term. All of our 15- and 30-year loans amortize over the term of the
loan.

For one- to four-family residential real estate loans, we may lend up to
80% of the property's appraised value, or up to 90% of the property's appraised
value if the borrower obtains private mortgage insurance. We require title
insurance on all of our one- to four-family mortgage loans, and we also require
that fire and extended coverage casualty insurance (and, if appropriate, flood
insurance) be maintained in an amount equal to at least the lesser of the loan
balance or the replacement cost of the improvements on the property. We require
a property appraisal for all mortgage loans that are underwritten to comply with
secondary market standards. Appraisals are conducted by our on-staff appraisers
as well as independent appraisers from a list approved by our board of
directors. Our residential real estate loans include "due-on-sale" clauses.

Commercial Real Estate Loans. We have increased our emphasis on commercial
real estate lending in recent years. Loans secured by commercial real estate
totaled $22.8 million, or 33.4% of our total loan portfolio as of December 31,
2002. Our commercial real estate loans are secured predominately by office
buildings, and to a lesser extent warehouse properties and more specialized
properties such as churches. We originate commercial real estate loans with a
maximum term of three years. We offer both adjustable and fixed rates of
interest on commercial real estate loans, with the interest rate for adjustable
rate loans tied to the prime interest rate. Our largest commercial real estate
loan at December 31, 2002 had a principal balance of $1.1 million and was
collateralized by a law office building. This loan is performing in accordance
with its terms.

Commercial real estate loans generally have higher interest rates than the
interest rates on residential mortgage loans, and are more sensitive to changes
in market interest rates because they often have adjustable interest rates and
shorter terms. Commercial real estate loans have significant additional risk
compared to one- to four-family residential mortgage loans, as they typically
involve large loan balances concentrated with single borrowers or groups of
related borrowers. In addition, the repayment of commercial real estate loans
typically depends on the successful operation of the related real estate
project, and thus may be subject to a greater extent than residential mortgage
loans to adverse conditions in the real estate market or in the economy
generally.

In our underwriting of commercial real estate loans, we may lend up to 80%
of the property's appraised value in the case of loans secured by apartments,
and up to 75% of the property's appraised value on loans secured by other
commercial properties. We require independent appraisals for all commercial real
estate loans in excess of $250,000. For loans that do not exceed this amount, we
require that an officer prepare a memorandum of value detailing comparable
values based upon tax bills, prior appraisals, and income information on
revenue-producing property. Decisions to lend are based on the economic
viability of the property and the creditworthiness of the borrower.
Creditworthiness is determined by considering the character, experience,
management and financial strength of the borrower, and the ability of the
property to generate adequate funds to cover both operating expenses and debt
service. In evaluating whether to make a commercial real estate loan, we place
primary emphasis on the ratio of net cash flow to debt service on the property,
and we generally require a ratio of cash flow to debt service of at least 120%,
computed after deduction for a vacancy factor and property expenses we deem
appropriate.
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We require title insurance on all of our commercial real estate loans, and
we also require that fire and extended coverage casualty insurance (and, if
appropriate, flood insurance) be maintained. In addition, we generally require
that the borrower personally guarantee the repayment of the loan.

Construction and Land Loans. We originate two types of residential
construction loans: (i) construction/speculative loans, and (ii)
construction/permanent loans. As of December 31, 2002, construction and land
loans totaled $.8 million, or 1.1% of our total loan portfolio.

Construction/speculative loans are made to area homebuilders who do not
have, at the time the loan is originated, a signed contract with a homebuyer who
has a commitment for permanent financing with either Clover Leaf Bank or another
lender. The homebuyer may enter into a purchase contract either during or after
the construction period. These loans have the risk that the builder will have to
make interest and principal payments on the loan and finance real estate taxes
and other holding costs of the completed home for a significant time after the
completion of construction. Funds are disbursed in phases as construction is
completed. All construction/speculative loans require that the builder-borrower
personally guarantee the full repayment of the principal and interest on the
loan. These loans are generally originated for a term of twelve months, with
interest rates that are tied to the prime lending rate, and with a loan-to-value
ratio of no more than 75% of the lower of cost or the estimated value of the
completed property. Generally, we limit our construction/speculative loans to
one property per borrower at any given time, and the largest number of
construction/speculative loans we have originated to a single borrower at any
given time was for three properties. At December 31, 2002, the largest
outstanding concentration of credit to one builder consisted of one
construction/speculative loan with an aggregate balance of $170,000, which was
performing in accordance with its terms.

Construction/permanent loans are made to either a homebuilder or a
homeowner who, at the time of construction, has a signed contract together with
a commitment for permanent financing from Clover Leaf Bank for the finished
home. The construction phase of a loan generally lasts up to six months, and the
interest rate charged generally corresponds to the rate of the committed
permanent loan, with loan-to-value ratios of up to 80% (or up to 90% if the
borrower obtains private mortgage insurance) of the appraised estimated value of
the completed property or cost, whichever is less. Following the initial 6-month
period, construction/permanent loans convert to permanent loans, regardless of
whether the construction phase has been completed. At December 31, 2002 the
largest single outstanding construction loan of this type had an outstanding
balance of $155,500 and was performing in accordance with its terms.

Construction lending generally involves a greater degree of risk than other
one- to four-family mortgage lending. The repayment of the construction loan 1is,
to a great degree, dependent upon the successful and timely completion of the
home construction. Construction delays or the financial impairment of the
builder may further impair the borrower's ability to repay the loan.

Our procedures for underwriting construction/speculative loans include an
assessment of the borrower's credit history and the borrower's ability to meet
other existing debt obligations, as well as payment of principal and interest on
the proposed loan. We use the same underwriting standards and procedures for
construction/permanent lending as we do for one- to four-family residential real
estate lending.
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We also originate land development loans to area homebuilders that are
secured by individual unimproved or improved residential building lots. Land
loans are generally offered with variable prime-based interest rates with terms
of up to two years. The maximum loan-to-value ratio is 65% of the lower of cost
or appraised value of the property.

Consumer Loans. Our consumer loans consist primarily of automobile loans,
home equity lines of credit and overdraft loans, loans secured by deposits and
securities, and unsecured personal loans. As of December 31, 2002, consumer
loans totaled $4.6 million, or 6.8% of our total loan portfolio.

Automobile loans are generally offered with maturities of up to 60 months
for new automobiles, while loans secured by used automobiles will have maximum
terms that vary depending on the age of the automobile. We require all borrowers
to maintain collision insurance on automobiles securing loans in excess of
$1,000, with Clover Leaf Bank listed as loss payee. In those instances where the
borrower fails to maintain adequate insurance coverage, we are further protected
against loss by vendors single interest insurance coverage.

Our indirect automobile loans have experienced higher than average
delinquency and loss rates, and we discontinued this type of automobile lending
in July 2000. Our automobile loan portfolio totaled $1.4 million, or 2.1% of
total loans at December 31, 2002, compared to $3.1 million, or 5.0% of total
loans, at December 31, 2001.

Home equity lines of credit are generally made for owner-occupied homes,
and are secured by first or second mortgages on residential properties. We are
attempting to increase our originations of home equity loans through targeted
marketing. We generally offer home equity lines of credit with a maximum loan to
appraised value ratio of 85% (including senior liens on the subject property).
We currently offer these loans for terms of up to 10 years, and with adjustable
rates that are tied to the prime lending rate.

We offer overdraft loans by providing unsecured lines of credit to
qualifying checking accountholders. The line of credit must be pre-approved by
Clover Leaf Bank's loan department. Overdraft loans totaled $.2 million, or .4%
of our total loan portfolio as of December 31, 2002.

Consumer loans generally entail greater credit risk than residential
mortgage loans, particularly in the case of loans that are unsecured or are
secured by assets that tend to depreciate in value, such as automobiles. In
these cases, repossessed collateral for a defaulted consumer loan may not
provide an adequate source of repayment for the outstanding loan and the
remaining value often does not warrant further substantial collection efforts
against the borrower. Further, consumer loan collections depend on the
borrower's continuing financial stability, and therefore are more likely to be
adversely affected by job loss, divorce, illness or personal bankruptcy.

Our procedures for underwriting consumer loans include an assessment of the
borrower's credit history and ability to meet other existing debt obligations,
as well as payments of principal and interest on the proposed loans. The
stability of the borrower's monthly income may be determined by verification of
gross monthly income from primary employment, and additionally from any
verifiable secondary income. Although the borrower's creditworthiness is a
primary consideration, the underwriting process also includes a comparison of
the value of the collateral security, if any, to the proposed loan amount. We
require independent appraisals for all consumer loans in excess of $50,000. For
loans that do not exceed this amount, we require that an officer prepare a
memorandum of value detailing comparable values based upon tax bills or other
available information.
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Commercial Business Loans. We currently offer commercial business loans to
existing customers in our market area, some of which are secured in part by
additional real estate collateral. We make various types of secured and
unsecured commercial business loans for the purpose of financing equipment
acquisition, expansion, working capital and other general business purposes. The
terms of these loans are generally for less than three years. Equipment loans
usually involve a one-time disbursement of funds, with repayment over the term
of the loan, while operating lines of credit involve multiple disbursements and
revolving notes that can be renewed annually. The loans are either negotiated on
a fixed-rate basis or carry variable interest rates indexed to the prime rate.
At December 31, 2002, we had 73 commercial business loans outstanding with an
aggregate balance of $5.8 million, or 8.4%, of the total loan portfolio. As of
December 31, 2002, our largest commercial business loan consisted of our
participation interest in a $632,000 loan to a car dealer, which is secured by
stock of the car dealership.

In recent years, we have increased our emphasis on commercial business
lending. These loans tend to have higher rates of interest than residential
mortgage loans, and are more sensitive to changes in market interest rates
because they often have adjustable interest rates and shorter terms. In
addition, commercial business lending gives us greater access to commercial
borrowers that may open transactional checking accounts with Clover Leaf Bank.

Commercial credit decisions are based upon a complete credit review of the
borrower. A determination is made as to the borrower's ability to repay in
accordance with the proposed terms as well as an overall assessment of the
credit risks involved. Personal guarantees of borrowers are generally required.
In evaluating a commercial real estate loan, we place primary emphasis on the
ratio of net cash flow to debt service for the property, generally requiring a
ratio of at least 120%. Credit agency reports of the borrower's credit history
as well as bank checks and trade investigations supplement the analysis of the
borrower's creditworthiness. Collateral supporting a secured transaction is also
analyzed to determine its marketability and liquidity. Commercial business loans
generally bear higher interest rates than residential loans, but they also may
involve a higher risk of default since their repayment generally depends on the
successful operation of the borrower's business.

Loan Originations, Purchases, Sales and Servicing. Although we originate
both fixed-rate and adjustable-rate loans, our ability to generate each type of
loan depends upon borrower demand, market interest rates, borrower preference
for fixed- versus adjustable-rate loans, and the interest rates offered on each
type of loan by competing lenders in our market area. This includes banks,
savings institutions, credit unions, mortgage banking companies, and life
insurance companies. Loan originations are derived from a number of sources,
including existing or prior customers and walk-in customers.

Loan originations are adversely affected by rising interest rates, which
typically result in decreased loan demand. Accordingly, the volume of our loan
originations and the interest rates we can charge on loans vary from period to
period. One- to four-family residential mortgage loans are generally
underwritten to conform to Fannie Mae and Freddie Mac seller/servicer
guidelines, and are currently originated on a fixed interest rate basis only. We
generally retain the loans that we originate. When we do sell mortgage loans, we
generally retain the servicing rights, which means that we will continue to
collect payments on the loans and supervise foreclosure proceedings, if
necessary. We retain a portion of the interest paid by the borrower on the
loans, generally 25 basis points, as consideration for our services. We
currently service $10.3 million of loans for others, and we intend to sell a
portion of our one- to four-family residential mortgage loans in the future in
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an effort to reduce our interest rate risk.

The following table summarizes our loan origination and repayment
activities for the periods indicated. We did not purchase any loans during the
periods indicated.

Years Ended December,

(In Thousands)
Loans receivable, net, at beginning of period ........ $62,435 $56,859

Originations by type:
Real estate
One— to four—-family ....... ..t eennnnnnnn 26,076 13,358
[©0) 141111 k@ A= 13,289 11,836
Construction and land ........cuuiiiieeeennnnnennn - -
Non-real estate

CONSUMET 4 v vttt ettt e tee e aeeeeeeneeaeeeeeeeneeaeeens 1,614 1,845
Commercial DUSINESS & ui ittt ittt ittt eeeeneenenens —— 2,952
Total loans originated .........ccoiiiiieeen.. 40,979 29,991

Sales and Repayments
Sales:

Real estate
One- to four—-family ........iiiiiiinnneennnnnns 8,204 3,091
Commercial ...ttt ittt e e e et e e - -
Construction and land ........iiiiiiineneennnn. - -

Non-real estate
CONSUMETL 4 ittt ittt et ettt ettt eeeeeeeeeeeeeeeeeneas - -
Commercial business

Total loans SOld . .i i iiitin i te it eteeeneeanns 8,204 3,091
Principal repayments ...ttt imin e ettt enneneeeeenns 27,709 21,432
Total reductions . ...ttt ittt e teenanns 35,913 24,523

Increase 1n other items, net .........i.iiiiiienennn. 43 108
Net 1NCreaSEe ittt ittt ittt ettt e ieeeeeaeeens 5,109 5,576

Loans receivable, net, at end of period .............. $67,544 $62,435

Loan Approval Procedures and Authority. Our lending activities are subject
to written underwriting standards and loan origination procedures adopted by
management and the Board of Directors. For single family, owner-occupied real
estate loans, the President of Clover Leaf Bank is authorized to approve loans
up to $250,000, while the Senior Vice President is authorized to approve loans
up to $200,000. For secured commercial real estate loans and construction and
land loans, the President and Senior Vice President are authorized to approve
loans up to $150,000 and $75,000, respectively; for secured consumer loans,
these officers may approve loans up to $50,000; and for overdrafts and unsecured
credits, these officers may approve loans up to $25,000 and $15,000,
respectively. When acting together, these officers may approve new loans in
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amounts up to 150% of their combined lending limits, and may approve renewals of
commercial business and commercial real estate loans in amounts up to 200% of
their combined lending limits where there has been no deterioration in either
the payment pattern or financial strength of the borrower. However, the entire
Board of Directors must approve all loans in excess of $625,000. In addition,
the Board of Directors generally ratifies all pre-—-authorized loan approvals.

Asset Quality

Delinquent Loans. The following table sets forth Clover Leaf Bank's
loan delinquencies by type, amount and percentage at December 31, 2002.

Loans Delinquent For:

60-89 Days 90 Days and Over
Percent Percent
of Loan of Loan

Number Amount Category Number Amount Category

Real Estate:

Commercial ........ 1 $ 41 0.2% 1 $ 151 0.7%
One- to four-family 11 557 1.6 1 29 0.1
Consumer ............ 26 128 2.8 1 5 0.1
Commercial business . 3 272 4.7 1 10 0.2

Total .......... 41 $ 998 1.5% 4 $ 195 0.3%

2 $ 192
12 586
27 133

4 282

Loan Delinquencies and Collection Procedures. When a borrower fails to make
required payments on a loan, we take a number of steps to induce the borrower to
correct the delinquency and restore the loan to a current status. We will send a
borrower a reminder notice 15 days after an account becomes delinquent, and our
employees are authorized to use their discretion whether direct telephone
contact 1is required at that time. If the borrower does not remit the entire
payment due by the end of the month, we try to make direct contact with the
borrower to arrange a payment plan. If a satisfactory payment plan is not
established within 50 days of a delinquency, we will send a demand letter to the
borrower. If a satisfactory payment plan has not been arranged within 60 days
following a delinquency, we may instruct our attorneys to institute foreclosure
proceedings depending on the loan-to-value ratio or our relationship with the
borrower. Foreclosed property is held as other real estate owned.

Our policies require that management continuously monitor the status of the
loan portfolio and report to the Board of Directors on a monthly basis. These
reports include information on delinquent loans and foreclosed real estate and
our actions and plans to cure the delinquent status of the loans and to dispose
of any real estate acquired through foreclosure.

Non-Performing Loans. All loans are reviewed on a regular basis and are
placed on non-accrual status when, in the opinion of management, there is
reasonable probability of loss of principal or the collection of additional
interest is deemed insufficient to warrant further accrual. Generally, we place

10
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all loans 90 days or more past due on non-accrual status. In addition, we place
any loan on non-accrual status if any part of it is classified as loss or if any
part has been charged-off. When a loan is placed on non-accrual status, total
interest accrued and unpaid to date is reversed. Subsequent payments are either
applied to the outstanding principal balance or recorded as interest income,
depending on the assessment of the ultimate collectibility of the loan. Loans
are charged-off no later than 120 days following their delinquency, unless the
loans are well-collateralized or in the process of collection.

As of December 31, 2002, our total non-accrual loans amounted to $1.5
million compared to $1.4 million at December 31, 2001 . The largest contributor
to the commercial non-accrual is a credit to a cabinet manufacturer that burned
in a fire. Clover Leaf Bank received partial settlement from the insurance
company in 2002, and the remaining balance of $283,000 is expected in 2003.

The table below sets forth the amounts and categories of non-performing
assets in our loan portfolio. For all years presented, we had no troubled debt
restructurings (which involve forgiving a portion of interest or principal on
loans or making loans at materially less than market interest rates), and no
foreclosed assets.

Years
Ended December 31,

(Dollars in Thousands)
Non-accruing loans:

One— to four—family ....iiiiiiinnnni et eeeeeennnnneens $ 809 $ 390
CONStErUCLION vttt i et e et e et e e ettt et e 182 483
Commercial