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>>momentum 

President's Message 
R. Richard Bastian, 111 
President & Chief Executive Officer 

Dear Shareholders, Customers, and Friends, 

Excluding the gain on the sale o f  our Ogle County branches in the 
4th quarter of 2004, our 2005 net income was up 26% and our 
earnings per share were up 40% over the previous year. By any 
measure, we call that momentum. 

Momentum in Earnings 
Net income in 2005 was $1,956,000 or $0.84 per diluted share. 
Although down from the $2,657,000 or $1.03 per diluted share in 
2004, the 2004 results include a one-time after tax  gain of 
$1,100,000 on the sale o f  our Ogle County branches, which added 
$0.43 to earnings per share. We were able to maintain our margin 
in spite of the additional interest expense associated with our 
stock buy-back and the loss of core deposits from the branch sale. 
Non-interest income was very strong in 2005 bolstered by solid 
service charge and fee income and revenue from the sale o f  mort- 
gage loans. 

Momentum in Controlling Expenses and Credit Losses 
We have recognized that improved performance is directly tied to 
our ability to control expenses and losses. For 2005, operating 
expenses fel l  4% to $13,963,000 reflecting the benefits of the 
branch sale, the savings from other discontinued operations and 
an organization-wide focus on improving operating efficiencies. 
A formal and extensive review of front and back office operations 
in 2005 has led to process and staffing changes that will allow us 
to reduce expenses and improve customer service on an ongoing 
basis. 

We have been able to reduce our non-performing loans to total 
loan ratio from .77% a t  year-end 2004 to .48% a t  the end of 
2005. Charge-offs, net o f  recoveries, were $120,000 for a l l  o f  
2005 compared to $1,523,000 in 2004. This allowed us, in spite 
of  loan growth, t o  reduce the provision for loan losses by 
$11 3,000. 
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Momentum in Niche Markets 
We are committed to differentiation as anol,,er key element in 
our success. Since launching Health Savings Accounts in 2004, we 
continue to  see this line of  business grow. We have clients in 33 
states, and have received the endorsement of  three major health 
groups and expect more to come. Our unique approach has 
earned us accolades in national publications and recognition as 
the HSA 'provider o f  choice' in the Rock River Valley. 

We are also seeing explosive growth in our immigrant banking ini- 
tiative as a result of our distinct bi-cultural approach to offering 
banking, credit and remittance products that serve the needs of  a 
rapidly growing segment of  the population and our nation's econ- 
omy. Our efforts have led to several alliances with organizations 
serving the immigrant community and recognition as the 
"Business of  the Year" by ALERTA, an Hispanic service organization 
in Boone County. 

Momentum in  People 
We continue to build an organization with extraordinary commit- 
ment and skill. People do make the difference, and Blackhawk is 
able to attract some of the best talent in the business. We are 
providing our existing s t a f f  with opportunities for growth and 
adva ncemen t. 

Our Board of Directors, management team and Blackhawk associ- 

ates have done an extraordinary job of  pulling the organization 

through enormous challenge and change. To them we owe a debt 

o f  gratitude, and to our customers and friends we extend our 

thanks for your continued loyalty and support. 
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>>momentum through Engaged Leadership 

R. Richard Bastian, Ill 
Presidcnt & Chief Executive Officer 

Blackhawk Bank 

Roger G. Bryden 
President 

Bryden Motors, Inc. 

Stephen P. Carter 
Consultant 

Woods Equipment Co. 

John B. Clark 
Retired Senior Vice 

President 
Wachovia Securities, Inc. 

Prudence A. Harker 
President 

Lifecircle, LLC 
CFP'", ChFC, CLU 

Charles Hart  
Director 

Hart, Kruse, & Bnutelle, Inc. 
Salesperson, Tricnr, Inc. 

Kenneth A. Hendricks 
Chairman 

& Chief Executive Officer 
ABC Supply Co., Inc. 

Charles J. Howard 
Chairman 

& Chief Executive Officer 
William Charles, Ltd. 

Marco T. Lenis 
President 

Vocational 
Rehabilitation 

Management, Inc. 

George D. 
Merchant 

R e t  i red B usi n essma n 

James D. M e t z  
Assistant Super i n tend e n t 

o f  Operations 
Belvidere School District 100 

Merr i t t  J. M o t t  
Chicf Executive Officer 

Rockford Sanitary 
Systems, Inc. 

Stephen R. Thomas 
Ownerloperator 

Poplar Grove Airport 
& Emery Air, Inc. 
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>>momentum through Community Service Blackhawk 
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Blackhawk Bank Awarded for Developing 
Financial Literacy, Improving Quality o f  Life 
The Board o f  Directors o f  ALERTA announced recently that Blackhawk 
Bank has received the 2005-2006 Business Recognition Award for 
Service to  the Hispanic Community. Awards are presented annually t o  
organizations and businesses that have responded to  the needs o f  the 
Hispanic community in Winnebago and Boone Counties. 

In 2003, Blackhawk Bank organized its Immigrant Banking Initiative to  
provide a trustworthy support system for the largely un-banked 
Hispanic population living in  northern Illinois and southern Wisconsin. 
The focus o f  the initiative is t o  provide financial services that meet the 
needs o f  the bank's customers in a safe and sound manner while sup- 
porting activities that improve the quality o f  life for all residents o f  
the communities Blackhawk serves. 

In the short t ime since the inception o f  Immigrant Banking, 
Blackhawk has become an invaluable resource o f  financial education 
and advocacy for Latinos living, working and owning businesses in the 
Rock River Valley. Blackhawk hired bi-lingual bankers and developed 

marketing materials in Spanish to  overcome language barriers. The 
bank provides an affordable, safe means for clients to transmit money 
to  family members in Mexico, alleviating exorbitant wire-transfer fees 
charged by non-bank currency exchanges. 

Visits t o  the area by the Mexican Consulate are sponsored annually by 
Blackhawk, where guests are able to  validate their identity, open bank 
accounts and, in  turn, establish tax-paying responsibilities. 
Blackhawk's ongoing community outreach includes hosting English 
classes at its banking center a t  121 E. Locust Street in Belvidere, and 
conducting financial literacy classes and first-time home buyer's edu- 
cation in the southern Wisconsin and northern Illinois markets the 
bank serves. 

In addition to  services available a t  i t s  offices, Blackhawk Bank has an 
informational office located a t  El Rio Hispanic Market in Beloit, a local 
hub o f  commerce and community activity. 

>>momentum through Client Service 

"Blackhawk delivers highly customized service." 
As we were forming our new company in 2001, my colleague and I chose Blackhawk 
Bank for our financial partner because we wanted a local bank, staffed with people that 
deliver highly customized service. We knew that larger banks sometimes have diff iculty 
providing the level o f  personal involvement we sought. 

Blackhawk's business bankers worked with us from the onset o f  our start-up - first by 
listening t o  our business plans, and then by helping put a financial package together in 
cooperation with the Northern Illinois Development Corporation. 

Blackhawk considered more than just the 'numbers'; they looked deeper into who we 
were as business people. They were willing to  invest in us because they believed we were 
reliable people with a sound business plan. 

Blackhawk has supported us through everything we've asked for, enabling us to  manage 
our rapid growth. Today, we're a $5 million dollar per year business growing a t  a rate o f  
30% annually. Our business banker, Todd Larson, is always available t o  talk to  about our 
future plans; he understands our goals. He provides personal attention, the financial 
resources we need, and even offers the expertise o f  the bank's key people in other fields, 
such as Human Resources. 

The bank's president, Rick Bastian, should be proud o f  the workforce at  Blackhawk. 
They've all been top notch, and we've been very satisfied. 

Dennis Schreier 
Bear Linear 
6593 Revlon Drive 
Belvidere, IL 
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> > m 0 m e n t u m through Client Service 

"You made our e n t r y  into 
absolute ly  pain less." 
Ms. Terri Burdick 
Senior Vice President 
Blackhawk Bank 

Dear Terri: 

A year has passed sincc the Village o f  Machesney 
Park engaged the bcnefits o f  Health Savings 
Accounts coupled with a High Deductible Health 
Plan. I'm extremely pleased to  say that our rela- 
tionship with Blackhawk Bank has gotten nothing 
but  better! Everything associated with this process 
continues to  work perfectly including enrollment, 
employer contributions, debit-card access to  funds 
and online information about our HSA accounts. 

Throughout our association with Blackhawk, I've 
not received a single complaint; in fact, on occasion 
when we've erred, Blackhawk straightened things 
out immediately. I wish all our banking partners 
were as good, and as easy t o  work with, as 
Blackhawk is. 

HSAs 

I would also like to thank you personally for sharing 
your Human Resource expertise with the Illinois 
Municipal Treasurers Association. Your dynamic 
presentations on such Human Resource topics as 
Em ployee Benef i t Dcsig n and Com m u n ica t i ng w i t h  
Employees received the highest marks from the 
group; they want you to  come back frequently to  be 
part o f  their continuing education curriculum. 

Thanks to  Blackhawk's HSA consultants for sharing 
their expertise for the benefit o f  our employees, 
and t o  you for sharing your expertise for the bene- 
fit o f  the Illinois Municipal Treasurers. 

Sincerely, 

All o f  us a t  The Village o f  Machesney Park appreci- 
ate your in-depth knowledge o f  HSAs - you made 
our entry into Health Savings Accounts absolutely 
painless. Our employees are pleased to  exercise 
more control over their cost of health care services 
and have voiced enthusiastic support for continuing 
HSAs into the new policy year. 

Bob Mullins 
Director o f  Administration & Finance, 
Village o f  Machesney Park, Illinois 
1st Vice President, 
Illinois Municipal Treasurers Association 

She Rates Blackhawk 
"Off-the-Charts!" 
"I came to  Blackhawk about a year ago from a large 
regional bank, In a short time, I became a 'raving 
fan: Everywhere I go, I tell others how much I love 
Blackhawk for their exceptional people and service. 

While purchasing my new condominium, my 
Mortgage Loan Officer provided service I rated as 
'off-the-charts: My questions were addressed 
thoroughly and professionally - she provided 
prompt, reliable service every step of thc way. 
Also during that time, other Blackhawk Personal 
Bankers helped me establish accounts that are per- 
fect for my unique circumstances. 

I participate in everything that Blackhawk offers 
that I can fit into my schedule - Symposiums, 

's Service 

Premiere Plus Club events and the bank's 
Adventure Trips, Blackhawk offers everything I 
need, and because o f  the great people there, my 
relationship with them is truly enjoyable! I was 
even invited to  go on a Chicago bus trip that had 
been arranqed for Blackhawk employees - I had a 
ball! 

With Blackhawk, I feel completely a t  home. I love 
this Bank! And the coffee's great, too!" 

Terry L. Rudeen A 
Mortgage, Checking, Money Market A 

A & Premiere Plus Client 
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ConsoI idated Balance Sheets 
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Consolidated Statements o f  Income 

8 Blackhawk Bancorp, Inc. & Subsidiaries 



Balance, December 31, 2004 
I Comprehensive income: 

~ Net income 

I Change in  net unrealized gains on 
available-for-sale securities, net o f  
reclassification adjustment and tax effect 

Change in fair value o f  derivitives 

used for cash f low hedges 
Total comprehensive income 
Cash dividends paid - $0.36 per share 

Retirement o f  327,222 shares o f  common stock 

Sale o f  14,733 shares o f  stock for the 
exercise o f  stock options, including tax effect 

I 

I 
~ Balance, December 31, 2005 
1 

Bancorp, lnc. 

Consolidated Statements o f  Changes in Stockholders' Equity 
Years Ended December 31, 2005 and 2004 (Amounts in thousands, except for share and per shore data) 

~~ 

Retained 
Earnings 

Accumulated 
Other 

Comprehensive 
Income (Loss) 

Common 
Stock Total Surplus 

$25 $8.81 8 $1 6,092 $828 $25,763 Balance, December 31, 2003 

Comprehensive income: 

Net income 
Change in net unrealized gains on 

available-for-sale securities, net o f  
reclassification adjustment and 

tax effect 
Change in  net unrealized gains on 

interest rate SWAP contract 

Total comprehensive income 

2,657 

(239) 

4 

2,422 

(910) 

58 

Cash dividends paid - $0.36 per share 
Sale o f  5,900 shares o f  stock for the 

exercise o f  stock options 

$25 $8.876 $1 7,839 $593 $27,333 

$22 $9,049 $14,013 $22,247 
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>>momentum 
Net Interest Income and Marqin Analysis 

lnterest Earning Assets: 

I nterest-bearing deposits in  banks 

Federal funds sold & securities 

purchased under agreements t o  

resell 
I nvcst men t secu r i ties: 

Taxable investment securities 

Tax-exempt investment securities 
Total investment securities 

Loans 

Total Earning Assets 
Allowance for loan losses 

Cash and due from banks 
Other assets 

Total assets 

Interest Bearing Liabilities: 

Interest 
Savings 

bearing checking accounts 

and money market deposits 
Time deposits 
Total interest bearing deposits 
Short-term borrowings 

Subordinated debentures 
Long-term borrowings 

Total Interest-Bearing Liabil it ies 

Interest Rate Spread 

Noninterest checking accounts 
Other liabilities 

Total liabilities 
Stock ho Iders’ eq u i t y  

Total Liabil it ies and 

Stockholders‘ Equity 

Net  Interest Income/Margin 

“Yields on a tax-equivalent basis 

1, 2004 
Average 

RateQ 

2.46O10 

1.76Vo 

3.80°/o 

5.7 6010 

4.25OIo 

5.9 8010 

5.27% 

0.5 3 Of0 

0.83010 
2.65% 
1.72% 
1.42°/o 
5.79% 

3.9 8 OIo 

2.1 7% 

3.10~1, 

3.3 3% 
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> > m o m e n t u m in Earnings 

Todd James, Executive Vice President & CfO 

The Company's net income for 2005 was 
$1,956,000, or $0.84 per diluted share. While 
this represents a $701,000, or 26% decrease 
compared to  the $2,657,000 earned in 2004, 
core earnings from operations continues t o  
improve. The 2004 results include a 
$1,100,000 after-tax gain from the sale o f  
the Bank's Ogle County branches in Rochelle 
and Oregon, Illinois. Excluding this extraordi- 
nary gain the Company's net income 
increased 26%, and the earnings per share 
increased 400/0. The sale o f  these branches 
strengthens our focus on our primary markets 
along the 1-90 corridor from Belvidere, Illinois 
t o  Beloit, Wisconsin. The one-time gain from 
the sale o f  the branches also supplied some of 
the capital needed t o  repurchase 327,222 
shares o f  the company's common stock and 
reduce the number o f  shareholders o f  record 
to  less than 300. This reduction in  the num- 
ber o f  shareholders eliminated the Company's 
obligation t o  comply with the increasingly 
onerous and expensive reporting require- 
ments being imposed on SEC registered com- 
panies. Both the branch sale and stock buy- 
back transaction are expected to  provide long 
term benefits t o  the Company, primarily by 
reducing future operating costs. However, 
the completion o f  these transactions required 
the use o f  resources that would otherwise 
generate net interest margin and other 
income. The following paragraphs discuss the 
Company's 2005 financial performance in a 
l itt le more detail, including the impact of 
branch sales and stock repurchase. 

As reflected in the Net Interest Income and 
Margin Analysis table on page 10, the 
Company's net interest income for 2005 was 
$1 2,074,000, a $54,000 decrease compared to  
2004. The net interest margin was substan- 
tially flat, decreasing 1 basis point t o  3.32% 
compared to  3.33% in 2004. Management is 
pleased to  have maintained the net interest 
margin despite the impact o f  the branch sales 
and the stock repurchase, both of  which 
increased the cost o f  funding the Company's 
earning assets. Approximately $35,000,000 
o f  deposits were included with the branch 
sale early in the fourth quarter 2004. These 
deposits were replaced with borrowings and 
brokered deposits a t  a weighted average 
interest rate that was 1.33 percentage points 

I 
~ 

~ 

~ 

i 

iigher than the weighted average rate being 
laid on the deposits sold, decreasing net 
nterest income by approximately $365,000 
o r  2005 compared t o  2004. In addition, the 
Iompany repurchased 327,222 shares of  i t s  
iommon stock in March, 2005 at  a cost of 
94,990,000. While $1,100,000 o f  the pro- 
ieeds for the stock repurchase was funded 
Nith capital created by the branch sale, the 
,emainder was funded by issuing subordinat- 
td debentures. The interest rate on the 
lebentures issued is 6.57% resulting in  
$201,000 o f  additional interest expense in 
2005 compared t o  the prior year. 

Average total interest earning assets 
jecreased by $6,258,000 to  $414,627,000 for 
2005 compared to  2004. This includes a 
$12,509,000, or 8.9% decrease in  average 
total investments, offset by a $7,062,000, or 
3.00/0 increase in average total loans. The 
yield on average total assets increased 43 
basis points t o  5.70% compared to  5.27% in 
2004. The increase in earning asset yield 
reflects actions taken by the Federal Reserve 
Bank Board to  increase short-term rates, and 
the shift o f  assets from investments to  loans. 

Average total interest-bearing deposits 
decreased $14,246,000, or 5.6%, to  
$242,006,000 for 2005 compared t o  
$256,252,000 the year before. This decrease 
i n  interest-bearing deposits reflects the 
replacement o f  $11,000,000 o f  the deposits 
included in the Ogle County branch sale with 
short-term borrowings, which also partially 
accounts for the $12,233,000 increase in 
average short-term borrowings. The average 
rate paid on interest-bearing liabilitie! 
increased 49 basis points in 2005 to  2.66% 
compared t o  2.17% the year before. Thir 
increase was also the result o f  the Federa, 
Reserve Bank Board increasing short-terrr 
interest rates and the higher cost of the bro- 
kered deposits and borrowings obtained t c  
replace deposits sold with the branches. 

The provision for loan losses for 2005 wa! 
$301,000, a $113,000 decrease compared t c  
the 2004 provision o f  $414,000. Charge-offs 
net o f  recoveries, for 2005 were $12O,OOC 
compared to  $1,523,000 the year before 
Improving credit quality has continued to  bt 

Bancorp, lnc. 

m e  o f  our highest priorities. The ratio o f  
ion-performing loans to  total loans has been 
reduced to  .48% at  December 31, 2005 com- 
aared to  .77% a year earlier. The ratio o f  the 
allowance for loan losses to  nonperforming 
loans increased to 194O/o at December 31, 2005 
compared to 1270/0 at  December 31, 2004. 

Non-interest income decreased $1,584,000 
to $4,789,000 for  2005 compared t o  
$6,373,000 in 2004. Excluding the 
$1,817,000 pre-tax gain on the sale o f  the 
branches, non-interest income increased 
$233,000. Service charges on deposits, the 
Company's largest source o f  non-interest 
income, decreased $24,000 compared t o  
2004 to  $2,361,000. This decrease reflects a 
reduction o f  $115,000 due t o  the sale o f  the 
Ogle County branch deposits. 

Total operating expenses for 2005 
decreased by $568,000, or 4%, t o  
$13,963,000 compared to  $14,531,000 the 
year before. This reduction reflects the elimi- 
nation o f  approximately $600,000 of operat- 
ing expenses associated with the Ogle County 
branches that were sold. In addition, during 
2005 we performed an extensive review o f  
our front and back office operations and have 
begun implementing measures aimed at  fur- 
ther increasing efficiency and improving cus- 
tomer service. 
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Quarterly Financial Information 
(Amounts in thousands exsrnt iier shore dotul 

The Consolidated Balance Sheets, Consolidated Statements o f  Income and Consolidated Statements o f  Changes 
in Stockholders' Equity are presented as contained in the Company's 2005 audited Consolidated Financial 
Statements. The 2005 audited Consolidated Financial Statements are available upon wri t ten request to:  

Todd James 

Executive Vice President & Chief Financial Officer 
Blackhawk Bancorp, Inc. 
400 Broad Street 
Beloit, WI 53511 

Email: 
t j a  m e s a  black hawk ba n k.com 
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