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A MOST DISTINGUISHED CUSTOMER

Cover photograph shows
the secretary desk of
Daniel Webster, on which
is a likeness of the Daniel
Webster Note. Dated
May 17, 1844, by the
famed orator and states-
man, it is written to the
Hingham Institution for
Savings, promising to
repay with interest a loan
for $1,500. The photo-
graph was taken at The
Old Ordinary, in

Hingham.
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TRULY A BANK FOR THE COMMUNITY

he Hingham Institution
for Savings has played a
vital role in the growth
and prosperity of this area
since 1834. From our
modest beginnings — the

bank’s deposits were

$30,713 at the end of the first year — we have grown
significantly. Along the way we have never wavered
from our commitment to winning and holding the
confidence of our customers, large and small. As the
South Shore’s hometown bank, we consider ourselves
neighbors to all who bank here, and we act
accordingly.

Daniel Webster may well have been the most
famous Hingham Institution customer, but in fact
he received no more preferential treatment than any
other local resident.

We are a community bank. Over the years,
we have taken pride in service that includes a wave
of the hand, a smile, and acknowledgment by name,
from tellers and bank officers alike. We also return
phone calls.

Unfortunately, in these days of mergers and
big-bank takeovers, our approach is on the wane. All
too often it seems, size is more significant than
service, and good community relationships are being
replaced by faceless technology.

Efficiency and speed are necessary in
banking, but to us, a one-on-one rapport with our

customers is a priority.

Therefore, we would rather treat each loan
application on its merits, and work creatively to help
make you a satisfied customer. With our knowledge
of the area, and of the people who work and raise
their families here, we understand changing market
conditions and can make adjustments quickly and
knowledgeably. Just as we knew the appropriateness
of Daniel Webster’s needs so many years ago, we
know how to take care of your needs today.

What's more, as a customer of Hingham
Institution for Savings, there’s a sense of security in
knowing that we won't sell the servicing of your
mortgage to a company out of town or out of state.
We keep it in Hingham, so that if you ever have any
questions, we're right here to answer them.

In short, to be community oriented is to be
community spirited, and that is the philosophy
we live by.

Over the past few years, we have improved
our product lines, strengthened the bank’s
management group, and reached out to Cohasset
and Scituate, so that we are truly a significant bank
for the South Shore. Our expanded community
presence has also been reflected in substantial
appreciation in stock value.

On a daily basis, we continue to reaffirm our
total commitment to both customers and
stockholders, so that we remain a solid, vibrant,
independent community bank.

Bank Services:

A HEALTHY APPROACH TO BANKING.

Mignosa Family
The Fruit Center

Commercial Real Estate
Loan, Deposit Accounts.

Photo: Julie Foley, Mark
Mignosa, Rita Mignosa,
Don Mignosa, Steve
DiGiusto, Freddy Zagrodny
and Robert H. Gaughen
Jr., President and C.E.O. of
Hingham Institution for
Savings

Owned and operated by the Mignosa family
for over 20 years, the Fruit Center is a landmark at
the Hingham Rotary and favorite of locals for fresh
produce. \

Hingham Institution for Savings provides
depository services and daily operating cash require-
ments of the Center.

Like many other small businesses, the
Mignosas appreciate the personal attention and good

service they get from a local community bank.

That’s why they knew that when they came to us for

financing of the Fruit Centers in Hingham and
Milton, our response would be understanding and
helpful.
Today, we handle the personal banking needs
of the owners as well as many of their employees.
The Fruit Center and Hingham Institution
for Savings. It’s a relationship that’s good for all

concerned.



James and Theresa Gordon
Hingham

Bank Services:
Residential Construction Loan.

Photo: Sally A. Paulson, Assistant Vice President,
Hingham Institution for Savings, Theresa Gordon, James
Gordon, and their children, Jack and James

Owning your own home is the realization of
the American dream. For Jim and Theresa Gordon,
it was even more so, because their dream home is in
Hingham, their hometown.

It all began when they purchased a house lot
shortly after they were married. Then, like most of
us, they sacrificed and saved. As their family came
along, the Gordons realized it was time to apply for
a loan at Hingham Institution for Savings. Perhaps
they were unaware of our long history of helping
young families with their first mortgage, but they
were very pleasantly surprised at how painless we
made the process.

With guidance and financing from this

THE AMERICAN DREAM
IS ALIVE IN HINGHAM.

community bank, the house on Pioneer Road has
become a reality.

As Jim and Theresa will tell you, with
perseverance and hard work, your dream can come
true. Having an understanding and helpful bank is

important as well.

FOR THIS APARTMENT BUILDING

WE WERE VERY ACCOMMODATING.

Investing in a twelve-unit apartment build-

ing could be nerve-wracking for anyone, but for
Edward Tatalias it was especially tense. This was his
first such venture, and the time frame on complet-
ing the deal was very tight.

Fortunately, he came to the bank where he

Edward and Shirley Tatalias
Hingham

Bank Services:
Commercial Real Estate Loan.

Photo: Shawn T. Sullivan, Assistant Vice President,
Hingham Institution for Savings and Edward A. Tatalias

had a personal account, and was a stockholder,
Hingham Institution for Savings.

We have a great deal of experience with
commercial real estate in our community. We
thoroughly understood the market and all the
ramifications of the deal and so were able to respond
very quickly and complete the loan on time.

The result is, we have strengthened a long-
term banking relationship with Edward and Shirley
Tatalias and continue to be the source of advice for
future financing needs. Which only goes to prove
that if you want to open more doors in this market
area, speaking first to Hingham Institution for

Savings, is the key.



FRIENDS HELPING FRIENDS.

Over the years, Hingham Institution for
Savings has played a significant role in the financing
of not-for-profit enterprises within our community.
Examples include the Hingham Visiting Nurses
Association, Glastonbury Abbey, Temple Sha’Aray
Shalom, Habitat for Humanity, and the Montessori
School.

Thayer House, an assisted-living residence, is
operated by the Society of Friends. Approximately
fifteen residents and six staff live together as a

supportive family. It is not a nursing home.

Thayer House at the
New England Friends
Home

Hingham

Bank Services:
Proposed Financing of
Building Expansion.

Photo: Peter R. Smollett,
Vice President, Hingham
Institution for Savings and
Gretchen Condon, Execu-
tive Director, Thayer House

Presently, the Society of Friends is planning
an addition, adding beds and renovating the existing
property.

Hingham Institution for Savings has assisted
in developing a sound financial plan and reviewing
the feasibility study for them.

Thayer House is discovering, as many have
before, that when we say we work for the commu-

nity, we mean all of the community, neighbors and

friends alike.
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Jessica and Janet Keefe
Hingham

Bank Services:
Deposit Accounts, Long-Term Savings Plans.

Photo: Janet Keefe, Jessica Keefe and Helen Fuda, Cus-
tomer Service Representative, Hingham Institution for
Savings

Being the grandnieces of Marion Fahey, a
Director of Hingham Institution for Savings, should
certainly have instille(‘i sound saving habits into
Jessica and Janet Keefe.

These six-year-old twins could go a long way
on good looks alone, but they do have a lot to save
for.

W;: could begin with Christmas gifts, and
the fact that they have no excuse for forgetting each
other’s birthday, plus special family events like
vacations. Then there’s the more mundane, such as
college tuition.

Hingham Institution for Savings encourages

every YOllIlgStCI' to open his or her own savings

SEE JESSICA SAVE. SEE JANET SAVE.
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account. With our “Savings Makes Cents” program,

we send bank staff out to two area elementary
schools to talk to children in their classrooms about
banking and why it’s meaningful. We even open
accounts and take deposits right in the schools. We
try to make banking fun for our youngsters so that
they’'ll save regularly.

After all, the most rewarding part of invest-
ing in our community is to invest in the
community’s future. With young ladies like Jessica

and Janet, were doubly blessed.
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Assets
$175,409

153,192 . .
Assets have increased more than 36% since the end

of 1883. The Bank is poised for continued controlled
growth with a strong capital to asset ratio of 9.53%,
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$116.684

For the second consecutive year, the Bank had deposit
growth in excess of 12%. Our new branch offices in Scituate
and Cohasset have contributed to the depaosit growth,

1995
(In Thousands}
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The loan portfolio has grown dramatically over the
past four years. Management has made a concerted
effort to aftract quality loans while decreasing reliance
on its investment portfolio.
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1993 1954 1995
(In Thounsands) ¥

Dividends Declared
Per Share

Quarterly dividends have shown steady improvement
since 1993, culminating in a $0.09 per share dividend
declared in the fourth gquarter of 1996. Included in the
chart are special dividends of $0.08 and $0.10 per share
which were declared in 1995 and 19986, respectively.
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Pre-Tax
Earnings

Pre-tax earnings grew nearly $500,000, or 17% in
1996 over 1995. The results for 19896 represent the
third consecutive year of double-digit increases in
pre-tax earnings.
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1993 19%4 1695
(In Thousands}

10

The following information does not purport to be complete and is qualified in fis entirety by the more detailed
information contained elsewhere herein.

At December 31,
1896 1995 1994 1993 1992
{In Thousands)
Balance Shest Data:

TOR BSSEES v oteeeeeieee e s e e e e n e e e e e e eennee s $201,586 $175,409 $153,192 $147,889 $149,460
INvestMent SECUIMTHBS ... reervereeme s e s 32,321 39,152 42,930 58,904 66,183
L.oans;

Residential MOMQAGE ... vvorvvvcrrevrcrcanrmcncvrrece s reecanes 79,418 69,872 61,607 54,222 47,963
Commercial Mortgage ... 65,839 43,734 33,763 20,004 16,867
CONSITUCHON, MEE . ettt 5,421 5,437 4,649 1,951 3,122
1 1 0= RO U U R U UOUORUTOPS 2,107 1,999 2,004 2,121 3,145
Allowance forloan los8e8 . 1,393 1,277 1,338 1,191 1,501
Foreclosed real estate, NBL ....ovcivenerreriscieisree s — 34 439 2,384 2,938
DBPOSHS oo 150,015 133,042 116,684 117,717 118,885
Federal Home Loan Bank advances .....cocoveiiviiierrieenns 29,754 22,000 19,000 15,000 15,000
Other borrowed fUNS ... srnesen e 188 — — —_— —
Stockhalders’ 8QUILY .voeververe e e 19,212 17,819 15,981 14,074 13,712
Years Ended December 31,
1946 1995 1994 1993 1992
(In Thousands, Except Per Share Amaunts)
Income Statement Data:
Total interest and dividend INCOME .orvvevvcinv e $ 13,962 $ 12,074 $ 9963 $ 9232 §$ 11,374
Total interest exXPense .. 6,956 5,871 4,324 4,593 6,451
Netinterest INCOME ... 7,006 6,203 5,639 4,639 4,923
Provision for 108N 10SSE8S .. v iverrrrreerereee e ereereeeenee e 107 120 120 63 390
OHhEr INCOME oo s e 614 509 642 1,484 1,624
Operating SXPeNSES ..t ccrr e e 4,066 3,641 3,860 6,340 4,999
income (loss) before income taxes ... 3,447 2,951 2,301 {280) 1,158
Income tax provision (benefit).......ccerincianinii e 1,403 1,045 {255) {469) (398)
NETINCOME (v eeee e $ 2044 $ 1906 $ 2556 § 18 § 1,556
Net INCOMe PEr ShAre ..ivoivervveceesrerreereeeneeaeeecas $ 157 & 147 $§ 199 $ 015 § 124
Weighted average shares outstanding ..o eevrns 1,298 1,294 1,284 1,268 1,251
Financial Ratios:
Return on average assets e 1.10% 1.17% 1.70% 0.13% 1.02%
Return on average 8quity.....ccooovnn e 11.06 11.11 17.09 1.34 12.01
Average equity to average assets...........ooeee 9.94 10.54 9.94 9.52 8.52
Interest rate Spread. e 3.38 3.42 3.55 3.06 3.21
Net yield on average earning assetS......ccccoevininnnnns 3.90 3.96 3.92 3.34 3.49
Dividend payout ratio ..o 28.66 23.81 8.54 — —
Cash dividends declared per share .......cccoveeiiinniinens $ 045 & 035 % 017 e —
11



Founded in 1834, Hingham Institution for Savings has
served the local community for more than 162 years. On
December 20, 1988, the Bank converted its ownership
from mutual o stock form. Banking services are provided
through branch offices in Hingham, South Hingham, Hull,
Scituate and Cohasset.

The following information shouid be read in conjunc-
{ion with the Consolidated Financial Statements and
Notes coniained in this report.

COMPARISON OF THE YEARS 1996, 1995, and 1934
RESULTS OF OPERATIONS

For the year ended December 31, 1996, the Bank
earned $2.0 million, or $1.57 per share, as compared o
$1.9 million, or $1.47 per share, for the same period in
1985, and $2.6 million, or $1.99 per share in 1994.
Earnings for 1994 and 1995 were positively impacted by
tax benefits.

Pre-tax income shows continued and significant
improvement. In 1986, pre-tax income was $3.4 million
as compared to $3.0 miliion for 1995 and $2.3 million for
1984, Net interest income increased nearly 13% when
comparing 1996 to 1995, and increased 10% when com-
paring 1995 to 1994, Operating expenses increased
$425,000 when comparing 1996 to 1995, resulting pri-
marily from the addition of two branch offices in late 1995,
When comparing 1995 to 1994, operating expenses
decreased $219,000, resulling primarily from reduced
deposit insurance premiums and fower legal fees, a frend
which continued through 19986.

Net interest Income

The Bank reported $7.0 million in net interest income
for 1996 as compared to $6.2 million in 1995, and $5.6
million in 1984. This positive trend was primarily the
result of growth in loans which averaged $136.8 million
for 1996 as compared to $109.8 million for 1995 and
$88.6 million for 1994,

The following table presents information regarding changes in inferest and dividend income and inter-
est expense of the Bank for the years indicated. For each category, information is provided with respect to
changes atiributable to changes in rate (change in rate multiplied by old volume) and changes in volume
{change in volume multiplied by ofd rate.}) The change atiributable fo both volume and rate is allocated

propottionately to the changes due fo volume and rate.

Years Ended Decembsr 31,

1996 Comparad to 1995 1995 Cemparad to 1894
increase (Dacrease) Increase (Decreass)
Dueio Due to
Yolume Hale Total Volume Rale Total
{in Thousands) o
inferest and dividend income:
Total 10aNS....o oo $ 2263 $ (t44) $2,119 $1792 $ 380 § 2,172
Investrnent securities and
Federal Home Loan Bank stock .......... (3286) 48 (278) (533) 334 {199)
Interest-bearing deposits.................. 72 {25) 47 70 88 138
Total interest and dividend income ... 2,009 {i21) 1,888 1,329 782 2,111
interest expense:
Deposits .o 848 41 987 591 523 1,114
BOrmowings ... 141 {(43) 98 232 201 433
Total interest expense ... 1,087 (23 1,085 823 724 1,547
Net interest iNCoOMe ... e $ 922 % (1190 $ 803 $ 508 §$ 58 § 564

The following table details changes in net interest income and net yield on average earning assets.

Yeaars Ended December 31,

1998 1895 1984
Average Yield/ Average Yield/ Average Yield/
Balance Interest Rate Balance Inlerest Hale Balance Interest Rate
Assets: {Dollars in Thousands)
Loans:
Real estate loans ................ $134,775 $11,283 8.37% $107,842 $3,157 8.49% § 86,748 $7.011 8.08%
Commercial loans ............. 1,080 105 9.72 1,062 112 10.55 634 80 9.46
Cther 10ans....ov e, 954 86 8.65 944 86 9.11 1,264 ii2 8.86
Total loans (1) (2) ......... 136,849 11474 838 109,848 9,355 8.52 B8.646 7,183 8.10
Invesiment securities (3) (4} ...... 37218 2,185 590 42,759 2,473 B.78 52,467 2,672 509
Interest-bearing deposits............ 5,564 293 527 4232 248 5.81 2,795 108 3.86
Total earning assets............ 179,631 13862 7.7 156,839 12,074 7.70 143,908 9,863 6.92
Other assets ..., 8,277 5,884 __ 857
Total 2s5ets .vovvciveeennn. $185,808 $162,723 $150,479
Liabilities and stockhoiders’ equity:
Interest-bearing deposits: *
NOW accounis (5).....cccceevne $ 12,980 184 142 $ 10,581 187 148 $ 10,889 171 1.57
Money market deposits ....... 20,269 606 2.99 20,392 603 2.96 28,744 795 277
Reguiar. ..o iinnacieen 31,282 783 2.50 30,956 775 250 35,814 9290 259
Term cettificates..........o.... 71,153 4053 570 55213 3,104 562 36,757 1,630 443
Total interest-bearing
deposits ....coevvenen. 135,684 5626 4.15 117,142 4,639 3.96 112,204 3,525 3.14
BOrrowings ... 22557 1,330 5.90 20,181 1,232 6.10 16,032 798 498
Total interest-bearing
liabilities .....ccoceev v 158,251 6,956 4.40 137,323 5871 4.28 128,236 4,324 337
Demand deposits.....ooeev s 7,854 8,572 6,540
Other liabilities oo, 1,323 1,672 748
Stockholders’ equity.........cccceeee. 18,480 17,156 14,955
Total liabilities
and stockholders’ equity...... $185,808 $162,723 $150,479
Net interest income ............. $ 7,008 $6,203 $5,638
Weighted average rate spread .. 3.37% 3.42% 3.55%
Net yield on average earning assets (6) 3.80% 3.96% 3.92%

{1} Gross of allowance for loan losses.
(2} Inciudes average non-accrual loans.

{3} Excludes the impact of the average unrealized gain (loss) on securities available for sale.

(4} Includes Federal Home L.oan Bank stock.

{5} Includes mortgagors’ escrow accounts.

{6) Net interest income divided by average total earning assets.
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Interest income is derived from residential and com-
mercial mortgages, home equity, commercial and instalf-
ment loans, and the investment portfolio. The Bank
earned an average yield of 7.77% on these assets in
1996, as compared to 7.70% in 1995 and 6.92% in 1994.
For 1896, 1995 and 1994, interest income totaled $14.0
million, $12.1 million and $10.0 million, respectively.
Average fotal earning assets increased $22.8 million, or
15%, in 1996 over 1995 and $12.9 million, or 9%, in 1995
over 1994. The Bank achieved this growth by continuing
to focus on real estate lending and decreasing its empha-
sis on the investment portfolio.

Average deposit and borrowing balances increased in
1896 and 1895 as the Bank employed these sources to
fund its loan growth. As a result, interest expense, which
is incurred on cerificates of deposit, NOW, savings and
money market deposit accounts, Federal Home Loan
Bank (“FHLB") advances and other borrowings, collec-
fively increased in these periods.

The average rate paid on interest-bearing deposit
accounts was 4.15% during 1996, as compared to 3.96%
for 1995 and 3.14% for 1994 resulting primarily from a
shift in the Bank's deposit mix. Cerificates of deposit
comprised 52% of average interest-bearing deposits for
1996, at an average rate of 5.70%. Comparably, cerifi-
cates of deposit comprised 47% of average interest-
bearing deposits in 1995 and 33% in 1984 at an average
rate of 5.62% and 4.43% in 1995 and 1994, respectively.

Interest expense on FHLB advances continued to rise
during 1996 resulting primarily from an increase in
advances. However, the downturn in market interest
rates in 1996 allowed the Bank to refinance a substantial
portion of its advances at lower rates, resulting in a twen-
ty basis point decline in the average rate from 1995,
Aiso, during 1998, the Bank became a note option depos-
itory for treasury, tax and loan deposits which allowed it to
borrow short-term funds at a preferred interest rate.

Provision for Loan Losses

The provision for loan losses is based on manage-
ment's assessment of the adequacy of the allowance for
loan losses. Management considers the size of the loan
portfolio, the risks associated with certain loan types, and
the underlying collateral values of individual loans as well
as other factors. Duting 1996, the Bank originated nearly

14

$60.5 million in residential, commercial, and personal
loans combined, increasing the loan portfolio to a total of
$151.2 million at December 31, 1996. The provision for
loan losses for 1996 was $107,000 as compared to
$120,000 in each of 1995 and 1994. Recoveries in 1996
of previously charged-off loans enabled the Bank to main-
tain an adequate level of allowance for loan losses while
toweting its annual provision.

Other Income

OCther income is comprised of customer service fees,
net gains or losses on sales of investments and leans,
and other miscellaneous items. For 1994, other income
also included a litigation settlement in the amount of
$282,000. The most significant component of other
income was fees earned on customer accounis with
$409,000 reported for 1996, $346,000 for 1985, and
$345,000 for 1994. These increases reflect a higher voi-
ume of transactions along with a modest rise in the fee
schedule in late 1996. In 1995 and 1994, the Bank
reported $49,000 and $232,000, respectively, in net loss-
es on sales of securities classified as available for saie.
The securities were earning below-market rates of intergst
and were sold to obtain liquidity to fund growth in the loan
portfolio. Further, the Bank sold $2.4 million in fixed rate
morigages and student loans during the first quarter of
1994 at a combined gain of $30,000.

Operating Expenses

There were $4.1 million in operating expenses in
1996 as compared to $3.6 million in 1995, and $3.9 mil-
lion in 1994. The rise in expenses in 1996 is primarily
attributable to the addition of two branch offices which
opened in the fourth quarter of 1995,

Salaries and employee benefits were the largest com-
ponent of operating expenses at $2.3 million for 1996,
$1.8 million for 1995, and $1.7 million for 1994. In the
fourth quarter of 1895, the Bank hired eight employees 1o
staff the two new branches. This increased expense con-
tinued throughout 1996.

Foreclosed and other real estate expenses, net,
include write-downs in property values, professional fees
such as legal and property management, utilities, as well
as various sundry items which are necessary {o the oper-
ation of the real estate. These expenses are offset by any

gains upon sale or recovery of expenses. Expenses
related to foreclosed and other real estate, net, declined
significantly over each of the past three years with a net
recovery of $5,000 in 1996, and net expenses of $15,000
in 1995 and $265,000 in 1994. These declines are attrib-
utable to comparable declines in the number and value of
foreclosed real estate properties. The Bank held no prop-
erties at year end 1996, only one property at year end
1985 at a net value of $34,000, and a total of $439,000 at
year end 1994,

Deposit insurance expense, comprised of federal and
state deposit insurance premiums, also declined when
comparing 1996 o 1995 and 1994. Significant decreases
occurred in 1883 when the Federal Deposit Insurance
Corporation (“FDIC") awarded the Bank its lowest premi-
um rate, due to the Bank’s improved financial condition
and then, effective June 1995 reduced this premium rate
85% to only $0.04 per hundred dollars of average
deposits. In 1996, the FDIC further reduced the Bank's
annual premium to $2,000, a rate awarded to well-capital-
ized banks.

Other operating expenses including data processing,
occupancy and equipment, legal, and other were $1.8
miliion combined for 1996 as compared 1o $1.6 million in
each of 1995 and 1994. Data processing expenses rose
in each of the three periods as a result of an increase in
the number of deposit accounts and their associated
fransaction volumes. Occupancy and equipment
expense increased in each of the three periods, primarily
as a result of the addition of the two branch offices. Legal
expenses, which are incurred primarily in the collection of
delinquent and charged-off debt, declined in each of the
three periods.

income Taxes

In 1995 and 1894, the Bank was able o utilize net oper-
ating loss carryforwards to offset current taxable income
and recognize deferred tax assets. As a resuit, the Bank
recognized a net provision for income taxes in the amount
of $1.0 miliion for 1995 versus income tax benefits amount-
ing to $255,000 during 1994. There were no further tax
henefits available in 1996, and as a result, the Bank report-
ed a provision for income taxes of $1.4 million at an effec-
tive tax rate of 40.7%. In the fourth guarier of 1996 the
Bank employed strategies with respect to its securities port-
folio which should reduce its effective tax rate o below 40%
in 1997.

i5

COMPARISON OF THE YEARS 1995 AND 1995

BALANCE SHEET ANALYSIS

The Bank had total assets of $201.6 millicn at
Decermnber 31, 1906, an increase of $26.2 million, or 15%,
from the $175.4 million level at year end 1995,

Loans

At December 31, 1996, the Bank reporied net loans
of $151.2 million, or 75% of total assets. Comparably at
December 31, 1995, net loans were $119.5 million, or
68% of total assets. This dramatic growth of $31.7 mil-
lion, or 27%, was achieved through the origination of
nearly $60.5 million in mortgage and other loan products.
A more stringent underwriting policy continues to compie-
ment this lending strategy. At December 31, 1896 and
1995, mortgage loans accounted for more than 98% of
gross loans with commercial mortgages representing
approximately 43% of the mortgage portfolio in 1996 and
36% in 1995.

The Bank’s lending strategy during 1996 and 1995
has been to provide commercial property, residential, and
multi-famity loans at an initial fixed rate for three to five
years with a floating rate thereafter. Residential mon-
gages are generally underwritten to conform to Federal
National Mortgage Association or Federal Home Loan
Morigage Corporation guidelines. The Bank also offers
home equity loans tied to the prime lending rate.

The Bank’'s loan portfolic is reported net of the
allowance for foan losses. At December 31, 1986 and
1985, the allowance had a balance of $1.4 million and
$1.3 million, respectively. The allowance is maintained at
a level to absorb possible tosses. lLoan losses are
charged against the aliowance when the collectibility of
loan principal becomes uniikely. Recoveries are recorded
as additional reserves when received. There were
$48,000 in charge-offs and $57,000 in recoveries in 1996.
Comparably in 1985 there were $188,000 in charge-offs
and $7,000 in recoveries.

Non-performing assets, which consist of non-accrual
oans and foreclosed real estate totaled $1.2 million, or
0.58% of total assets, at December 31, 1896, as com-
pared to $672,000, or 0.38% of total assets, at year end
1895. The increase in non-accrual loans is primarily the
result of one mortgage borrower, with whom the Bank is



working to resolve the delinguency. No significant write-
offs related to this mortgage are anticipated.

The following table presents information regarding the
Bank’s non-performing assets:

At December 31, 1996 1995
{in Thousands)

Non-acerual Loans;

Residential Mortgages @ $1,168 $630
Commercial Loans - 6
installment Loans — 2
Totai Non-accrual Loans 1,16 638
Foreclosed Real Estate, Net e 34
Total Non-performing Assets  $1,168 3672

(1} Includes home equity loans.

investments

The purpose of the Bank's investment portfolio is to
supplement the Bank’s lending activities by generating
income, providing liguidity through the receipt of principal
and interest payments, and use as collateral to obtain
borrowed funds. At December 31, 1996, the portiolio was
comprised of morigage-backed and agency issues for a
total of $32.3 million, or 16% of total assets, as compared
to $39.2 million, or 22% of total assets, at year end 1995,
All securities in the portfolic are issued or guaranteed by
U.8. Government agencies or U.S. Government spon-
sored agencies and, as such, carry a relatively low risk-
weighting under Federal Deposit insurance Corporation
risk-based capital guidelines.

A substantial portion of the Bank's investment portfo-
lio is comprised of mortgage-backed securities which are
subject to declines in principal balances due to principal
repayments. These repayments tend to increase as mar-
ket interest rates fall and the individual underlying mort-
gages are refinanced at lower rates. Conversely, repay-
ments tend to decrease as market interest rates rise.
There were $6.1 million in principai repayments received
during 1996 as compared to $3.7 million during 1995,

At year end 1996 and 1995, the entire investment
porifolio was classified as available for sale and was car-
ried at fair value with unrealized gains or losses reported
as a separate component of stockholders’ equity. The
unrealized loss on the investment portfolio amounted to
$244 000, net of tax effects, at December 31, 1996 as
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compared to $155,000 at year end 1995, reflecting a
deterioration in market conditions. The fair value of secu-
rities fluctuates with the movement of interest rates.
Generally, during periods of decreasing interest rates, the
fair values increase whereas the opposite may hold trus
during a rising interest rate environment.

Deposits

At December 31, 1996, the Bank held a iolal of
$150.0 million in deposits, an increase of $17.0 million
from the $133.0 million in deposits at year end 1995, The
Bank offers a wide range of products, competitively
priced, accompanied by quality service. During the fourth
guarter of 1995 the Bank opened branch offices in the
towns of Scituate and Cohasset which have assisted in
the growth of the deposit base.

Primary competition for deposits are other banks and
credit unions in the Bank's market area and mutual funds.
The Bank's ability to atiract and retain deposits depends
upon satisfaction of depositors’ requirements with respect
to rate, liquidity, risk, and service. The Bank offers com-
petitive rates, convenient branch locations, and the added
convenience of automated teller machines. Deposits are
insured in full through the Federal Deposit Insurance
Corperation and Deposit Insurance Fund of
Massachusetts. This insurance, combined with the
Bank’s strong capital position, provides an advantage in
allaying customer concerns regarding the safety of
deposiis.

Core deposits, comprised of savings, NOW, and
money market accounts were $71.3 million, or 48% of
total deposits, at December 31, 1896 as compared to
$69.2 million, or 52% of total deposits, at year end 1995,
an increase of $2.1 mitiion. Certificates of deposit were
$78.7 miliion at December 31, 1996 as compared to
$63.9 million at year end 1995, an increase of $14.8 mil-
lion. This continued growth in certificates of deposit, at
higher rates, has resulied in increased deposit interest
expense.

Borrowings

The Bank had $29.8 million in FHLB advances at
December 31, 1986, as compared to $22.0 million at year
end 1995. The Bank borrowed an additional $7.8 million
in 1996 1o fund growth in the loan porticlio and to effec-
tively manage its interest rate sensitivity position. During

1996, the Bank bacame a note option depository for trea-
sury, tax and toan deposits, which provides the Bank with
an additional source of short-term funding at a preferred
interest rate. At December 31, 1996, there was $188,000
in such borrowings.

Liguidity and Capital Besources

The Bank’'s primary sources of liquidity are #s avai-
able for sale securities portfolio, principal and interest
payments on loans and investment securities, net
increases in deposit batances, and FHLB advances.

As a member of the Federal Home Loan Bank of
Boston, the Bank is efigible to obtain both short and long-
term credit advances. The Bank can borrow up to
approximately $100.9 million to meet its borrowing needs.
Borrowing capacity is limited 1o the Bank’s available quali-
fied collateral which consists primarily of 1-4 family resi-
dential mortgages and certain investment securities. At
December 31, 1996, the Bank had $29.8 million in
advances with original maturities of up to three years.

The Bank can also enter into repurchase agreement
transactions should the need for additional liquidity arise.
At December 31, 1996, the Bank had no repurchase
agreements outstanding.

At December 31, 1996, the Bank had capital of $19.2
million, or 9.53% of total assets, as compared {o $17.8
million, or 10.16%, at December 31, 1995. Total capital is
adjusted by the unrealized gains or fosses in the Bank’s
avallable for sale securities portfolio, and as such it is
subject to fluctuations resutting from changes in the mar-
ket values of its investment securities. At December 31,
1996 and 1995 the Bank’s entire securities portfolio was
classified as available for sale, which had the effect of
reducing capital by $244,000 for 1996 and $155,000 for
1985,

Massachusetts chartered savings banks that are
insured by the FDIC are subject o minimum capital main-
tenance requirements. Regulatory guidelines define the
minimum amount of qualifying capital an institution must
maintain as a percentage of risk-weighted assets (Risk-
Based Capital Ratios) and average total assets {Leverage
Ratio}). The Bank's ratios exceeded these regulatory cap-
ital requirements in both 1986 and 1995.
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Tier One Capital, Total Capital and the Leverage ratios
weare 15.04%, 16.12% and 9.90%, respectively, at
December 31,1996 and 17.05%, 18.26% and 10.33%,
respectively at December 31,1995,

These high capital levels were maintained despite a
more aggressive dividend policy. During 1996 the Bank
dectared dividends of $0.45 per share, which included a
$0.10 per share special dividend which was declared in
the fourth quarter. In comparison, in 1995, the Bank
declared $0.35 per share in dividends. The Bank's divi-
dend payout ratio, which is calculated by dividing divi-
dends per share into earnings per share, increased {0
28.7% for 1996 as compared to 23.8% for 1985.

IMPACT OF INFLATION AND CHANGING PRICES

The consolidated financial statements and related
consclidated financial data presented herein have been
prepared in accordance with generally accepted account-
ing principles which generally require the measurement of
financial position and operating results in terms of histori-
cal dollars without considering the changes in the relative
purchasing power of money over time due to inflation.
The primary impact of inflation on operations of the Bank
is reflected in increased operating costs. Uniike most
industrial companies, virtually all the assets and liabilities
of a financial institution are monetary in nature. As a
resuli, interest rates have a more significant impact on a
financial institution’s performance than the effects of gen-
eral levels of inflation. interest rates do not necessarily
move in the same direction or to the same extent as the
price of goods and services.

MATERIAL LITIGATION

In a 1993 lawsuit, the Bank contended that a substan-
fial amount of cumulative loan losses it sustained prior o
1993 resulted from former president Wilfred H.
Creighton’s alleged conduct. In February 1994, the Bank
obtained four parcels of developed real estate from the
former president as settlement of its lawsuil. This recov-
ery of $282,000 is reflected in the Statement of Income in
1994.

Currently, the Bank is not a party to any legal pro-
ceedings other than routine litigation incidental to the
Bank’s business, the impact of which is not anticipated to
have a material negative impact on the Bank's financial
statements.



"To the Board of Directors and Stockholders of
Hingham Institution for Savings

We have audited the consolidated balance sheets of Hingham Institution for Savings and subsidiaries as of
December 31, 1996 and 1995, and the related consclidated statements of income, changes in stockholders’
equity and cash flows for each of the years in the three-year period ended December 31, 1996. These consoli-
dated financial statements are the responsibility of the Bank's management. Qur responsibility is to express an
opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are
free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement presenta-
tion. We believe that our audits provide a reascnable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Hingham Institution for Savings and subsidiaries as of December 31, 1996 and 1995,
and the results of their operations and their cash flows for each of the years in the three-year period ended
December 31, 1996 in conformity with generally accepted accounting principles.

Boston, Massachusetis
January 22, 1997
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December 31, 1996 and 1985
ASSETS

Cash and due from banks (NO8 2) ..o.vioii i et
INterest-DRANNG GEPOSIES . .corv oot irrr i rerrt i ernr e s srre s sraee e s s e e s s e e ersreecraeean st eerrrreeananes
Cash and cash eQUEVAIBNIS ..o et e e e e e e et e e e e eeeaaeas

Securities available for sale (NOIes 3 and B ...t serraes s
Loans, net of allowance for loan losses

of $1,393,000 in 1996 and $1,277,000 in 1995 (Notes 4 and 8)...vvevviviviiininvenins
Foreciosed real estate, NET{NOIE 5) .o i e
Banking premises and equipment, net (Note 6) .......cc.ccccer v, ke er e e as
Accruad INtarest reCeiVabIR ... e
Deferred income tax asset, Net (N0 O} ..o e e
Federal Home Loan Bank stock, at cost {NOte 8} ... e
T BB S o ittt e ettt a A4 e e e ek een et t s neeeeeeeeee e ettrnnnnneeaaaeaaaas

DEPOSIES (NOIE 7]ttt et v v e eea e aara e s ava e e s snssanars s eanneenennnnin
Federal Home Loan Bank advances (NOIe 8) ...
Other borrowWed FUNGS ... et rerert b e e eressaeenas
Accrued INTErest PaYADIB ... et e e aan e eseesaas
MOrgagors' BSETOW BCCOUMIS . .uui e cieteraeees s ennre e et aeee s meees s s snaeeseaaresbee e s annneesaenrennes
Other liabilities (NOIE 14) ..o et et e e

Total HabilHIES ..o e ter et e rae e s eeaavere s v areesrans s rma s s s b s snanrs s eranranares
Commitments and contingencies {Notes 10 and 11)

Stockholders' equity (Notes 12 and 13):

Preferred stock, $1.00 par value, 2,500,000

shares authorized; NONB ISSUBT.....cocvvieieiie e ee et re e e e e
Common stock, $1.00 par value, 5,000,000 shares

authorized; 1,297,500 and 1,295,000 shares

issued and outSIANGING ... s
Additional paid-in CaPHAL......co b
UNdivided Profits ..ottt a s erabra e

Net unrealized loss on securities
available for sale, after fax effect (Notes 3and 9) ..o e

Total stockholders’ BQUILY ....oovve e e e

See accompanying notes to consolidated financial statements.
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1498 1995
{In Thousands)

$ 3,323 $ 4515
8,317 6,071
11,640 10,586
32,321 39,152
151,166 119,472
— 34
2418 2,496
1,060 1,048
1,106 1,045
1,450 1,200
42 376
$201,586 $ 175,409
$150,015 $ 133,042
29,754 22 000
188 —_
582 505
292 287
1, 543 1,756
182,374 157,590
1,208 1,295
8.616 8,597
9,542 8,082
10,456 17,974
(244) (155)
19,212 17.819
$201,586 $175,400



Years Ended December 31, 1996, 1995 and 199%4

interest and dividend income:

Total interest and dividend INCOME vt

Interest expense:

Deposits (NOIE 7) oot
BOrrowed fUNS ... s e v b e s s

Total interest BXPenSsSe ..o e e

Net IHBreSt INCOIMB .o rv e aa ey srr et ean
Provision for [oan 1085e8 (NOte 4)..ccccc i

Net interest income, after provision

0T JOBN JOBBEG o veiiieviceeec it r e e e et e e e ree e et ee et e e e e e r et e ar e e n e aees

Other income:

Customer service fees on deposits ..o
L oss on sale of securities available for sale, nat (Note 3).................
Litigation settlement (NOte 11} vt
L0 1= O O ST UO RO RPRT

TOtal OTNEBE NCOME oot sse s e s sr s e er e st erineacnansans

Operating expenses:

Salaries and employee benefits (Note 14) ..o
Data proCesSSING ..o s
Occupancy and equipment (NGt 8) ...cooiiie e
Foreclosed and other real estate, net (Note 5) ..o
LI =T o L OO P R PU PR
DeROSH INSUIBNCE .t re i e e e
L £ T T S OO PSSR

INCOME DEfOrE INCOME TAXES. . ceiei et ee e e e e e e eeeaae e
income tax provision {benefit) (Note 9) ..o,

BN HNICOIMIE ettt sttt e et ee e e e e e e e rnaeran

Earnings per COMMON SNAIE........cciiiirirore s siee s st srnessaeeseeseneeeneans
Weighted average shares outstanding ... e

See accompanying notes to consolidated financial statements.
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1946 1945 1944
{in Thousands, Fxcept Per Share Dala)
$11,474 $ 9,355 $7,183
2,195 2,473 2,672
293 246 108
13,062 12,074 9,963
5,626 4,639 3.525
1,330 1,232 799
6,856 5,871 4 324
7,006 6,203 5,639
107 120 120
6,899 6,083 5,519
409 346 345
—_— (49 {232)
s e 282
205 212 247
614 509 642
2,268 1,838 1,677
331 298 288
485 372 332
(5) 15 265
10 66 143
4 159 309
973 893 846
4,066 3,641 3,860
3,447 2,851 2,301
1,403 1,045 (255)
$ 2,04i $ 1,906 $ 2,556
$ 1.57 $ 147 $ 1.99
1,298 1,294 1,284

Years Ended December 31, 1996, 1595 and 1994

Net
Additiana! Unrealized Gain (Loss) Total
Common Paid-in Undivided on Securities Stoekholders’
Stock Capital Profits Available for Sale Equity
(In Thousands}

Balance at December 31, 1893 ........... $1.277 $8,453 $ 4,292 $ 52 $14,074
NEEINCOME ....oeoveereee e — — 2,556 — 2,556
Change in net unrealized gain (loss) on

securities available for sale, after

tax effect........ccoiivieicc —_— — — (577) (577)
Stock options exercised, after

taxeffect..........ccoo 16 131 —_ —_— 147
Cash dividends declared ($.17 per share) e e (219) — (219)
Balance at December 31, 1984 ........... 1,293 8,584 6,629 (525) 15,981
Net income.......................‘ .................... —_— —_ 1,806 - 1,906
Change in net unrealized gain {loss) on

securities available for sale, after

taxeffect...v — — — 370 370
Stock options exercised, after

tax effect. s 2 13 —_ e 15
Cash dividends declared ($.35 per share) — —_ (453) — {453)
Balance at December 31, 1995 ... 1,285 8,597 8,082 {155) 17,819
NEt INCOME .o e B 2,044 — 2,044
Change in net unrealized gain {loss) on

securities available for sale, after

tax effect. ..o — - - (89) (89)
Stock options exercised, after

taxeffect ... 3 19 o — 22
Cash dividends declared ($.45 per share) — - (584) —_ (584)
Balance at December 31, 1996 ........... $1,298 §$8,616 % 9,542 $ (244) $19,212

See accompanying notes to consolidated financial statements.
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Years Ended December 31, 1996, 1995 and 1994 (Concluded)

1995 1895 1994
T (In Thousands) Years Ended December 31, 1996, 1995 and 1984
Cash flows from operating activities: .
NBEIFICOME 1. oeeveveeevvveserssss et eoeeeoeeceeeese s soeseresnseesesseseseeessss e sessee e $2,044 $1,906 $2,556 1996 1995 1984
Adjustments 1o reconcile net income to {in Thousands)
net cash provided by operating activities:
Provision fOr 108N 10SSES ..o e 107 120 120
Provision for losses on foreciosed and other real estate ..o, - 20 142 Cash flows from financing activities:
Amortization of premium on investment Increase (decrease) in deposits, NBL........ooi o $16,973 $16,358 ${1,033)
SECUTIties, NEt Of ACCTEHON .......iivieeereeeee oo e oo 242 288 514 Increase in Mortgagors’ @SCrow aCCOUMS .......oiniiinnii e, 5 35 62
Amortization of deferred loan fees, Net ..o (73) (62) (54) Proceeds from stock options exercised ... 11 8 122
DEPIECIAHON ....vcvv ettt ettt et 195 133 115 Cash dividends paid on 6ommon SOCK. ... (545) (310) (154)
Loss on sale of securities available for sale, Net ... oo _ 49 232 Proceeds from borrowings with maturities of less than three months......... 3,442 — —
Gain on $ale OF I0ANS ...t — — (30) Proceeds from Federal Home Loan Bank advances with maturities of
Gain on sale of foreclosed and other real estate .o (31) {4) (63) rEE MONNS OF O T e irar e e e eareseeaneanrrareaessvnannn 24,000 50,500 7,000
Changes in operating assets and liabilities: Repayment of Federal Home Loan Bank advances with maturities of
Acerued INEErest T8GIVADIE oo (12) (213) 67 Hhree MONTNS OF MO .o e e r s aae e aa e {19,500) {47,500) J?;?RQ)
Deferrad INCOME HaX ASSBL ..ovvii e re s e {16) 249 (300)
OEr BSSES .. ovv e etceee sttt sttt onen e (49) (17) (127) Net cash provided by financing activities................... 24,386 19,091 2,997
Accrued interest payable and other liabifities......c..cooe ool (164) 843 302 . ‘ _
Net cash provided by operating aCtiVIIes .........o.oovvoeecreeeecss s ees, 2243 3,312 3.474 Net increase (decrease} in cash and cash equivalents.......cc..ooccee e, 1,054 6,678 (981)
Cash flows from investing activities: Cash and cash equivalents at beginning of Year ..........ooeoeoecororrcseeeeneenn. 10,586 3,908 4,889
Proceeds from sale of securities available forsale ..., — 1,463 10,400 ﬁ -
Purchase of securities available for sale ... (3,991) (4,882) (2,036) Cash and cash equivaients at end of YEAr ........cccvvvvreerinesersnsseseersesieenes $11,640 $10,586 $ 3,908
Purchase of securities held 10 MaturY ... e e, — (2,183) (3,000) S '
Proceeds from maturities of securities available forsale .............cccoovecrvenenn, 4,324 4,000 100 Supplementary information:
Proceeds from maturities of securities held to maturity............. — 2,000 - Interest paid on depOSHt ACCOUNES ........e.vreeerereensereessesseessersceesses e seeniaes $ 5,579 $ 4,499 $ 3,500
Principal payments received on mortgage-backed securities .................. 6,122 3,676 8,802 Interest paid on BOrrOWEd FUNGS..............ovvereeieeees e saeenee s 1,300 1,225 768
Loans originated, net of payments received.............cooocnnniininns (31,694) (18,832) (25,295) INCOME LAXES PRI ...v..evveivvieeeticeects st ee oot eee e eneee e 1,734 72 51
Proceeds from S8ale Of I0ANS ...t e et ee e er e —_— R 2,424 Loans transferred to foreclosed real @state. . ...ooor i, — f— 13
Additions 1o foreclosed and other real estate, net of payments ..........cccoe. - (110} 4 Financed sales of foreciosed real 88tate. ........oovrvvivoreresiene oo 34 171 1,254
Proceeds from sale of foreclosed and other real estate ..o, 31 279 1,414 Foreclosed real estate transferred 10 10aNS. ..o oo — 129 286
Increase in Faderal Home Loan Bank StOCK .ot rsen s (250) (206) —_ Secuyrities held to maturity transferred to available forsale oo I 267301 —
Additions to banking premises and equipmMent. ..o {117) {930) {265)
Net cash used in Investing activities ..o {25,575} {15,725) (7,452)
{continued)
See accompanying notes to consolidated financial statements.
!
! See accompanying notes to consolidated financial statements.

22 23



December 31, 1996, 1895 and 19%4

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of presentation and consolidation

The consolidated financial staterents include the accounts of Hingham Institution for Savings ("Bank"} and its wholly-
owned subsidiaries, Hingham Securities Corporation and Hingham Motel Corporation. Hingham Securities Corporation
holds title to securities available for sale and Hingham Motel Corporation is presently inactive. All intercompany accounts
and transactions have been eliminated in consolidation. The accounting and reporting policies of the Bank conform to
generally accepted accounting principles and prevailing practices within the banking industry.

Use of estimates

In preparing financial statements in conformity with generally accepted accounting principles, management is required
to make estimates and assumptions that affect the reported amounts of assets and liabilities as of the date of the consoli-
dated balance sheet and reported amounts of revenues and expenses during the reporting period. Actual results could dif-
fer from those estimates. Material estimates that are particularly susceptible 1o significant change in the near term relate
to the determination of the allowance for loan losses and the valuation reserve against deferred tax assets.

Business
The Bank provides a variety of financial services to individuals and small businesses through its five offices in south-

eastern Massachusetts. lts primary deposit products are savings, checking and term cenificate accounts and its primary
lending products are residential and commercial mortgage loans.

Reclassification
Certain amounts have been reclassified in the 1995 and 1994 consolidated financial statements to conform to the

1996 presentation.

Cash and cash eguivalenis
Cash and cash equivalents include amounts due from banks and interest-bearing deposits.

interest-bearing deposits
Interest-bearing deposits mature within ninety days and are carried at cost, which approximates fair value.

Securities Available for Sale
Investments are classified as availabie for sale and reflected at fair value, with unrealized gains and losses, after tax
effect, excluded from earnings and reported as a separate component of stockholders’ equity.

Federal Home Loan Bank of Boston stock is reflected at cost.
Purchased premiums and discounts are amortized to eamnings by a method which approximates the interest method
over the terms of the investments. Declines in the value of investments that are deemed to be other than temporary are

reflected in earnings when identified. (Gains and losses on disposition of investments are computed by the specific identi-
fication method.
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SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

Loans
The Bank grants mortgage, commercial and consumer loans to customers. A substantial portion of the loan portfolio is

represented by mortgage loans in the southeastern Massachusetts area. The ability of the Bank's debtors to honor their
contracts is dependent upon the real estate, construction and gensral economic sectors.

Loans, as reporied, have been reduced by unadvanced loan funds, net deferred interest and loan fees and the
allowance for loan losses.

interest on loans is recognized on a simple interest basis and is not accrued on loans which are ninety days or more
past due or for which collection is not assured. Interest income previously accrued on such loans is reversed against cur-
rent period interest income. Interest income on all non-accrual loans is recognized only to the extent of interest payments
received.

Net deferred interest and lcan fees are amortized as an adjustment of the related loan yields using the level-interest
method.

Allowance for loan losses
The aliowance for loan losses is estabiished through a provision for loan losses charged to earnings and is main-

tained at a level considered adequate to provide for reasonably foreseeable loan losses.

The provision and the level of the allowance are evaluated on a regular basis by management and are based upon
management's periodic review of the collectibility of the loans in light of historical experience, known and inherent risks in
the nature and volume of the loan portfolio, adverse situations that may affect the borrower's ability to repay, estimated
value of any underlying collateral and prevailing economic conditions. This evaluation is inherently subjective as it
requires estimates that are susceptible to significant change. Ultimately losses may vary from current estimates and future
additions to the allowance may be necessary,

Loan losses are charged against the allowance when management believes the collectibility of the loan balance is
unlikely. Subsequent recoveries, if any, are credited to the allowance.

Effective January 1, 1995, the Bank adopted Statement of Financial Accounting Standards (“SFAS”) No. 114,
“Accounting by Creditors for impairment of a Loan,” as amended by SFAS No. 118. Under this Statement, a loan is con-
sidered impaired when, based on current information and events, it is probable that a creditor will be unable to collect the
scheduled payments of principal or interest when due according to the contractual terms of the loan agreement. Factors
considered by management in determining impairment include payment status, collateral value, and the probability of col-
lecting scheduled principal and interest payments when due. L.oans that experience insignificant payment delays and pay-
ment shortfalls generally are not classified as impaired. Management determines the significance of payment delays and
payment shortfalls on a case-by-case basis, taking into consideration all of the circumstances surrounding the loan and
the borrower, including the length of the delay, the reasons for the delay, the borrower’s prior payment record, and the
amount of the shortfall in relation to the principal and interest owed. Impairment is measured on a loan-by-ioan basis by
either the present value of expected future cash flows discounted at the loan’s effective interest rate, the loan’s obtainable
market price, or the fair value of the collateral if the loan is collateral dependent. Substantially all of the Bank’s loans which
are identified as impaired are measured by the fair value of existing collateral.

The Statement is not applicable to large groups of smaller bafance homogeneous loans that are collectively evaluated

for impairment, and loans that are measured at fair valus. Accordingly, the Bank has not applied SFAS No. 114 to its con-
sumer ioans which are collectively evaluated for impairment.
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SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (continued)

SFAS No. 114 also limits the classification of loans as in-substance foreclosures to situations where the creditor aciu-
ally receives physical possession of the debtor's assets. Accordingly, upon adoption of SFAS No.114, the Bank trans-
ferred loans previously classified as in-substance foreclosures in the amount of $129,000 to its impaired loan porifolio,

The adoption of SFAS No. 114 had no effect on the Bank’s assessment of the overall adequacy of the allowance for
loan losses. The restatement of previousiy issued financial statements to conform with SFAS No. 114 is expressly prohib-
ited.

Foreclosed real estate
Foreclosed real estate includes both formally foreclosed properties and in-substance foreclosed properties, whereby
the Bank has taken physical possession of the property without formal foreclosure proceedings.

Foreclosed real estate is initially recorded at the lower of cost or fair value at the date of foreclosure. Costs relating to
deveiopment and improvement of property are capitalized, whereas costs relating to holding properly are expensed.

Valuations are periodically performed by management and an allowance for losses is established through a charge to
operations if the carrying vaiue of a property exceeds its fair value less estimated costs to sell.

In prior years, the Bank classified certain loans meeting more exiensive in-substance foreclosure criteria as fore-
closed real estate. Upon the adoption of SFAS No. 114, the Bank reclassified all in-substance foreclosed assets that were
not in its possession tc loans.

Banking premises and equipment
Land is carried at cost. Buildings and equipment are carried at cost, less accumulated depreciation computed on the
straight-line method over the estimated useful lives of the assets.

It is general practice to charge the cost of maintenance and repairs to earnings when incurred; major expenditures for
betterments are capitalized and depreciated.

Income taxes

Deferred tax assets and Habilities are reflected at currently enacted income tax rates applicable to the period in which
the deferred tax assets or liabilities are expected fo be realized or settied. As changes in tax laws or rates are enacted,
deferred tax assets and liabilities are adjusted accordingly through the provision for income taxes. The Bank’s base
amount of its federal income tax reserve for loan losses is a permanent difference for which there is no recognition of a
deferred tax liability. However, the loan loss allowance maintained for financial reporting purposes is a temporary differ-
ence with allowable recognition of a related deferred tax asset, if it is deemead realizable. The Bank and its subsidiaries file
state and consclidated federal income tax returns based on an October 31 year end.

Retirement plan
The compensation cost of an employee's pension benefit is recognized on the net periodic pension cost method over
the employee's approximate service period. The aggregate cost method is utilized for funding purposes.

Stock Compensation Plans

in October 1985, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 123, “Accounting for Stock-
Based Compensation.” This Statement encourages ail entities to adopt a fair value based methed of accounting for
employee stock compensation plans, whereby compensation cost is measured at the grant date based on the value of the
award and is recognized over the service period, which is usually the vesting period. However, it also allows an entity to
continue to measure compensation cost for those plans using the intrinsic value based method of accounting prescribed
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SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (concluded)

by APB Opinion No. 25, “Accounting for Stock Issued to Employees,” whereby compensation cost is the excess, if any, of
the quoted market price of the stock at the grant date (or other measurement date} over the amount an employée must
pay to acquire the stock. Stock options issued under the Bank’s stock option plans have no intrinsic value at the grant
date, and under Opinion No. 25 no compensation cost is recognized for them. The Bank has elected to remain with the
accounting in Opinion No. 25 and, as a result, must make pro forma disclosures of net income and earnings per share
and other disclosures, as if the fair value based method of accounting had been applied. The disclosure requirements of
this Statement are effective for the Bank’s consolidated financial statements for the year ended December 31, 1996. The
pro forma disclosures include the effects of all awards granted on or after January 1, 1995. (See Note 13.)

Earnings per share
Earnings per share is computed hased on the weighted average number of common and common equivalent shares

outstanding during the year.

Stock options, when dilutive, are included as common stock equivalents using the treasury stock method.

Recent accounting pronouncement

In June 1996, the FASB issued SFAS No. 125, “Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities”. The accournting and reporting standards of this Statement are based on a financial compo-
nents approach that focuses on control, whereby after a transfer of financial assets, an entity recognizes only financial
and servicing assets it controls and Habilities it has incurred. Liabilities incurred will be initially recognized at fair value, if
practicable. Financial assets are derecognized when control has been surrended, and liabilities are derscognized when
extinguished. The determination of whether control over a financial asset has been surrendered is based on meeting spe-
cific criteria as defined in the Statement.

The Statement provides standards for distinguishing transfers of financial assets that are sales from transfers that are
secured borrowings, and impacts the accounting for various transactions including the servicing of financial assets, securi-
tizations, securities lending transactions, repurchase agreements including “dollar rolls,” “wash sales,” loan syndications
and participations, and transfers of receivables with recourse.

The Statement is effective for transfers and servicing of financial assets and extinguishments of liabilities ocecurring
after December 31, 1896, and is to be applied on a prospective basis. In December 1996, the FASB voted to deler for one
year the provisions of the Statement that relate to secured borrowings and collateral.

Management is currently evaluating the impact of the Statement and in management's opinion, it will not have a sig-
nificant impact on the consolidated financial statements,

2. CASH AND DUE FROM BANKS
The Bank is required to maintain cash reserve balances with the Federal Reserve Bank based upen a percentage of

certain deposits. At December 31, 1996 and 1995, cash and due from banks included $228,000 and $275,000, respec-
tively, to satisfy such reserve requirements.
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SECURITIES AVAILABLE FOR SALE (concluded)

3. SECURITIES AVAILABLE FOR SALE

The amortized cost and estimated fair value of securities available for sale, with gross unrealized gains and losses, fol- The amortized cost and estimated fair vaiue of debt securities by contractual maturity at December 31, 1996 are
lows: shown below. Expected maturities will differ from contractual maturities because of prepayments and scheduled pay-

ments on mortgage-backed securities. Further, certain obligors have the right to call bonds and obligations without pre-

December 31, 1996 payment penalties.
Giross Gross
Amortized  Unrealized  Unrealized Fair Amoriized Fair
Cost Gains Losses Value Cost Value
R (tn Thousandr T {in Thousands}
Bonds and obligations:
U.8. Government and federal .
agency obligations ... $ 9,030 $ M $ (62) $ 8,979 OVEE T YBAT 0 B YBAIS cov.veceeeseceeeetten e teren s oreeee et eaesese e rer e s eee s eeeee e e eeeeen $ 6,018 $ 5,984
Mortgage-backed - FHLMG ... 12,134 26 (165) 11,995 OVET 5 YEAIS 10 10 VOIS -.eervere e eeeeseees s eeeeses e eeesereeees s ereenanens T 3,012 2,995
Mortgage-backed - FNMA ... 9,669 18 (154) 9,533 9.030 8979
REMIC'S - FNMA ... s smae e essnmsseeeas 1,899 — (85) 1814 e E—
Total securities available for sale ..o, $32,732 $ 55 $ (466) $ 32,321 Mortgage-backed securities:
R 3] T B VT O U 2,325 2,328
OVET 1 YBAMO B YBAIS (it e e ettt ae 1o 10,923 10,744
- OVEI B YEArS 10 10 YBAMS. ..ot rer e s cr e et n ettt iarnas e e rte et e b e 776 770
OVEE 1O YBAIS oottt see vt e s et et e r g e et s et neanp e s e beein 9,678 9.500
23,702 23,342
December 31, 1995 TOtAl BB SBCUNHES ..eci et e sttt e s st ee e e e e eenens $32,732 $ 32,321
Gross Gross
Amortized  Unrealized Unrealized Fair N )
Cast Gains Lesses Value For the years ended December 31, 1995 and 1994, proceeds from the sale of securities available for sale amounted
(In Thousands) —— to $1,463,000 and $10,400,000, respectively. Gross realized gains of zero and $10,000 and gross realized Josses of
$49,000 and $242,000 were realized during 1995 and 1994, respectively. There were no sales of securities during 1996.
U.8. Government and federal .
agency obligations ... g 8,714 $ 21 s (27 $§ 8,708 In November 1995, the FASB issued guidance allowing a one-time reassessment of an entity's investment classifica-
Mortgage-backed - FHLMOC ..........crinmseniiiinnrninne 17,347 5 {161) 17,191 tions during the period November 15, 1895 to December 31, 1995. As a result, the amortized cost of securities held to
Mortgage-backed - FNMA ........oco i, 11,471 17 (90) 11,398 maturity that were transferred to securities available for sale on December 31, 1995 amounted to $26,301,000, and the
BEMIC'S - FNMA ... s 1,897 — (42) 1,855 related net unreaiized loss amounted to $168,000.
Total securities available forsale.............c.oev v, $ 39,429 $ 43 $ (320) $ 38,152

At December 31, 1996, the Bank has pledged U.S. Government obligations with an amortized cost of $1,001,000 and
a fair value of $993,000 as collateral against its treasury, tax and loan account.
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4. LOANS
A summary of the balances of loans follows:
December 31,

199 1995
(in Thousands)

Mortgage loans:

RESIARIMIAL. ..o ittt e e e s e n e et e eenrae et esnaran $ 71,409 $ 63,895
COMIMEITIAE 1 ooeeeeee ettt e e e ee e e e e e eemerasr e e eareasranrnesreenres 65,839 43,734
CONSBIUCHON ...oiiiiiiiiirsis et e e e et s s ettt r e st e e e s e ree e e e eeaseenneen 9,252 7,030
Equity HNes-0f-Cradit ..o e e 7,842 5,698
SeCONT MOAGAGDS ...v et ceeeire et e et v e sr e e st et beeantsssrnerbersne s 167 279
154,509 120,636
Less unadvanced I0an fUuNGS ... (3,831) {1,593)
Total mortgage 10ans, N8, e 150,678 119,043
Commercial [oans:
SECUMBT ety s e e b e e e e b e ae e tea e eens e b e st eeae 1,169 933
UNSBOUIBU ...t s te e et s e rn e e e neeeesneeeaeeeteseeneermemenennnns 48 45
Total commMErCial JOANS ... et eae e 1,217 978
Consumer loans:
Personal Installment ... e s 819 934
OGO ..ttt e e e et a et reervrar e eanaereeeeaae 14 22
Revolving Credif e e 57 65
TOMAl CONSUMEBI JOBNS ..ottt e e e e s s se s s e ceeenteeressrenaaenane 890 1,021
Lo 2= [ = g O T ROTTUSTRURON 152,785 121,042
Less: AHOWANCe for I0AN I0SSES. .o ctre e e et eer et e sa e {1,393) (1,277)
Net deferred interest and 108N 8BS .......cccc v __{226) {293)
OB, ML ottt et b e e e $151,166 $119,472

The Bank has sold mortgage ioans in the secondary morigage market and has retained the servicing responsibili-
ty and receives fees for the services provided. Loans sold and serviced for others amounted to $6,667,000,
$8,787,000 and $10,087,000 at December 31, 1996, 1995 and 1994, respectively. All loans serviced for others were
soid without recourse provisions and are not included in the accompanying consolidated balance sheets.
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LOANS {concluded)

An analysis of the allowance for loan losseas follows: .
Years Ended December 31,

1586 1985 19394
{in Theusands}
Balance at beginning of Year ... $1,277 $1,338 $1,191
Provision for loan JoSS8S ... e 107 120 120
1,384 1,458 1,311
Loans charged-off . e (48) {188) (105)
Recoveries on loans praviously charged-off .......ccovvvveicees RUTRURII 57 7 132
Balance at end of YBAY ...ooviiiiv i $1,393 $1,277 $1,338

The foliowing is a summary of the recorded investment in impaired loans (See Note 1%

December 31,
18496 1895
{In Thousands)
Loans with NG valuation GllOWEaNCE .. .. i s vt s essaseieresererearersssatsines et tserereerarerereessians $1,075 $ 495
Loans with a corresponding valuation allowance ..., 93 143
Total IMPAIEA IOBNS ...t e b e s ebe v et e et e s e sae s eenees $1,168 $ 638

Corresponding valuation AlIOWENCE .....c.c e e et v et et eeeemeees e enen s $ 46

@
o

No additional funds are committed {0 be advanced in connection with impaired loans.

For the years ended December 31, 1996 and 1995, the average recorded investment in impaired loans amounted to
$992,000 and $5586,000, respectively. The Bank recognized $53,000 and $41,000, respectively, of interest income on
impaired foans, during the period that they were impaired, on the cash basis.

Non-accrual loans totaled $1,168,000 and $638,000 at December 31, 1996 and 1995, respectively. Interest not accrued
on such foans amounted to $102,000 and $14,000 at December 31, 1996 and 1995, respectively.

Prior to the adoption of SFAS No.114, restructured loans totaled $1,107,000 at December 31, 1994. Interest income

that would have been recorded under the original terms of such loans amounted to $101,000 and the interest income actual-
ly recognized amounted to 383,000 for the year ended December 31, 1994,
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5. FORECLOSED REAL ESTATE

At December 31,1995, foreclosed real estate consisted of a parcel of fand with a carrying value of $100,000 and an

allowance for losses of $66,000.

An analysis of the allowance for losses is as follows;

Balance at beginning of year .........

P IOV ESION 0T IS .1 ivuveiiii ittt ettt ettt e er e et eesee e eeees e e ses e s aessstess

.................................................................
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Years Ended December 31,

1986 1995 1994
(In Thousands)
$ 66 $77 $ 51
— 20 142
_(_6_(3‘) (31) (1186)
— $ 66 $ 77

Years Ended December 31,

1996 1895 1994
(in Thousands)

$ — $ 20 $ 142

(31) (4) (63)

26 (1) 186

$ (5) $ 15 $ 265

6. BANKING PREMISES AND EQUIPMENT

A summary of the cost and accumulated depreciation of banking premises and equipment and their estimated useful

lives follows:

Dacember 31, Estimated Useful
1996 1895 Lives
{in Thousands)
Banking premises:
AN ettt ettt ettt et anr e ereene b $ 548 $ 548
BUIEINGS oottt e 2,155 2,129 3 - 65 years
EQUIDIMBNT .ot cree e et s b an s erns et s e sabs 1,283 1,203 3 - 25 years
3,996 3,880
Less accumulated deprecialion.......civiii e {1,578) (1,384)
$2,418 $2,498

Depreciation expense for the years ended December 31, 1996, 1995 and 1994 amounted to $185,000, $133,000

and $115,000, respectively.

7. DEPOSITS

A summary of deposit balances, by type, is as follows:

Non-certificate accounts:
BT e et e e e e an b ra e e b b e e s araane e s
Money market depoSHS.......v s
NOWY et e e e e e e rre s v aebe s vransreab e s e e s reane nas

Term certificates 1855 Than $100,000 . oottt et e e e et v e vre e eaaeenneeae s
Term certificates $T00,000 OF MOIG .ot r et v e e et eaaeressernee e eanereenssraanes

Total Certificate BCCOUNTS ... o ettt v s

Tl BPOSIES ..o e e e s b et e e s
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December 31,
1586 1995
{in Thousands)

$ 30,989 & 31,119
20,981 19,421
12,5686 12,026
6,732 6,613
71,301 69,179
59,126 50,422
19,588 13,441
78,714 63,863
$150,015 $133,042



DEPOSITS (concluded)

The maturity distribution of term certificates is as follows:

WITHIN T YEAY e
Over 1 yearto 2 YBarS......cviv e ee e v eene s ren e
Over2 yearst0 3 Yars. ..o e
Over 3years 10 B YearS .o

A summary of interest expense on deposiis is as follows:

BeguRaE . e
Money market depositS.....ccvoiie e
NOW e s

8. FEDERAL HOME LOAN BANK ADVANCES

Degember 31,

1996

1995

Weighted
Amount  Average Rale  Amount

iWeighted
Average Hale

{Dotiars in Thousands)

$60,233 5.47% $45.271
7.320 5.92 7,253
4,581 5.70 3,457
6,580 6.51 7,882
$78,714 561% $63,863

5.79%
5.86
6.32
6.37

5.80%

Years Ended December 31,

A summary of advances from the Federal Home Loan Bank of Boston follows:

Maturing Buring
the Year Ending
Becember 31,

Amount  Average Rate  Amount

1896 1688 19494
{in Theusands)
......... $ 783 $ 775 3 920
......... 606 803 795
......... 184 157 171
......... 4,053 3,104 1,630
$5,626 $4,639 $3,525
Decamber 31,
1996 1995
Weighted Weighted

Average Hate

{Dolars in Thousands)

$ — —% $11,000
22,754 5.78 6,000
7,600 5.82 5,000
$29,75§¥ 5.78% $22,000

6.04%
570
5.03

5.94%

All borrowings from the Federal Home Loan Bank of Boston are secured by stock in the Federal Home Loan Bank of
Boston and a blanket lien on “gualified collateral” defined principaily as 90% of the market value of certain U.S.
Government and federal agency obligations and 75% of the carrying value of first mortgage loans on owner-occupied resi-

dential property.

The Bank also has an available line of credit with the Federal Home Loan Bank of Boston at an interest rate that
adjusts daily. Borrowings under this line are limited to $3,508,00 at December 31, 1996.
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9. INCOME TAXES

Allocation of federal and state income taxes between current and deferred portions is as follows:

Years Ended December 31,

1596 1585 1994
{in Thousands)
Current tax provision:
FEOOBIAL ..ot sttt bt s e es s s en et e rr e e e nen e ee e $1,094 § 868 $ 18
BB .t an s PO 325 310 27
Utilization of operating loss carryforwards ..., — (382) —
1,419 796 45
Deferred tax provision (benefit):
FRUBIAL 1. s ettt (5) 397 452
BB e ettt en e e e e (11 41 139
(16) 438 591
Change in valuation reserve realization assumptions .....c..ccococoevveeeereeene. e {189) {891)
$1,403 $1,045 $(255)

The reasons for the differences between the statutory federal income tax rate and the effective tax rates are
summarized as follows:

Y_ears Ended December 31,

1856 1995 1994
SEEHUIONY FAIE Lottt aae e 34.0% 34.0% 34.0%
Increase (decrease) resulting from:
State taxes, net of federal tax benefit. ... veevveeee e, 6.0 7.8 6
Change in valuation alloWanCe ........eeeoeeeeeiiiiiei e _ (6.4) (46.5)
OHNBL, MY ettt e e ane et e e e an 7 — .8
Effective taX ral@S e et 40.7% 35.4% {(11.1Y%
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INCOME TAXES (continued) INCOME TAXES (concluded)

The components of the net deferred tax asset are as follows: A summary of the change in the valuation reserve applicable to the net deferred tax asset is as follows:
December 31,
1995 1995 . Years Ended Degember 31,
(h} Thnusanﬁs} o 1995 1895 1994
Deferred tax asset: {In Theusands)
FRUBIAL .ottt e e e et e e e $ 897 $ 870 o
SHBLE .. ereerr e et e sttt 395 393 Balance at beginning of Year ... $ 65 § 254 $1,145
T T Benefits BXDINEA ..o e e (8) - -
1,292 1,263 Change in assumptions due to anticipation
Valuation reS8eive 0N ASSBL. ... e _(57) __{65) OF FLEUNE TNCOME......oiii et et e et eee e e snneeans — (189) (891)
1,235 1,198
Deferred tax liability: - Balance at end of year............o e $ 57 § 65 § 254
FRUEIAE .. e e e e e (101) {118)
STAte . et e e e Rt et £ e ee et at et e e b psnneareen {28) (35) T tor 1 |
 (129) (153) ax reserve for loan losses
Net deferred taX @SSET......imiir ettt e e e er e e er s e s e en e $1,106 $1,045 The federal income tax reserve for loan losses at the Bank's base year was $3,780,000. If any portion of the reserve

is used for purposes other than to absorb loan losses, approximately 150% of the amount actually used, limited to the
amount of the reserve, will be subject to taxation in the fiscal year in which used. As the Bank intends to use the reserve

The tax effects of each type of income and expense item that give rise to deferred taxes are as follows: only to absorb loan fosses, a deferred tax liability of approximately $1,550,000 has not been provided. (See Note 1)

RN

Dacember 31,

1996 1995 10. COMMITMENTS AND CONTINGENCIES
{in Thousands)

Allowance for loan losses $ 524 $ 520 in the normal course of business, there are outstanding commitments and contingencies which are not reflected in the
Emg\'lo;%ee benegts ........................................................................................... 223 s Consolidated financial staternents.
OHher BCCIUEA BXPENSES . .coviit ettt et e e e ae e r e era s s n et naenensrncssseaaes 218 167 X
Net unrealized loss on securities availalle for SAIE ....ove oo 167 122 Loan commitments
..................................................................... 3 77 ) . o ) o _

OMCT vt 1163 1110 The Bank is a party to financial instruments with off-balance-sheet risk in the normal course of business to meet the
Valuation reserv ’ (57) 5(65) financing needs of its customers. These financial instruments include unused lines-of-credit, commitments to originate

BIUBHOM TESEIVE rrvrvrvssssssssssssssiss st ——— r—— loans, and standby letters of credit. The instruments involve, 1o varying degrees, elements of credit and interest rate risk
Net deferred tax asset $1.106 $1.045 in excess of the amount recognized in the consolidated balance sheets.

The Bank's exposure to credit loss in the event of non-perfarmance by the other party to its financial instruments is
Years Ended December 31 represented by the contractual amount of these commitments. The Bank uses the same credit policies in making commit-
1996 1995 199 4’ ments and conditionat obligations as it does for on-balance-sheet instruments.

A summary of the change in the net deferred tax asset is as follows:

{In Thousands)
Balance at beginning of YBar ... s $1,045 $1,557 § 872 ]
Detferred tax benefit (Provision). ... s 16 {249) 300
Net unrealized loss on securities available for SAle ... 45 (263) 385
BalANCE 81 BN Of YRAI ...ttt et a e s e e e e et e e et e eeen $1,106  $1,045 $1,557
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COMMITMENTS AND CONTINGENCIES (concluded)

At December 31, 1896 and 1985, the following financial instruments were outstanding whose contract amounts repre-
sent credit risk:

Contract Amount
1006 1985
(in Thousands)
Unused INS-0F-Cradit. s s s csr s s s e s esne s reaesena e e $7.,782 $6,019
Commitments {o criginate loans:
Commercial MOMJAJES .ot crn v e et e s craec e 5,830 3,330
Residential MOMGAGES. ... e e e 3,149 1,133

Stanaby letters of Cradil.. s 80 e

Commitments to extend credit are agreemenis o lend to a customer provided there is no viclation of any condition
established in the contract. Commitments generally have fixed expiration dates or other termination clauses and may
reguire payment of a fee. Since many of the commitments may expire without being drawn upon, the otal commitment
amounts do not necessarily represent futlire cash requirements. The Bank evaluates each customer's creditworthiness on
a case-by-case basis. The amount of collateral obtained, if deemed necessary by the Bank upon extension of credit, Is
based on managemant's credit evaluation of the borrower. The commitments to originate loans and the majotity of unused
lines-of-credit are secured by real estate.

Standby letfers of credit are conditional commitments issued by the Bank fo guarantee the performance of a customer 1o a third
party. The credit risk involved in issuing letters of credit is essentially the same as that involved in extending loans to customers,

Empioyment agreements

The Bank has entered into employment agreements with cerfain senior executives. The original terms of the agree-
ments are for three or two years and automatically extend unless either parly gives notice to the contrary. The agree-
ments generally provide for certain lump sum severance payments under ceriain circumstances, within a ong-year period
following a “change in control”, as defined in the agreements.

1. LITIGATION

in a 1993 lawsult, the Bank contended that a substantial amount of cumulative joan losses it sustained prior to 1883
resulted from former president Wilfred H. Creighton's alleged conduct. in February of 1994, the Bank obtained four
parcels of developed real estate from the former president as settiement of its lawsuit. This recovery of $282,000 is
reflected in the Statement of Income in 1884,

Various legal claims also arise from time to time in the normal course of business, which, in the opinion of manage-
ment, will have no material effect on the Bank's consolidated financial position

12, STOCKHOLDERS EQUITY

Minimum reguiatory requirements

The Bank is subject to various reguiatory caplital requirements administered by the federal banking agencies. Failure
to meet minimum capital requirements can initlate certain mandatory and possibly additional discretionary actions by reg-
ulators that, if undsertaken, could have a direct material effect on the Bank's financial statements. Under capital adequacy
guidelines and the regulatory framework for prompt corrective action, the Bank must meels specific capital guidelines that
nvolve quantitative measures of its assels, liabilities and certain off-balance-sheet tems as calculated under regulatory
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STOCKHOLDERS’ EQUITY (conciuded)

accounting practices. The capital amounts and classification are also subject to qualitative judgements by the regulators
about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain minimum
amounts and ratios (set forth in the following table) of total and Tier 1 capital (as defined) to average assets (as defined).
Management believes, as of December 31, 1996, that the Bank meets all capital adequacy requirements o which it is subject.

As of December 31,1996, the most recent notification from the Federal Deposit Insurance Corporation categorized the
Bank as well capitalized under the regulatory framework for prompt corrective action. To be categorized as well capital-
ized, it 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 the notification that management believes have changed the Bank’s cate-
gory. The Bank’s actual capital amounts and ratios as of December 31, 1996 are also presented in the table.

Minimum
To Be Well
For Minimum Capitalized Under
Capital Prompt Corrective
Agtual Adequacy Purposes Action Provisions
Amouni Ratio Amount Ratio Amouni _Ratio
(Dollars in Thousands)
Total Capital to Risk Weighted Assets .. $20,849 16.12%  $10,347 8.0% $12,934  10.0%
Tier 1 Capital to Risk Weighted Assets . . 19,456 15.04 5,173 4.0 7.760 6.0
Tier 1 Capital to Average Assets. .. .. .. 19,456 9.90 5,884t 3.0to 9.824 5.0
9,824 5.0

Liguldation account

At the time of conversion from mutual to stock form, the Bank established a liquidation account for the benefit of eligi-
ble account holders. The liquidation account is reduced annually to the extent that eligible account holders reduce their
qualifying deposit. In the event of a complete liquidation, eligible account hoiders will be entitied to receive a distribution
from the fiquidation account to the exdent that funds are available. According 1o the Bank's transfer agent, the balance of
the liquidation account at December 31, 1986 amounted to $1,028,000 (unaudited).

13. STOCK OPTION PLANS

At December 31,1986, the Bank has two fixed stock option plans as described below. The Bank applies APB Opinion
25 and related Interpretations in accounting for the plans. Accordingly, no compensation cost has been recognized for the
plans. Had compensation cost for the plans been determined based on the fair value at the grant dates for awards under
the plans consistent with the method prescribed by SFAS No. 123, *Accounting for Stock-Based Compensation”, the
Bank’s net income and earnings per share would have been reduced o the pro forma amounts indicated below:

Years Ended December 31,

1996 1905
Net income: fin Thﬁusands, sxeept per share amounis)
AS TRPOMEBT (.ot ettt et ettt sttt ob s s et se s aneresneas $2,044 $1,906
e (oI (o] 1 20T T UV 1,966 1,827
Earnings per share:
A FBPOTIBU vt ettt et teeba e e s ve et s ven e e e e e e e en e e e e e eaaeens $ 157 $ 1.47
Lo T (741 £ = TP PR 1.51 1.4
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STOCK OPTION PLANS (concluded)

Under the Bank's 1988 and 19386 stock option plans, options may be granted to officers, other employees and certain
directors as the Stock Option Committee of the Board may determine. A total of 125,000 shares of common stock were
reserved for issuance pursuant to options granted under the 1988 plan and a total of 680,000 shares of common stock
were reserved for issuance pursuant to options granted under 1998 plan. Both "incentive options” and "non-qualified
options” may be granted under the plans. All options under both plans wili have an exercise price per share equal to, or in
excess of, the fair market value of a share of commoen stock at the date the option is granted and will have a maximum
option term of 10 years. Non-quaiified stock options granted during 1996, 1995 and 1293 are immediately exarcisable and
options granted prior to 1993 vest over a five-year period.

The fair value of each option grant is sstimated on the date of the grant using the Black-Scholes optien pricing
model with the following assumptions used for grants in 1996 and 1995, respectively; dividend vield of 3.27 % and
2.75 %; expected volatility of 25.79 % and 27.06 %; risk-free interest rates of 6.11 % and 6.28 % and expected lives of
10 years.

i tivity is as follows:
Stock option activity is W Years Ended December 31,

1866 1885 o 1984
Waighted ' Weighted Weighted
Average Average Averags
Exercise Exercise Exergise
Shares  Price Shares Price Shares Price
Shares under option:
Outstanding at beginning of year ..o 70,600  $10.17 44500 § 827 63,080 $7.96
Granted .o e 32,600 13.75 28,000 1275 — —
Forfelted .o — — e {2,920) 4.00
EXBICIBEU. .ot {2,500) 4.00 {2,000) 4.00 (15,660) 7.79
Outstanding at end of year........occocevoneenns 100,000 $11.47 70,560 $10.17 44,500  $8.27
Options exercisable atend of year. ... 100,000 $11.47 70,500 $10.17 41,500 $8.58
Weighted average fair value of options
granted during the year ..o $ 4.11 $ 4.38 $ —
Options cutstanding consist of the following: Decernber 31,
Option price 1946 1945
Weighted Average Weighted Average
Bemaining Confraciual Remaining Coniractual
Shares Life in Years Shares Life In Years
FIBT7B0 s 32,000 10 - —
T2.750 e e 28,000 9 28,000 10
BLB7 5 e 39,000 7 39,000 B
4000 e 1,000 4 3,500 5

100,000 70,500
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14. EMPLOYEE BENEFIT PLANS

Pension Plan

The Bank provides pension benefits for all of its eligible officers and employees through membership in a defined benefit plan
of the Savings Banks Employees Retirement Association (“SBERA"). Each employee reaching the age of 21 and having com-
pleted at least one year of continuous service and 1,000 hours of service during each twelve-month period beginning with such
employee’s date of employment becomes a Parlicipant of the Plan. All Participants become fully vested after three years of ser-
vice or age 62 if earlier. Under the Plan, retirement benefits are based on years of credited service, the highest average compen-
sation (as defined), and the primary social security benefit. In addition, employees may make optional, voluntary contributions to
the Plan under several methods. The optional contributions provide retirement benefits to the employee in addition to those other-
wise available under the Bank's Plan. Annual contributions by the Bank are based on assessments from SBERA.

Net pericdic pension cost is as follows: Plan Years Ended October 31,

1996 1995 1884
{!n Thousands)

Service cost - benefits earned during year...........cccciocei e $123 $ 82 $ 81
Interest cost on projected beneflts ... 95 87 85
Actual returm on plan @8SELS....vvi v (210) {221) {71)
Net amortization and deferral...........coii e, 3 3 3
Amortization of net (gain) IoSS............ i 66 99 _(386)
Net periodic pension COSt........coieiir e $ 77 $ 50 $ 62

Pension expense for the years ended December 31, 1996, 1995 and 1994 amounted to $89,000, $54,000, and $51,000
respectively.

According to SBEHA, a reconciliation of the funded status of the plan is as follows: Ocloher 31
1996 1995
{in Thousands)
Plan assets al fail VAHIE 1.ttt et e eee e e e st ersvaneeaas $1,808 $1,389
Actuarial present value of projected benefit obligation.............oociiic i 1,424 1,352
Plan assets greater than projected benefit obligation .......ccoccovvivieeiice e, 384 37
Unamortized net obligation since adoption of SFAS NO. 87 ..o 29 32
Unrecognized Net GaIN ... e {944) (586)
PENSION DY . ..ottt b b er et e $ (581) $ (517)

The accumutated benefit obligation {substantially all vested) at October 31, 1996 amounted to $1,081,000.

For the plan years ended October 31, 1996, 1995 and 1994, actuarial assumptions include an assumed discount rate
on benefit obligations of 7.50%, 7.00% and 8.00%, respectively, and an expected long-term rate of return on plan assets
of 8.00%, 8.00% and 7.00%, respectively. An annual salary increase of 6.00% was utilized for all years.

401(k) Plan
Effective August 1, 1996, the Bank has adopted a 401(k) Plan whereby each employee reaching the age of 21 and
having completed at least 1,000 hours of service in a twelve-month period, beginning with date of employment, becomes

eligible to participate in the Plan. Employees may contribute up to 15% of their compensation subject to certain limits
based on federal tax laws. The Bank does not make matching contributions to the Pian.
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15. RELATED PARTY TRANSACTIONS

In the ordinary course of business, the Bank has granted loans to principal officers and directors and their affili-
ates amounting to $22,000 at December 31, 1996 and $23,000 at December 31, 1995. in 1993, the Bank established
a policy whereby new loans (excluding passbook loans) cannot be granted to empioyees, officers or directors.

16. FAIR VALUE OF FINANCIAL INSTRUMENTS

SFAS No. 107, “Risclosures about Fair Value of Financial Instruments” requires disclosure of estimated fair vai-
ues of all financial instruments where it is practicable to estimate such values. In cases where quoted market prices
are not available, fair values are based on estimates using present value or other vaiuation techniques. Those tech-
nigues are significantly affected by the assumptions used, inciuding the discount rate and estimates of future cash
flows. Accordingly, the derived fair vaiue estimates cannot be substantiated by comparison to independent markets
and, in many cases, could not be realized in immediate setilement of the instrument. Statement No. 107 excludes cer-
tain financial instrurments and all nonfinancial instruments from its disclosure requirements. Accordingly, the aggregate
fair value amounts pressented do not represent the underlying value of the Bank.

The following methods and assumptions were used by the Bank in estimating fair value disclosures for financial
instruments:

Cash and cash eguivalents: The carrying amounts of cash, due from banks and interest-bearing deposits approxi-
mate fair values.

Securiiies available for sale: Fair values for securities available for saie are based on quoted market prices, wherg
available. if quoted market prices are not available, fair values are based on guoted market prices of comparable instru-
ments.

Loans: For variable-rate loans that reprice frequently and with no significant change in credit risk, fair valuss are
based on carrying values. Fair values for loans are estimated using discounted cash flow analyses, using interest
rates currently being offerad for loans with similar terms to borrowers of similar credit quality. Fair values for non-per-
forrming loans are estimated using discounted cash flow analyses or underlying collateral values, where applicable.

Federal Home Loan Bank stock: The carrying value of Federal Home Loan Bank stock is deemed to approximate
fair value based on the redemption provisions of the Federal Home Loan Bank of Boston.

Deposits: The fair values of non-certificate accounts are, by definition, equal fo the amount payable on demand at
the reporting date which is their carrying amount. Fair values for certificates of deposit are estimated using a discount-
ed cash flow calculation that applies interest rates currently being offered on certificates o a schedule of aggregated
expected monthly maturities on time deposits.

Federal Home Loan Bank advances: The fair values of the Bank’s borrowings are estimated using discounted
cash flow analyses based on the Bank's current incremental borrowing rates for similar types of borrowing arrange-
ments,

Other borrowed funds: The carrying amounts of other borrowsd funds approximate fair value.

Accrued interest: The carrying amounts of accrued interest approximate fair value,

Off-balance-sheet instruments: Fair vaiues for off-balance-shest lending commitments are based on fees currently
charged to enter into similar agreements, taking into account the remaining terms of the agreements and the counter-
parties’ credit standing. At December 31, 1996 and 1995, the fair value of commitments outstanding are not significant
since fees charged are not material.
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FAIR VALUE OF FINANCIAL INSTRUMENTS (conciuded)
The carrying amounts and estimated fair values of the Bank’s financial instruments are as follows:

Financial assets:

Cash and cash equivalents...........eo.oooee
Securities available forsale .......cccceccvnen
LOAnSs, NBY ..o
Accrued interest receivable......ooooeeiinnn.
Federal Home Loan Bank stock..............

Financial liabilities:

Deposits ..o
Federal Home Loan Bank advances.......
Other borrowed funds oo
Accrued interest payable.............ooo

December 31,
1395 1995
Carrying Fair Carrying Fair
Amount Vaiue Amount Value
{In Thousands)
$ 11,640 $ 11.640 $ 10,586 $ 10,586
32,321 32,321 39,152 39,152
151,166 152,381 119,472 121,160
1,060 1,060 1,048 1,048
1,450 1,450 1,200 1,200
150,015 150,328 133,042 133,368
29,754 29,767 22,000 22,048
188 188 — —
582 582 505 505
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17. QUARTERLY FINANCIAL DATA (UNAUDITED)

Quarterly results of operations for the years ended December 31,

1896 and 1995 are as follows:

Years Ended Dacamber 31,

1996 _ 1995

Fourth Third  Second First Fourth Third Second First
Quarter Quarter Quarer Quarter  Quarter  Quarter  Quarter  Quarter

{in Thousands, Excep! Per Share Data) o
Interest and dividend income ....o.vveevee $3,734 $3,587 $3,387 $3,254 $3,247 $3,048 $%2,968 $2.811
INtErast eXPenSe......cov e 1,844 1,778 1,676 1,855 1,853 1,527 1,454 1,237
Net interest iNCOME ..o 1,800 1,800 1,708 1,599 1,504 1,521 1,514 1,574
Provision for loan losses ... VORI 38 30 30 g 30 30 30 30

Net interest income, after pro-

vision for loanlosses ... 1,852 1,779 1,678 1,590 1,564 1,491 1,484 1,644
Other INCOMEB. .o eene s 180 141 157 136 162 129 138 80
Operating eXpenses ... ieee e onens 1,083 1,010 999 994 946 840 929 926
Income before incoma taxes .......coocvveenn. 269 210 836 732 780 780 693 698
Income 1ax pProvision .....c.cveviieeeeiiinn, 369 382 349 303 294 280 230 241
NELINCOMIS i e iree s srree e essneeaneees $ 600 $ 528 % 487 % 423 % 485 0§ 500 § 463 § 457
Earnings per common share ......oc..oeeee.. $ 46 $ 40 % 38 % 33 & 37 $ 39 35 36 § .3
Cash dividends deciared per share......... $ fom$ 09 % 09 % 08 S5 16 % 07 3 OG7 % 05

(1) Includes a special dividend of $0.10 per share declared on December 2, 1996,

(2} Includes a special dividend of 30.08 per share declared on December 21, 1995,
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Form F-2

A copy of the Bank’s Annual Report on Form F-2 for the
fiscal year ended December 31, 1996 as filed with the
Federal Deposit Insurance Corporation, may be obtained
without charge, by any stockholder of the Bank upon
written request addressed to the Investor Relations
Depariment.

STOCK DATA

Hingham Institution for Savings common shares are listed
and traded on the NASDAQ National Market System under
the symbol HIFS.

As of December 31, 1996 there were approximately 533
stockholders of record, holding 674,097 outstanding shares
of common stock. These shares do not include the number
of persons who hold their shares in nominee or street name
through various brokerage firms,

The following table presents the quarterly high and low bid
prices for the Bank’s common stock reported by NASDAQ.

High Low
1996
First Quarter $15 $13
Second Quarter 14 3/4 13 3/4
Third Quarter 151/2 14
Fourth Quarter 18 3/4 15
1995
First Quarter 312 $ 91/2
Second Quarter 12 10 1/2
Third Quarter 12 3/4 10 3/4
Fourth Quarter 14 3/4 121/4

The closing sale price of the Bank's common stock at
December 31, 1996 was $18.75 per share.
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