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PART I
ITEM 1. BUSINESS

The Company was incorporated under the laws of the State of Indiana on February 8, 1983. As used herein, the term
“Company” refers to Lakeland Financial Corporation, or if the context dictates, Lakeland Financial Corporation and its
wholly-owned subsidiary, Lake City Bank (the “Bank”), an Indiana state bank headquartered in Warsaw, Indiana. On
December 18, 2006, LCB Investments II, Inc. was formed as a wholly-owned subsidiary of Lake City Bank,
incorporated in Nevada, and it began managing a portion of the Bank’s investment portfolio in January 2007. On
December 21, 2006, LCB Funding, Inc., a real estate investment trust, incorporated in Maryland, was formed as a
wholly-owned subsidiary of LCB Investments II. On December 28, 2012, LCB Risk Management, Inc., a captive
insurance company incorporated in Nevada, was formed as a wholly owned subsidiary of the Company. All
intercompany transactions and balances are eliminated in consolidation.

General

Company’s Business. The Company is a bank holding company as defined in the Bank Holding Company Act of 1956,
as amended. The Company owns all of the outstanding stock of the Bank, a full-service commercial bank organized
under Indiana law. The Bank has a wholly-owned subsidiary, LCB Investments II, Inc., which manages a portion of
the Bank’s investment portfolio. The Company conducts no business except that incident to its ownership of the
outstanding stock of the Bank and the operation of the Bank.

The Bank’s deposits are insured by the Federal Deposit Insurance Corporation (the “FDIC”). The Bank’s activities cover
all phases of commercial banking, including checking accounts, savings accounts, time deposits, the sale of securities
under agreements to repurchase, commercial, real estate and agricultural lending, direct and indirect consumer

lending, commercial and residential real estate mortgage lending, retail and merchant credit card services, corporate
treasury management services, retirement services, safe deposit box service and wealth advisory, trust and brokerage
services.

The Bank’s main banking office is located at 202 East Center Street, Warsaw, Indiana. As of December 31, 2012, the
Bank had 45 offices in thirteen counties throughout Northern and Central Indiana.

Bank’s Business. The Bank was originally organized in 1872 and has continuously operated under the laws of the State
of Indiana since its organization. The Bank’s business strategy is simply focused on maintaining our traditional
community banking approach while concurrently leveraging the strength and size of our consolidated balance sheet to
effectively compete with larger regional and national competitors. We are focused on serving clients in the state of
Indiana, with the majority of our business in Northern Indiana. While our strategy encompasses all phases of
traditional community banking, including consumer lending and wealth advisory and trust services, we focus on
building expansive commercial relationships and developing retail and commercial deposit gathering strategies
through high levels of relationship-based client services.

The Bank competes for loans principally through a high degree of customer contact, timely loan request review and
decision-making, market-driven competitive loan pricing and by leveraging the Bank’s reputation throughout the
region. The Bank believes that its convenience, quality service and high-touch, responsive approach to banking
enhances its ability to compete favorably in attracting and retaining individual and business customers. The Bank
actively solicits deposit-related customers and competes for customers by offering personal attention, professional
service and competitive interest rates. The interest rates for both deposits and loans, as well as the range of services
provided, are consistent with those of most banks competing within the Bank’s service area.
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Market Overview. While the Company operates in thirteen counties, it currently defines operations by five primary
geographical markets: the South Region, which includes Kosciusko County and portions of contiguous counties; the
North Region, which includes portions of Elkhart and St. Joseph Counties; the Central Region, which includes
portions of Elkhart County and contiguous counties; the East Region, which includes Allen County and contiguous
counties; and the Indianapolis Region, which includes the metropolitan market of Indianapolis, including primarily
Marion and Hamilton Counties. The South Region includes the city of Warsaw, which is the location of the
Company’s headquarters. The Company has had a presence in the South Region since 1872. It has been in the North
and Central Regions, which includes the cities of Elkhart, South Bend and Goshen, since 1990. The Company opened
its first office in the East Region, which includes the cities of Fort Wayne and Auburn, in 1999. The Company
operated a loan production office in the Indianapolis market, from 2006 to 2011 and opened a full service office there
in late 2011.




Edgar Filing: LAKELAND FINANCIAL CORP - Form 10-K

Table of Contents

The Company believes that these are well-established regions that have similar economic characteristics. The
Company has sought to diversify its business activities throughout its markets, which include a mix of industrial and
service companies, with no business or industry concentrations within both individual markets and combined markets.
Furthermore, no single industry or employer dominates any of the markets. Indianapolis represents the largest
population center served by the Company’s full-service branch system with a population of 820,000, according to 2010
U.S. Census Bureau data. Fort Wayne, with a 2010 population of 254,000 is the second largest city served by the
Company. South Bend, with a 2010 population of 101,000, is the third largest city served by the Company. Elkhart,
with a 2010 population of 51,000, is the fourth largest city that the Company currently serves. As a result of the
presence of offices in thirteen counties that are widely dispersed, no single city or industry represents an undue
concentration. In addition, the Indianapolis market represents a substantial future opportunity given its position as the
largest metropolitan market in the state.

Expansion Strategy. The Company is an Indiana institution serving primarily Indiana clients with some Michigan
clients due to the closeness to the state line of our market area in Northern Indiana. Since 1990, the Company has
expanded from 17 offices in four Indiana counties to 45 branches in thirteen Indiana counties primarily through de
novo branching. During this period, the Company has grown its assets from $286 million to $3.1 billion, an increase
of 971%. Mergers and acquisitions have not played a substantive role in this growth as the Company’s expansion
strategy has been driven primarily by organic growth. Since the decision to expand outside of the four-county home
market in 1990, the Company has targeted growth in larger cities located in the Northern Indiana market and
Indianapolis in Central Indiana. In 1990, the Company began an expansion strategy that the Company believes has
created a well-established presence in the region directly north of the Company’s home market. This expansion was
focused on the cities of Elkhart, South Bend and Goshen. In 1999, the Company expanded to the east and opened the
first office in the Fort Wayne market. In 2006, the Company established a loan production office in the Indianapolis
market and opened its first full service office there in late 2011.

The Company’s expansion strategy is driven primarily by the potential for increased penetration in existing markets
where opportunities for market share growth exists. Additionally, management considers growth in new markets,
including FDIC assisted transactions, with a close geographic proximity to its current operations. These markets are
considered when the Company believes they would be receptive to its strategic plan to deliver broad-based financial
services with a commitment to local communities. When entering new markets, the Company believes it is critical to
attract experienced local management and staff with a similar philosophy in order to provide a basis for success.

While this overall expansion strategy has been guided by a focus on larger communities in Indiana, it has also been
influenced by the competitive landscape in these markets. As the historically prominent community banks in these
markets were acquired, in most cases by large out-of-state institutions, the Company believes that the Bank’s
traditional community banking strategy has become highly relevant and provides a competitive advantage to the
Company because of the Bank’s strong ties to the communities in which it operates.

The Company believes that another benefit of this geographic expansion strategy into larger population centers is that
the Company is exposed to more well-established and diverse economic regions. While the Company has historically
operated within the relatively small Northern geographic region of the state, the Company’s expansion strategy has
provided borrower diversification within a fairly diverse economic region. Further, the geographical diversification
ensures that no single industry or employer dominates the Company’s markets. In addition, the Company believes that
the Indianapolis market represents a substantial opportunity for growth given its position as the largest metropolitan
market in the state. Like previous market expansions, the Company believes the Indianapolis market will provide
future business opportunities as the competitive landscape in the market changes to the Company’s advantage.

The Company also considers opportunities beyond current markets when the Company’s board of directors (the “Board
of Directors”) and management believe that the opportunity will provide a desirable strategic fit without posing undue

8
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risk. The Company does not currently have any definitive understandings or agreements for any acquisitions or de
novo expansion.

Products and Services. The Company is a full-service commercial bank and provides commercial, retail, wealth
advisory, trust and investment management services to its customers. Commercial products include commercial loans
and technology-driven solutions to commercial customers’ treasury management needs such as internet business
banking and on-line treasury management services in addition to retirement services and health savings account
services. Retail banking clients are provided a wide array of traditional retail banking services, including lending,
deposit and investment services. Retail lending programs are focused on mortgage loans, home equity lines of credit
and traditional retail installment loans, including indirect automotive financing. The Company provides credit card
services to retail and commercial customers through an outsourced retail card program and merchant processing
activity. The Company provides wealth advisory clients with traditional personal and corporate trust and investment
services. The Company also provides retail brokerage services, including an array of financial and investment
products such as annuities and life insurance.
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The Bank competes with other local and regional banks in addition to major banks for large commercial deposit and
loan accounts. Pricing competition in the commercial lending business became increasing more intense in 2012 and
the Bank believes that this competitive environment will continue in 2013. Low organic loan demand is the primary
driver of this intense competition. Conversely, pricing competition for commercial and retail deposits has not been
significant, and overall deposit rates are at historic lows. As of December 31, 2012, the Bank was subject to an
aggregate maximum loan limit to any single account pursuant to Indiana law of $54.2 million. The Bank currently
enforces an internal maximum loan limit of $25.0 million, which is less than the amount permitted by law. The Bank
does occasionally make loans greater than this internal maximum limit of $25.0 million in situations where the
financial strength of the borrower and the nature of the Bank’s relationship with the borrower support such extensions
of credit. Loans that exceed the internal maximum loan limit are subject to the approval of the Board of Directors and
are subject to significant internal analysis prior to such board approval. In addition, in situations where a loan request
that exceeds this internal maximum loan limit, the Bank also has the option to participate a portion of the loan to
another financial institution. In the event this were to occur, the Bank maintains relationships with other financial
institutions and may participate with such banks in the placement of large borrowings in excess of its lending limit,
although the Bank typically does not participate in such arrangements. The Bank is also a member of the Federal
Home Loan Bank of Indianapolis (the “FHLB”) in order to provide additional funding, as necessary, to support funding
requests and to broaden its mortgage lending and investment activities.

In addition to the banks located within its service area, the Bank also competes with savings and loan associations,
credit unions, farm credit services, finance companies, personal loan companies, insurance companies, money market
fund, and other non-depository financial intermediaries. Also, financial intermediaries such as money market mutual
funds and large retailers are not subject to the same regulations and laws that govern the operation of traditional
depository institutions like the Bank and, accordingly, may have an advantage in competing for funds.

Foreign Operations

The Company has no investments with any foreign entity other than one nominal demand deposit account, which is
maintained with a Canadian bank in order to facilitate the clearing of checks drawn on banks located in other
countries. There are no foreign loans.

Employees

At December 31, 2012, the Company, including its subsidiaries, had 493 full-time equivalent employees. Benefit
programs include a 401(k) plan, group medical, dental and vision insurance, group life insurance and paid vacations.
The Company also maintained a defined benefit pension plan which, effective April 1, 2000, was frozen and
employees can no longer accrue new benefits under that plan. The Company also has an equity incentive plan under
which stock-based incentives and compensation may be granted to employees and directors and an employee deferred
compensation plan available to certain employees. The Bank is not a party to any collective bargaining agreement, and
employee relations are considered good.

Forward-looking Statements

This document (including information incorporated by reference) contains, and future oral and written statements of
the Company and its management may contain, forward-looking statements, within the meaning of such term in the
Private Securities Litigation Reform Act of 1995, with respect to the financial condition, results of operations, plans,
objectives, future performance and business of the Company. Forward-looking statements, which may be based upon
beliefs, expectations and assumptions of the Company’s management and on information currently available to

10
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management, are generally identifiable by the use of words such as “believe,” “expect,” “anticipate,” “plan,” “intend,” “estima
“may,” “will,” “would,” “could,” “should” or other similar expressions. Additionally, all statements in this document, includin;
forward-looking statements, speak only as of the date they are made, and the Company undertakes no obligation to

update any statement in light of new information or future events.

11
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The Company’s ability to predict results or the actual effect of future plans or strategies is inherently uncertain. The
factors, which could have a material adverse effect on the operations and future prospects of the Company and its
subsidiaries, are detailed in the “Risk Factors” section included under Item 1A. of Part I of this Form 10-K. In addition
to the risk factors described in that section, there are other factors that may impact any public company, including
ours, which could have a material adverse effect on the operations and future prospects of the Company and its
subsidiaries. These additional factors include, but are not limited to, the following:

sthe effects of future economic, business and market conditions and changes, both domestic and foreign, including
seasonality;

o governmental monetary and fiscal policies;
e legislative and regulatory changes, including changes in banking, securities and tax laws and regulations and their
application by our regulators, such as the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010
(the “Dodd-Frank Act”);

o possible strengthening of our capital requirements required by Basel III;

echanges in the scope and cost of FDIC insurance, the state of Indiana’s Public Deposit Insurance Fund and other
coverages;

. changes in accounting policies, rules and practices;

sthe risks of changes in interest rates on the levels, composition and costs of deposits, loan demand, and the values
and liquidity of loan collateral, securities and other interest sensitive assets and liabilities;

ethe failure of assumptions and estimates underlying the establishment of reserves for possible loan losses and other
estimates;

o changes in borrowers’ credit risks and payment behaviors;
. changes in the availability and cost of credit and capital in the financial markets;
o changes in the prices, values and sales volumes of residential and commercial real estate;

ethe effects of competition from a wide variety of local, regional, national and other providers of financial,
investment and insurance services;

ethe risks of mergers, acquisitions and divestitures, including, without limitation, the related time and costs of
implementing such transactions, integrating operations as part of these transactions and possible failures to achieve
expected gains, revenue growth and/or expense savings from such transactions;
e changes in technology or products that may be more difficult, costly or less effective than anticipated;
sthe effects of war or other conflicts, acts of terrorism or other catastrophic events, including storms, droughts,

tornados and flooding, that may affect general economic conditions, including agricultural production and demand
and prices for agricultural goods and land used for agricultural purposes, generally and in our markets;

12
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the failure of assumptions and estimates used in our reviews of our loan portfolio and our analysis of our capital
position; and

° other factors and risks described under “Risk Factors™ herein.

These risks and uncertainties should be considered in evaluating forward-looking statements and undue reliance
should not be placed on such statements. For additional information regarding these and other risks, uncertainties and
other factors, please review the disclosure in this annual report under “Risk Factors.”

Internet Website

The Company maintains an internet site at www.lakecitybank.com. The Company makes available free of charge on
this site its annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and other

reports filed or furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934, as amended (the
“Exchange Act”) as soon as reasonably practicable after it electronically files such material with, or furnishes it to, the
Securities and Exchange Commission (the “SEC”). All such documents filed with the SEC are also available for free on
the SEC’s website (www.sec.gov). The Company’s Articles of Incorporation, Bylaws, Code of Conduct and the
charters of its various committees of the Board of Directors are also available on the website.
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SUPERVISION AND REGULATION
General

Financial institutions, their holding companies and their affiliates are extensively regulated under federal and state

law. As a result, the growth and earnings performance of the Company may be affected not only by management
decisions and general economic conditions, but also by requirements of federal and state statutes and by the
regulations and policies of various bank regulatory authorities, including the Indiana Department of Financial
Institutions (the “DFI”), the Board of Governors of the Federal Reserve System (the “Federal Reserve”), the FDIC and the
newly-created Bureau of Consumer Financial Protection (the “CFPB”). Furthermore, taxation laws administered by the
Internal Revenue Service and state taxing authorities, accounting rules developed by the Financial Accounting
Standards Board (the “FASB”) and securities laws administered by the SEC and state securities authorities have an
impact on the business of the Company. The effect of these statutes, regulations, regulatory policies and accounting
rules are significant to the operations and results of the Company and Bank, and the nature and extent of future
legislative, regulatory or other changes affecting financial institutions are impossible to predict with any certainty.

Federal and state banking laws impose a comprehensive system of supervision, regulation and enforcement on the
operations of financial institutions, their holding companies and affiliates that is intended primarily for the protection

of the FDIC-insured deposits and depositors of banks, rather than shareholders. These federal and state laws, and the
regulations of the bank regulatory authorities issued under them, affect, among other things, the scope of business, the
kinds and amounts of investments banks may make, reserve requirements, capital levels relative to operations, the
nature and amount of collateral for loans, the establishment of branches, the ability to merge, consolidate and acquire,
dealings with insiders and affiliates and the payment of dividends. Moreover, turmoil in the credit markets in recent
years prompted the enactment of unprecedented legislation that has allowed the U.S. Department of the Treasury (the
“Treasury”) to make equity capital available to qualifying financial institutions to help restore confidence and stability in
the U.S. financial markets, which imposes additional requirements on institutions in which Treasury invests.

In addition, the Company and Bank are subject to regular examination by their respective regulatory authorities,
which results in examination reports and ratings that are not publicly available and that can impact the conduct and
growth of business. These examinations consider not only compliance with applicable laws and regulations, but also
capital levels, asset quality and risk, management ability and performance, earnings, liquidity, and various other
factors. The regulatory agencies generally have broad discretion to impose restrictions and limitations on the
operations of a regulated entity where the agencies determine, among other things, that such operations are unsafe or
unsound, fail to comply with applicable law or are otherwise inconsistent with laws and regulations or with the
supervisory policies of these agencies.

The following is a summary of the material elements of the supervisory and regulatory framework applicable to the
Company and the Bank. It does not describe all of the statutes, regulations and regulatory policies that apply, nor does
it restate all of the requirements of those that are described. The descriptions are qualified in their entirety by reference
to the particular statutory or regulatory provision.

Financial Regulatory Reform

On July 21, 2010, President Obama signed the Dodd-Frank Act into law. The Dodd-Frank Act represents a sweeping
reform of the supervisory and regulatory framework applicable to financial institutions and capital markets in the
United States, certain aspects of which are described below in more detail. The Dodd-Frank Act creates new federal
governmental entities responsible for overseeing different aspects of the U.S. financial services industry, including
identifying emerging systemic risks. It also shifts certain authorities and responsibilities among federal financial
institution regulators, including the supervision of holding company affiliates and the regulation of consumer financial

14
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services and products. In particular, and among other things, the Dodd-Frank Act: creates the CFPB, which is
authorized to regulate providers of consumer credit, savings, payment and other consumer financial products and
services; narrows the scope of federal preemption of state consumer laws enjoyed by national banks and federal
savings associations and expands the authority of state attorneys general to bring actions to enforce federal consumer
protection legislation; imposes more stringent capital requirements on bank holding companies and subjects certain
activities, including interstate mergers and acquisitions, to heightened capital conditions; significantly expands
underwriting requirements applicable to loans secured by 1-4 family residential real property; restricts the interchange
fees payable on debit card transactions for issuers with $10 billion in assets or greater; requires the originator of a
securitized loan, or the sponsor of a securitization, to retain at least 5% of the credit risk of securitized exposures
unless the underlying exposures are qualified residential mortgages or meet certain underwriting standards to be
determined by regulation; creates a Financial Stability Oversight Council as part of a regulatory structure for
identifying emerging systemic risks and improving interagency cooperation; provides for enhanced regulation of
advisers to private funds and of the derivatives markets; enhances oversight of credit rating agencies; and prohibits
banking agency requirements tied to credit ratings.
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Numerous provisions of the Dodd-Frank Act are required to be implemented through rulemaking by the appropriate
federal regulatory agencies. Many of the required regulations have been issued and others have been released for
public comment, but there remain a number that have yet to be released in any form. Furthermore, while the reforms
primarily target systemically important financial service providers, their influence is expected to filter down in
varying degrees to smaller institutions over time. Management of the Company and the Bank will continue to evaluate
the effect of the changes; however, in many respects, the ultimate impact of the Dodd-Frank Act will not be fully
known for years, and no current assurance may be given that the Dodd-Frank Act, or any other new legislative
changes, will not have a negative impact on the results of operations and financial condition of the Company and the
Bank.

The Increasing Regulatory Emphasis on Capital

The Company is subject to various regulatory capital requirements administered by the federal and state banking
regulators noted above. Failure to meet regulatory capital requirements may result in certain mandatory and possible
additional discretionary actions by regulators that, if undertaken, could have a direct material effect on our financial
statements. Under capital adequacy guidelines and the regulatory framework for “prompt corrective action” (described
below), the Company must meet specific capital guidelines that involve quantitative measures of our assets, liabilities
and certain off-balance sheet items as calculated under regulatory accounting policies. Our capital amounts and
classifications are also subject to judgments by the regulators regarding qualitative components, risk weightings and
other factors.

While capital has historically been one of the key measures of the financial health of both bank holding companies
and depository institutions, its role is becoming fundamentally more important in the wake of the financial crisis, as
the regulators have recognized that the amount and quality of capital held by banking organizations was insufficient to
absorb losses during periods of severe stress. Certain provisions of the Dodd-Frank Act and Basel III, discussed
below, will ultimately establish strengthened capital standards for banks and bank holding companies, will require
more capital to be held in the form of common stock and will disallow certain funds from being included in capital
determinations. Once fully implemented, these provisions will represent regulatory capital requirements that are
meaningfully more stringent than those in place currently.

Company and Bank Required Capital Levels. Bank holding companies have historically had to comply with less
stringent capital standards than their bank subsidiaries and were able to raise capital with hybrid instruments such as
trust preferred securities. The Dodd-Frank Act mandated the Federal Reserve to establish minimum capital levels for
bank holding companies on a consolidated basis that are as stringent as those required for insured depository
institutions. As a consequence, over a phase-in period of three years, the components of holding company permanent
capital known as “Tier 1 capital” are being restricted to capital instruments that are considered to be Tier 1 capital for
insured depository institutions. A result of this change is that the proceeds of trust preferred securities are being
excluded from Tier 1 capital unless such securities were issued prior to May 19, 2010 by bank holding companies
with less than $15 billion of assets. Because the Company has assets of less than $15 billion, it is able to maintain our
trust preferred proceeds as Tier 1 capital but will have to comply with new capital mandates in other respects, and will
not be able to raise Tier 1 capital in the future through the issuance of trust preferred securities. In addition, the Basel
III proposal, discussed below, includes a phase-out of trust preferred securities for all bank holding companies,
including the Company.

Under current federal regulations, the Bank is subject to, and, after the phase-in period, the Company will be subject
to, the following minimum capital standards:

® a leverage requirement, consisting of a minimum ratio of Tier 1 capital to total assets of 3% for the most
highly-rated banks with a minimum requirement of at least 4% for all others, and
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¢ arisk-based capital requirement, consisting of a minimum ratio of total capital to total risk-weighted assets of 8%
and a minimum ratio of Tier 1 capital to total risk-weighted assets of 4%. For this purpose, “Tier 1 capital” consists
primarily of common stock, noncumulative perpetual preferred stock and related surplus less intangible assets
(other than certain loan servicing rights and purchased credit card relationships). Total capital consists primarily of
Tier 1 capital plus “Tier 2 capital,” which includes other non-permanent capital items, such as certain other debt and
equity instruments that do not qualify as Tier 1 capital, and a portion of the Bank’s allowance for loan and leases
losses.
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The capital standards described above are minimum requirements. Federal law and regulations provide various
incentives for banking organizations to maintain regulatory capital at levels in excess of minimum regulatory
requirements. For example, a banking organization that is “well-capitalized” may: (i) qualify for exemptions from prior
notice or application requirements otherwise applicable to certain types of activities; (ii) qualify for expedited
processing of other required notices or applications; and (iii) accept brokered deposits. Under the capital regulations of
the Federal Reserve, in order to be “well-capitalized,” a banking organization must maintain a ratio of total capital to
total risk-weighted assets of 10% or greater, a ratio of Tier 1 capital to total risk-weighted assets of 6% or greater and
aratio of Tier 1 capital to total assets of 5% or greater. The Federal Reserve’s guidelines also provide that bank
holding companies experiencing internal growth or making acquisitions will be expected to maintain strong capital
positions substantially above the minimum supervisory levels without significant reliance on intangible assets.
Furthermore, the guidelines indicate that the Federal Reserve will continue to consider a “tangible Tier 1 leverage ratio”
(deducting all intangibles) in evaluating proposals for expansion or to engage in new activity.

Higher capital levels may also be required if warranted by the particular circumstances or risk profiles of individual
banking organizations. For example, the Federal Reserve’s capital guidelines contemplate that additional capital may
be required to take adequate account of, among other things, interest rate risk, or the risks posed by concentrations of
credit, nontraditional activities or securities trading activities. Further, any banking organization experiencing or
anticipating significant growth would be expected to maintain capital ratios, including tangible capital positions (i.e.,
Tier 1 capital less all intangible assets), well above the minimum levels.

Prompt Corrective Action. A banking organization’s capital plays an important role in connection with regulatory
enforcement as well. Federal law provides the federal banking regulators with broad power to take prompt corrective
action to resolve the problems of undercapitalized institutions. The extent of the regulators’ powers depends on
whether the institution in question is “adequately capitalized,” “undercapitalized,” “significantly undercapitalized” or
“critically undercapitalized,” in each case as defined by regulation. Depending upon the capital category to which an
institution is assigned, the regulators’ corrective powers include: (i) requiring the institution to submit a capital
restoration plan; (ii) limiting the institution’s asset growth and restricting its activities; (iii) requiring the institution to
issue additional capital stock (including additional voting stock) or to be acquired; (iv) restricting transactions between
the institution and its affiliates; (v) restricting the interest rate the institution may pay on deposits; (vi) ordering a new
election of directors of the institution; (vii) requiring that senior executive officers or directors be dismissed; (viii)
prohibiting the institution from accepting deposits from correspondent banks; (ix) requiring the institution to divest
certain subsidiaries; (x) prohibiting the payment of principal or interest on subordinated debt; and (xi) ultimately,
appointing a receiver for the institution.

As of December 31, 2012: (i) the Bank was not subject to a directive from the Federal Reserve to increase its capital
to an amount in excess of the minimum regulatory capital requirements; (ii) the Bank exceeded its minimum
regulatory capital requirements under Federal Reserve capital adequacy guidelines; and (iii) the Bank was
“well-capitalized,” as defined by Federal Reserve regulations. As of December 31, 2012, the Company had regulatory
capital in excess of the Federal Reserve’s requirements and met the Dodd-Frank Act capital requirements.

Basel III. The current risk-based capital guidelines described above, which apply to the Bank and are being phased in
for the Company, are based upon the 1988 capital accord known as “Basel I’ adopted by the international Basel
Committee on Banking Supervision, a committee of central banks and bank supervisors, as implemented by the U.S.
federal banking regulators on an interagency basis. In 2008, the banking agencies collaboratively began to phase-in
capital standards based on a second capital accord, referred to as “Basel II,” for large or “core” international banks
(generally defined for U.S. purposes as having total assets of $250 billion or more, or consolidated foreign exposures
of $10 billion or more). Basel II emphasized internal assessment of credit, market and operational risk, as well as
supervisory assessment and market discipline in determining minimum capital requirements.
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On September 12, 2010, the Group of Governors and Heads of Supervision, the oversight body of the Basel
Committee on Banking Supervision, announced agreement on a strengthened set of capital requirements for banking
organizations around the world, known as Basel III, to address deficiencies recognized in connection with the global
financial crisis. Basel III requires, among other things:

® anew required ratio of minimum common equity equal to 4.5%,

® an increase in the minimum required amount of Tier 1 capital from the current level of 4% of total assets to 6% of
total assets, and

® a continuation of the current minimum required amount of total capital at 8%.
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In addition, institutions that seek the freedom to make capital distributions (including for dividends and repurchases of
stock) and pay discretionary bonuses to executive officers without restriction must also maintain 2.5% in common
equity attributable to a capital conservation buffer to be phased in over three years. The purpose of the conservation
buffer is to ensure that banks maintain a buffer of capital that can be used to absorb losses during periods of financial
and economic stress. Factoring in the conservation buffer increases the ratios depicted above to 7% for common
equity, 8.5% for Tier 1 capital and 10.5% for total capital.

On June 12, 2012, the federal banking regulators (the Office of the Comptroller of the Currency, the Federal Reserve
and the FDIC) (the “Agencies”) formally proposed for comment, in three separate but related proposals, rules to
implement Basel III in the United States. The proposals are: (i) the “Basel III Proposal,” which applies the Basel 111
capital framework to almost all U.S. banking organizations; (ii) the “Standardized Approach Proposal,” which applies
certain elements of the Basel II standardized approach for credit risk weightings to almost all U.S. banking
organizations; and (iii) the “Advanced Approaches Proposal,” which applies changes made to Basel II and Basel III in
the past few years to large U.S. banking organizations subject to the advanced Basel II capital framework. The
comment period for these notices of proposed rulemaking ended October 22, 2012.

The Basel III Proposal and the Standardized Approach Proposal are expected to have a direct impact on the Company
and the Bank. The Basel III Proposal is applicable to all U.S. banks that are subject to minimum capital requirements,
including federal and state banks, as well as to bank and savings and loan holding companies other than “small bank
holding companies” (generally bank holding companies with consolidated assets of less than $500 million). There will
be separate phase-in/phase-out periods for: (i) minimum capital ratios; (ii) regulatory capital adjustments and
deductions; (iii) nonqualifying capital instruments; (iv) capital conservation and countercyclical capital buffers; (v) a
supplemental leverage ratio for advanced approaches banks; and (vi) changes to the FDIC’s prompt corrective action
rules.

The criteria in the U.S. proposal for common equity and additional Tier 1 capital instruments, as well as Tier 2 capital
instruments, are broadly consistent with the Basel III criteria. A number of instruments that now qualify as Tier 1
capital will not qualify, or their qualification will change, if the Basel III Proposal becomes final. For example,
cumulative preferred stock and certain hybrid capital instruments, including trust preferred securities, which the
Company may retain under the Dodd-Frank Act, will no longer qualify as Tier 1 capital of any kind. Noncumulative
perpetual preferred stock, which now qualifies as simple Tier 1 capital, would not qualify as common equity Tier 1
capital, but would qualify as additional Tier 1 capital.

In addition to the changes in capital requirements included within the Basel III Proposal, the Standardized Approach
Proposal revises a large number of the risk weights (or their methodologies) for bank assets that are used to determine
the capital ratios. For nearly every class of assets, the proposal requires a more complex, detailed and calibrated
assessment of credit risk and calculation of risk weightings. For example, under the current risk-weighting rules,
residential mortgages have a risk weighting of 50%. Under the proposed new rules, two categories of residential
mortgage lending would be created: (i) traditional lending would be category 1, where the risk weights range from 35
to 100%; and (ii) nontraditional loans would fall within category 2, where the risk weights would range from 50 to
150%. There is concern in the U.S. that the proposed methodology for risk weighting residential mortgage exposures
and the higher risk weightings for certain types of mortgage products will increase costs to consumers and reduce their
access to mortgage credit.

In addition, there is significant concern noted by the financial industry in connection with the Basel III rulemaking as
to the proposed treatment of accumulated other comprehensive income (“AOCI”). The proposed treatment of AOCI
would require unrealized gains and losses on available-for-sale securities to flow through to regulatory capital as
opposed to the current treatment, which neutralizes such effects. There is concern that this treatment would introduce
capital volatility, due not only to credit risk but also to interest rate risk, and affect the composition of firms’ securities
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While the Basel III accord called for national jurisdictions to implement the new requirements beginning January 1,
2013, in light of the volume of comments received by the Agencies and the concerns expressed above, the Agencies
have indicated that the commencement date for the proposed Basel III rules has been delayed and it is unclear when
the Basel III regime, as it may be implemented by final rules, will become effective in the United States.

10

21



Edgar Filing: LAKELAND FINANCIAL CORP - Form 10-K

Table of Contents
The Company

General. The Company, as the sole shareholder of the Bank, is a bank holding company. As a bank holding company,
the Company is registered with, and is subject to regulation by, the Federal Reserve under the Bank Holding Company
Act of 1956, as amended (the “BHCA?”). In accordance with Federal Reserve policy, and as now codified by the
Dodd-Frank Act, the Company is legally obligated to act as a source of financial strength to the Bank and to commit
resources to support the Bank in circumstances where the Company might not otherwise do so. Under the BHCA, the
Company is subject to periodic examination by the Federal Reserve. The Company is required to file with the Federal
Reserve periodic reports of the Company’s operations and such additional information regarding the Company and its
subsidiaries as the Federal Reserve may require. The Company is also subject to regulation by the DFI under Indiana
law.

Acquisitions, Activities and Change in Control. The primary purpose of a bank holding company is to control and
manage banks. The BHCA generally requires the prior approval of the Federal Reserve for any merger involving a
bank holding company or any acquisition by a bank holding company of another bank or bank holding company.
Subject to certain conditions (including deposit concentration limits established by the BHCA and the Dodd-Frank
Act), the Federal Reserve may allow a bank holding company to acquire banks located in any state of the United
States. In approving interstate acquisitions, the Federal Reserve is required to give effect to applicable state law
limitations on the aggregate amount of deposits that may be held by the acquiring bank holding company and its
insured depository institution affiliates in the state in which the target bank is located (provided that those limits do
not discriminate against out-of-state depository institutions or their holding companies) and state laws that require that
the target bank have been in existence for a minimum period of time (not to exceed five years) before being acquired
by an out-of-state bank holding company. Furthermore, in accordance with the Dodd-Frank Act, bank holding
companies must be well-capitalized and well-managed in order to effect interstate mergers or acquisitions. For a
discussion of the capital requirements, see “—The Increasing Regulatory Importance of Capital” above.

The BHCA generally prohibits the Company from acquiring direct or indirect ownership or control of more than 5%
of the voting shares of any company that is not a bank and from engaging in any business other than that of banking,
managing and controlling banks or furnishing services to banks and their subsidiaries. This general prohibition is
subject to a number of exceptions. The principal exception allows bank holding companies to engage in, and to own
shares of companies engaged in, certain businesses found by the Federal Reserve prior to November 11, 1999 to be “so
closely related to banking ... as to be a proper incident thereto.” This authority would permit the Company to engage in
a variety of banking-related businesses, including the ownership and operation of a savings association, or any entity
engaged in consumer finance, equipment leasing, the operation of a computer service bureau (including software
development), and mortgage banking and brokerage. The BHCA generally does not place territorial restrictions on the
domestic activities of non-bank subsidiaries of bank holding companies.

Federal law also prohibits any person or company from acquiring “control” of an FDIC-insured depository institution or
its holding company without prior notice to the appropriate federal bank regulator. “Control” is conclusively presumed
to exist upon the acquisition of 25% or more of the outstanding voting securities of a bank or bank holding company,
but may arise under certain circumstances between 10% and 24.99% ownership.

Financial Holding Company Regulation. Additionally, bank holding companies that meet certain eligibility
requirements prescribed by the BHCA and elect to operate as financial holding companies may engage in, or own
shares in companies engaged in, a wider range of nonbanking activities, including securities and insurance
underwriting and sales, merchant banking and any other activity that the Federal Reserve, in consultation with the
Secretary of the Treasury, determines by regulation or order is financial in nature, incidental to any such financial
activity or complementary to any such financial activity and does not pose a substantial risk to the safety or soundness
of depository institutions or the financial system generally. We have elected (and the Federal Reserve has accepted our
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election) to operate as a financial holding company.

In order to become and maintain our status as a financial holding company, the Company and the Bank must be
well-capitalized, well-managed, and have at least a satisfactory Community Reinvestment Act (“CRA”) rating. If the
Federal Reserve determines that a financial holding company is not well-capitalized or well-managed, the company
has a period of time in which to achieve compliance, but during the period of noncompliance, the Federal Reserve
may place any limitations on the company it believes to be appropriate. Furthermore, if the Federal Reserve
determines that a financial holding company’s subsidiary bank has not received a satisfactory CRA rating, the
company will not be able to commence any new financial activities or acquire a company that engages in such
activities.

Capital Requirements. Bank holding companies are required to maintain minimum levels of capital in accordance with

Federal Reserve capital adequacy guidelines, as affected by the Dodd-Frank Act and Basel III. For a discussion of
capital requirements, see “—The Increasing Regulatory Importance of Capital” above.
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U.S. Government Investment in Bank Holding Companies. Events in the U.S. and global financial markets in 2008
and 2009, including deterioration of the worldwide credit markets, created significant challenges for financial
institutions throughout the country. In response to this crisis affecting the U.S. banking system and financial markets,
on October 3, 2008, the U.S. Congress passed, and the President signed into law, the Emergency Economic
Stabilization Act of 2008 (the “EESA”). The EESA authorized the Secretary of the Treasury to implement various
temporary emergency programs designed to strengthen the capital positions of financial institutions and stimulate the
availability of credit within the U.S. financial system. Financial institutions participating in certain of the programs
established under the EESA are required to adopt Treasury’s standards for executive compensation and corporate
governance.

On October 14, 2008, Treasury announced that it would provide Tier 1 capital (in the form of perpetual preferred
stock) to eligible financial institutions. This program, known as the TARP Capital Purchase Program (the “CPP”),
allocated $250 billion from the $700 billion authorized by the EESA to the Treasury for the purchase of senior
preferred shares from qualifying financial institutions (the “CPP Preferred Stock™). Under the program, eligible
institutions were able to sell equity interests to the Treasury in amounts equal to between 1% and 3% of the
institution’s risk-weighted assets. In conjunction with the purchase of the CPP Preferred Stock, the Treasury received
warrants to purchase common stock from the participating public institutions with an aggregate market price equal to
15% of the preferred stock investment.

The Company participated in the CPP, but, as approved by the Federal Reserve and Treasury, in June 2010, the
Company redeemed all 56,044 shares of CPP Preferred Stock held by the Treasury. The TARP Warrant was then sold
at suction to a third party in 2011.

Dividend Payments. The Company’s ability to pay dividends to its shareholders may be affected by both general
corporate law considerations and policies of the Federal Reserve applicable to bank holding companies. As an Indiana
corporation, the Company is subject to the limitations of the Indiana General Business Corporation Law, which
prohibit the Company from paying dividends if the Company is, or by payment of the dividend would become,
insolvent, or if the payment of dividends would render the Company unable to pay its debts as they become due in the
usual course of business.

As a general matter, the Federal Reserve indicates that the board of directors of a bank holding company should
eliminate, defer or significantly reduce the dividends if: (i) the company’s net income available to shareholders for the
past four quarters, net of dividends previously paid during that period, is not sufficient to fully fund the dividends; (ii)
the prospective rate of earnings retention is inconsistent with the company’s capital needs and overall current and
prospective financial condition; or (iii) the company will not meet, or is in danger of not meeting, its minimum
regulatory capital adequacy ratios. The Federal Reserve also possesses enforcement powers over bank holding
companies and their non-bank subsidiaries to prevent or remedy actions that represent unsafe or unsound practices or
violations of applicable statutes and regulations. Among these powers is the ability to proscribe the payment of
dividends by banks and bank holding companies.

Federal Securities Regulation. The Company’s common stock is registered with the SEC under the Securities Act of
1933, as amended, and the Securities Exchange Act of 1934, as amended (the “Exchange Act”). Consequently, the
Company is subject to the information, proxy solicitation, insider trading and other restrictions and requirements of
the SEC under the Exchange Act.

Corporate Governance. The Dodd-Frank Act addresses many investor protection, corporate governance and executive
compensation matters that will affect most U.S. publicly traded companies. The Dodd-Frank Act will increase
stockholder influence over boards of directors by requiring companies to give stockholders a non-binding vote on
executive compensation and so-called “golden parachute” payments, and authorizing the SEC to promulgate rules that
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would allow stockholders to nominate and solicit voters for their own candidates using a company’s proxy materials.
The legislation also directs the Federal Reserve to promulgate rules prohibiting excessive compensation paid to bank
holding company executives, regardless of whether the company is publicly traded.

The Bank

General. The Bank is an Indiana-chartered bank, the deposit accounts of which are insured by the DIF to the
maximum extent provided under federal law and FDIC regulations. The Bank is also a member of the Federal Reserve
System (a “member bank”). As an Indiana-chartered, FDIC-insured member bank, the Bank is presently subject to the
examination, supervision, reporting and enforcement requirements of the DFI, the chartering authority for Indiana
banks, the Federal Reserve, as the primary federal regulator of member banks, and the FDIC, as administrator of the
DIF.

12
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Deposit Insurance. As an FDIC-insured institution, the Bank is required to pay deposit insurance premium
assessments to the FDIC. The FDIC has adopted a risk-based assessment system whereby FDIC-insured depository
institutions pay insurance premiums at rates based on their risk classification. An institution’s risk classification is
assigned based on its capital levels and the level of supervisory concern the institution poses to the regulators.

On November 12, 2009, the FDIC adopted a final rule that required insured depository institutions to prepay on
December 30, 2009, their estimated quarterly risk-based assessments for the fourth quarter of 2009 and for all of 2010,
2011, and 2012. As such, on December 31, 2009, the Bank prepaid the FDIC its assessments based on its actual
September 30, 2009 assessment base, adjusted quarterly by an estimated 5% annual growth rate through the end of
2012. The FDIC also used the institution’s total base assessment rate in effect on September 30, 2009, increasing it by
an annualized 3 basis points beginning in 2011. The FDIC began to offset prepaid assessments on March 30, 2010,
representing payment of the regular quarterly risk-based deposit insurance assessment for the fourth quarter of 2009.
Any prepaid assessment not exhausted after collection of the amount due on June 30, 2013, will be returned to the
institution.

Amendments to the Federal Deposit Insurance Act also revise the assessment base against which an insured
depository institution’s deposit insurance premiums paid to the DIF will be calculated. Under the amendments, the
assessment base will no longer be the institution’s deposit base, but rather its average consolidated total assets less its
average tangible equity. This may shift the burden of deposit insurance premiums toward those large depository
institutions that rely on funding sources other than U.S. deposits. Additionally, the Dodd-Frank Act makes changes to
the minimum designated reserve ratio of the DIF, increasing the minimum from 1.15% to 1.35% of the estimated
amount of total insured deposits, and eliminating the requirement that the FDIC pay dividends to depository
institutions when the reserve ratio exceeds certain thresholds. The FDIC is given until September 3, 2020 to meet the
1.35% reserve ratio target. Several of these provisions could increase the Bank’s FDIC deposit insurance premiums.

The Dodd-Frank Act permanently increases the maximum amount of deposit insurance for banks, savings institutions
and credit unions to $250,000 per insured depositor, retroactive to January 1, 2009. Although the legislation provided
that non-interest bearing transaction accounts had unlimited deposit insurance coverage, that program ended on
December 31, 2012.

FICO Assessments. The Financing Corporation (“FICO”) is a mixed-ownership governmental corporation chartered by
the former Federal Home Loan Bank Board pursuant to the Competitive Equality Banking Act of 1987 to function as

a financing vehicle for the recapitalization of the former Federal Savings and Loan Insurance Corporation. FICO
issued 30-year noncallable bonds of approximately $8.1 billion that mature in 2017 through 2019. FICO’s authority to
issue bonds ended on December 12, 1991. Since 1996, federal legislation has required that all FDIC-insured
depository institutions pay assessments to cover interest payments on FICO’s outstanding obligations. These FICO
assessments are in addition to amounts assessed by the FDIC for deposit insurance. During the year ended December
31, 2012, the FICO assessment rate was approximately 0.0066%, which reflects the change from an assessment base
computed on deposits to an assessment base computed on assets as required by the Dodd-Frank Act.

Supervisory Assessments. All Indiana banks are required to pay supervisory assessments to the DFI to fund the
operations of the DFI. The amount of the assessment is calculated on the basis of the bank’s total assets. During the

year ended December 31, 2012, the Bank paid supervisory assessments to the DFI totaling $211,000.

Capital Requirements. Banks are generally required to maintain capital levels in excess of other businesses. For a
discussion of capital requirements, see “—The Increasing Regulatory Importance of Capital” above.

Dividend Payments. The primary source of funds for the Company is dividends from the Bank. Indiana law prohibits
the Bank from paying dividends in an amount greater than its undivided profits. The Bank is required to obtain the
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approval of the DFI for the payment of any dividend if the total of all dividends declared by the Bank during the
calendar year, including the proposed dividend, would exceed the sum of the Bank’s net income for the year to date
combined with its retained net income for the previous two years. Indiana law defines “retained net income” to mean the
net income of a specified period, calculated under the consolidated report of income instructions, less the total amount
of all dividends declared for the specified period. The Federal Reserve Act also imposes limitations on the amount of
dividends that may be paid by state member banks, such as the Bank. Without Federal Reserve approval, a state
member bank may not pay dividends in any calendar year that, in the aggregate, exceed the bank’s calendar

year-to-date net income plus the bank’s retained net income for the two preceding calendar years.
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The payment of dividends by any financial institution is affected by the requirement to maintain adequate capital
pursuant to applicable capital adequacy guidelines and regulations, and a financial institution generally is prohibited
from paying any dividends if, following payment thereof, the institution would be undercapitalized. As described
above, the Bank exceeded its minimum capital requirements under applicable guidelines as of December 31, 2012. As
of December 31, 2012, approximately $43.4 million was available to be paid as dividends by the Bank.
Notwithstanding the availability of funds for dividends, however, the Federal Reserve may prohibit the payment of
any dividends by the Bank if the Federal Reserve determines such payment would constitute an unsafe or unsound
practice.

Insider Transactions. The Bank is subject to certain restrictions imposed by federal law on “covered transactions”
between the Bank and its “affiliates.” The Company is an affiliate of the Bank for purposes of these restrictions, and
covered transactions subject to the restrictions include extensions of credit to the Company, investments in the stock
or other securities of the Company and the acceptance of the stock or other securities of the Company as collateral for
loans made by the Bank. The Dodd-Frank Act enhances the requirements for certain transactions with affiliates as of
July 21, 2011, including an expansion of the definition of “covered transactions” and an increase in the amount of time
for which collateral requirements regarding covered transactions must be maintained.

Certain limitations and reporting requirements are also placed on extensions of credit by the Bank to its directors and
officers, to directors and officers of the Company, to principal shareholders of the Company and to “related interests” of
such directors, officers and principal shareholders. In addition, federal law and regulations may affect the terms upon
which any person who is a director or officer of the Company or the Bank, or a principal shareholder of the Company,
may obtain credit from banks with which the Bank maintains a correspondent relationship.

Safety and Soundness Standards. The federal banking agencies have adopted guidelines that establish operational and
managerial standards to promote the safety and soundness of federally insured depository institutions. The guidelines
set forth standards for internal controls, information systems, internal audit systems, loan documentation, credit
underwriting, interest rate exposure, asset growth, compensation, fees and benefits, asset quality and earnings.

In general, the safety and soundness guidelines prescribe the goals to be achieved in each area, and each institution is
responsible for establishing its own procedures to achieve those goals. If an institution fails to comply with any of the
standards set forth in the guidelines, the institution’s primary federal regulator may require the institution to submit a
plan for achieving and maintaining compliance. If an institution fails to submit an acceptable compliance plan, or fails
in any material respect to implement a compliance plan that has been accepted by its primary federal regulator, the
regulator is required to issue an order directing the institution to cure the deficiency. Until the deficiency cited in the
regulator’s order is cured, the regulator may restrict the institution’s rate of growth, require the institution to increase its
capital, restrict the rates the institution pays on deposits or require the institution to take any action the regulator
deems appropriate under the circumstances. Noncompliance with the standards established by the safety and
soundness guidelines may also constitute grounds for other enforcement action by the federal banking regulators,
including cease and desist orders and civil money penalty assessments.

Branching Authority. Indiana banks, such as the Bank, have the authority under Indiana law to establish branches
anywhere in the State of Indiana, subject to receipt of all required regulatory approvals.

Federal law permits state and national banks to merge with banks in other states subject to: (i) regulatory approval; (ii)
federal and state deposit concentration limits; and (iii) state law limitations requiring the merging bank to have been in
existence for a minimum period of time (not to exceed five years) prior to the merger. The establishment of new
interstate branches or the acquisition of individual branches of a bank in another state (rather than the acquisition of an
out-of-state bank in its entirety) has historically been permitted only in those states the laws of which expressly
authorize such expansion. However, the Dodd-Frank Act permits well-capitalized and well-managed banks to
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establish new branches across state lines without these impediments.

State Bank Investments and Activities. The Bank is permitted to make investments and engage in activities directly or
through subsidiaries as authorized by Indiana law. However, under federal law and FDIC regulations, FDIC-insured
state banks are prohibited, subject to certain exceptions, from making or retaining equity investments of a type, or in
an amount, that are not permissible for a national bank. Federal law and FDIC regulations also prohibit FDIC-insured
state banks and their subsidiaries, subject to certain exceptions, from engaging as principal in any activity that is not
permitted for a national bank unless the bank meets, and continues to meet, its minimum regulatory capital
requirements and the FDIC determines that the activity would not pose a significant risk to the DIF. These restrictions
have not had, and are not currently expected to have, a material impact on the operations of the Bank.
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Transaction Account Reserves. Federal Reserve regulations require depository institutions to maintain reserves against
their transaction accounts (primarily NOW and regular checking accounts). For 2013: the first $12.4 million of
otherwise reservable balances are exempt from the reserve requirements; for transaction accounts aggregating more
than $12.4 million to $79.5 million, the reserve requirement is 3% of total transaction accounts; and for net transaction
accounts in excess of $79.5 million, the reserve requirement is $2,013,000 plus 10% of the aggregate amount of total
transaction accounts in excess of $79.5 million. These reserve requirements are subject to annual adjustment by the
Federal Reserve. The Bank is in compliance with the foregoing requirements.

Consumer Financial Services

There are numerous developments in federal and state laws regarding consumer financial products and services that
impact the Bank’s business. Importantly, the current structure of federal consumer protection regulation applicable to
all providers of consumer financial products and services changed significantly on July 21, 2011, when the CFPB
commenced operations to supervise and enforce consumer protection laws. The CFPB has broad rulemaking authority
for a wide range of consumer protection laws that apply to all providers of consumer products and services, including
the Bank, as well as the authority to prohibit “unfair, deceptive or abusive” acts and practices. The CFPB has
examination and enforcement authority over providers with more than $10 billion in assets. Banks and savings
institutions with $10 billion or less in assets, like the Bank, will continue to be examined by their applicable bank
regulators.

Ability-to-Repay Requirement and Qualified Mortgage Rule. The Dodd-Frank Act contains additional provisions that
affect consumer mortgage lending. First, it significantly expands underwriting requirements applicable to loans
secured by 1-4 family residential real property and augments federal law combating predatory lending practices. In
addition to numerous new disclosure requirements, the Dodd-Frank Act imposes new standards for mortgage loan
originations on all lenders, including banks and savings associations, in an effort to strongly encourage lenders to
verify a borrower’s ability to repay, while also establishing a presumption of compliance for certain “qualified
mortgages.” Most significantly, the new standards limit the total points and fees that the Bank and/or a broker may
charge on conforming and jumbo loans to 3% of the total loan amount. In addition, the Dodd-Frank Act generally
requires lenders or securitizers to retain an economic interest in the credit risk relating to loans that the lender sells and
other asset-backed securities that the securitizer issues if the loans have not complied with the ability-to-repay
standards. The risk retention requirement generally will be 5%, but could be increased or decreased by regulation.

On January 10, 2013, the CFPB issued a final rule, effective January 10, 2014, that implements the Dodd-Frank Act’s
ability-to-repay requirements, and clarifies the presumption of compliance for “qualified mortgages.” In assessing a
borrower’s ability to repay a mortgage-related obligation, lenders generally must consider eight underwriting factors:
(i) current or reasonably expected income or assets; (ii) current employment status; (iii) monthly payment on the
subject transaction; (iv) monthly payment on any simultaneous loan; (v) monthly payment for all mortgage-related
obligations; (vi) current debt obligations, alimony, and child support; (vii) monthly debt-to-income ratio or residual
income; and (viii) credit history. The final rule also includes guidance regarding the application of, and methodology
for evaluating, these factors.

Further, the final rule also clarifies that qualified mortgages do not include “no-doc” loans and loans with negative
amortization, interest-only payments, balloon payments, terms in excess of 30 years, or points and fees paid by the
borrower that exceed 3% of the loan amount, subject to certain exceptions. In addition, for qualified mortgages, the
monthly payment must be calculated on the highest payment that will occur in the first five years of the loan, and the
borrower’s total debt-to-income ratio generally may not be more than 43%. The final rule also provides that certain
mortgages that satisfy the general product feature requirements for qualified mortgages and that also satisfy the
underwriting requirements of Fannie Mae and Freddie Mac (while they operate under federal conservatorship or
receivership) or the U.S. Department of Housing and Urban Development, Department of Veterans Affairs, or
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Department of Agriculture or Rural Housing Service are also considered to be qualified mortgages. This second
category of qualified mortgages will phase out as the aforementioned federal agencies issue their own rules regarding
qualified mortgages, the conservatorship of Fannie Mae and Freddie Mac ends, and, in any event, after seven years.

As set forth in the Dodd-Frank Act, subprime (or higher-priced) mortgage loans are subject to the ability-to-repay
requirement, and the final rule provides for a rebuttable presumption of lender compliance for those loans. The final
rule also applies the ability-to-repay requirement to prime loans, while also providing a conclusive presumption of
compliance (i.e., a safe harbor) for prime loans that are also qualified mortgages. Additionally, the final rule generally
prohibits prepayment penalties (subject to certain exceptions) and sets forth a 3-year record retention period with
respect to documenting and demonstrating the ability-to-repay requirement and other provisions.

15

31



Edgar Filing: LAKELAND FINANCIAL CORP - Form 10-K

Table of Contents

Changes to Mortgage Loan Originator Compensation. Effective April 2, 2011, previously existing regulations
concerning the compensation of mortgage loan originators were amended. As a result of these amendments, mortgage
loan originators may not receive compensation based on a mortgage transaction’s terms or conditions other than the
amount of credit extended under the mortgage loan. Further, the new standards limit the total points and fees that a
bank and/or a broker may charge on conforming and jumbo loans to 3.9% of the total loan amount. Mortgage loan
originators may receive compensation from a consumer or from a lender, but not both. These rules contain
requirements designed to prohibit mortgage loan originators from “steering” consumers to loans that provide mortgage
loan originators with greater compensation. In addition, the rules contain other requirements concerning
recordkeeping.

Foreclosure and Loan Modifications. Federal and state laws further impact foreclosures and loan modifications, with
many of such laws having the effect of delaying or impeding the foreclosure process on real estate secured loans in
default. Mortgages on commercial property can be modified, such as by reducing the principal amount of the loan or
the interest rate, or by extending the term of the loan, through plans confirmed under Chapter 11 of the U.S.
Bankruptcy Code. In recent years, legislation has been introduced in the U.S. Congress that would amend the
Bankruptcy Code to permit the modification of mortgages secured by residences, although at this time the enactment
of such legislation is not presently proposed. The scope, duration and terms of potential future legislation with similar
effect continue to be discussed. The Company cannot predict whether any such legislation will be passed or the
impact, if any, it would have on our business.

OPERATING SEGMENTS

The Company’s chief decision-makers monitor and evaluate financial performance on a Company-wide basis. All of
the Company’s financial service operations are similar and considered by management to be aggregated into one
reportable operating segment. While the Company has assigned certain management responsibilities by region and
business-line, the Company's chief decision-makers monitor and evaluate financial performance on a Company-wide
basis. The majority of the Company's revenue is from the business of banking and the Company's assigned regions
have similar economic characteristics, products, services and customers. Accordingly, all of the Company’s operations
are considered by management to be aggregated in one reportable operating segment.

GUIDE 3 INFORMATION

On the pages that follow are tables that set forth selected statistical information relative to the business of the

Company. This data should be read in conjunction with the consolidated financial statements, related notes and
“Management’s Discussion and Analysis of Financial Condition and Results of Operations” as set forth in Items 7 and 8,
below, herein incorporated by reference.
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DISTRIBUTION OF ASSETS, LIABILITIES AND STOCKHOLDERS' EQUITY;
INTEREST RATES AND INTEREST DIFFERENTIAL
(in thousands of dollars)

2012 2011
Average Interest Average Interest
Balance Income Yield (1) Balance Income Yield (1)
ASSETS
Earning assets:
Loans:
Taxable (2)(3) $2,206,600 $102,749 4.66 % $2,137,748 $104,936 491 %
Tax exempt (1) 9,531 660 6.93 10,298 700 6.80
Investments: (1)
Available for sale 477,010 12,498 2.62 447,620 17,686 3.95
Short-term investments 25,299 24 0.09 17,830 23 0.13
Interest bearing deposits 2,343 44 1.88 28,662 131 0.46
Total earning assets 2,720,783 115,975 4.26 % 2,642,158 123,476 4.67 %
Nonearning assets:

Cash and due from banks 178,322 0 74,854 0

Premises and equipment 34,945 0 31,260 0

Other nonearning assets 94,984 0 94,741 0

Less allowance for loan losses (52,795 ) O (50,243 ) O
Total assets $2,976,239 $115,975 $2,792,770 $123,476

(1) Tax exempt income was converted to a fully taxable equivalent basis at a 35 percent tax rate for 2012 and 2011.
The tax equivalent rate for tax exempt loans and tax exempt securities acquired after January 1, 1983 included
the TEFRA adjustment applicable to nondeductible interest expenses.

(2) Loan fees, which are immaterial in relation to total taxable loan interest income for the years ended December
31, 2012 and 2011, are included as taxable loan interest income.

(3) Nonaccrual loans are included in the average balance of taxable loans.
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DISTRIBUTION OF ASSETS, LIABILITIES AND STOCKHOLDERS' EQUITY;

INTEREST RATES AND INTEREST DIFFERENTIAL (Cont.)
(in thousands of dollars)

2011 2010
Average Interest Average Interest
Balance Income Yield (1) Balance Income Yield (1)
ASSETS
Earning assets:
Loans:
Taxable (2)(3) $2,137,748 $104,936 491 % $2,046,974 $104,205 5.09 %
Tax exempt (1) 10,298 700 6.80 2,235 122 5.46
Investments: (1)
Available for sale 447,620 17,686 3.95 430,615 20,453 4.75
Short-term investments 17,830 23 0.13 35,080 59 0.17
Interest bearing deposits 28,662 131 0.46 7,456 61 0.82
Total earning assets 2,642,158 123,476 4.67 % 2,522,360 124,900 4.95 %
Nonearning assets:

Cash and due from banks 74,854 0 48,398 0

Premises and equipment 31,260 0 29,291 0

Other nonearning assets 94,741 0 90,900 0

Less allowance for loan losses (50,243 ) O 38,325 ) O
Total assets $2,792,770 $123,476 $2,652,624  $124,900

(1) Tax exempt income was converted to a fully taxable equivalent basis at a 35 percent tax rate for 2011 and 2010.
The tax equivalent rate for tax exempt loans and tax exempt securities acquired after January 1, 1983 included
the TEFRA adjustment applicable to nondeductible interest expenses.

(2) Loan fees, which are immaterial in relation to total taxable loan interest income for the years ended December
31, 2011 and 2010, are included as taxable loan interest income.

(3) Nonaccrual loans are included in the average balance of taxable loans.
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DISTRIBUTION OF ASSETS, LIABILITIES AND STOCKHOLDERS' EQUITY;
INTEREST RATES AND INTEREST DIFFERENTIAL (Cont.)

(in thousands of dollars)

2012
Average Interest
Balance Expense
LIABILITIES AND
STOCKHOLDERS'
EQUITY
Interest bearing liabilities:
Savings deposits $195,666 $697
Interest bearing checking
accounts 1,002,418 9,012
Time deposits:
In denominations under
$100,000 389,894 6,885
In denominations over
$100,000 563,116 8,073
Miscellaneous short-term
borrowings 119,314 441
Long-term borrowings and
subordinated debentures (1) 45,967 1,590

Total interest bearing liabilities 2,316,375 26,698

Noninterest bearing liabilities
and stockholders' equity:

Demand deposits 354,101 0
Other liabilities 17,897 0
Stockholders' equity 287,866 0
Total liabilities and
stockholders'
equity $2,976,239 $26,698

Net interest differential - yield
on
average daily earning assets $89,277

(1)

Yield

0.36

0.90

1.77

1.43

0.37

3.46

1.15

3.28

2011
Average
Balance

% $168,470

879,295

356,286

611,389

145,306

45,968

% 2,206,714

310,524

15,197

260,335

$2,792,770

%

Interest
Expense Yield
$930 0.55
10,569 1.20
6,960 1.95
9,276 1.52
612 0.42
1,465 3.19
29,812 1.35
0
0
0
$29,812

$93,664 3.54

%

%

%

35



19

Edgar Filing: LAKELAND FINANCIAL CORP - Form 10-K

Long-term borrowings and subordinated debentures interest expense was reduced by interest capitalized on
construction in process for 2011.
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DISTRIBUTION OF ASSETS, LIABILITIES AND STOCKHOLDERS' EQUITY;
INTEREST RATES AND INTEREST DIFFERENTIAL (Cont.)

2011
Average
Balance
LIABILITIES AND
STOCKHOLDERS'
EQUITY
Interest bearing liabilities:
Savings deposits $168,470
Interest bearing checking
accounts 879,295
Time deposits:
In denominations under
$100,000 356,286
In denominations over
$100,000 611,389
Miscellaneous short-term
borrowings 145,306
Long-term borrowings and
subordinated debentures (1) 45,968
Total interest bearing liabilities 2,206,714
Noninterest bearing liabilities
and stockholders' equity:
Demand deposits 310,524
Other liabilities 15,197
Stockholders' equity 260,335

Total liabilities and
stockholders'
equity

Net interest differential - yield
on
average daily earning assets

Interest
Expense

$930

10,569

6,960

9,276

612

1,465

29,812

0
0

0

$2,792,770  $29,812

$93,664

(in thousands of dollars)

Yield

0.55

1.20

1.95

1.52

0.42

3.19

1.35

%

%

2010
Average Interest
Balance Expense Yield
$121,844 $816 0.67 %
709,002 8,576 1.21
322,479 7,283 2.26
712,859 11,332 1.59
171,500 727 0.42
69,667 2,138 3.07
2,107,351 30,872 1.46 %
266,424 0
15,988 0
262,861 0

$2,652,624 $30,872
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