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MACKINAC FINANCIAL CORPORATION

PART I FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

CONDENSED CONSOLIDATED BALANCE SHEETS

(Dollars in Thousands)

March 31, December 31, March 31,
2006 2005 2005
(Unaudited) (Unaudited)
ASSETS
Cash and due from banks $ 6,220 $ 4,833 $ 3,656
Federal funds sold 12,000 3,110 10,207
Cash and cash equivalents 18,220 7,943 13,863
Interest-bearing deposits in other financial institutions 853 1,025 14
Securities available for sale 34,140 34,210 52,298
Federal Home Loan Bank stock 4,855 4,855 4,805
Total loans 264,471 239,771 194,831
Allowance for loan losses (5,415) (6,108) (6,836)
Net loans 259,056 233,663 187,995
Premises and equipment 12,318 11,987 10,588
Other real estate held for sale 952 945 1,515
Other assets 4,197 4,094 4,138
Total assets $ 334,591 $ 298,722 $ 275,216
LIABILITIES AND SHAREHOLDERS' EQUITY
Liabilities:
Noninterest-bearing deposits $ 20,463 $ 19,684 $ 19,722
Interest-bearing deposits 247,491 212,948 185,517
Total deposits 267,954 232,632 205,239
Borrowings 36,417 36,417 38,135
Other liabilities 3,047 3,085 2,988
Total liabilities 307,418 272,134 246,362
Shareholders' equity:
Preferred stock - No par value:
Authorized -500,000 shares, no shares outstanding - - -
Common stock - No par value:
Authorized - 18,000,000 shares
Issued and outstanding - 3,428,695 42,489 42,412 42,335
Accumulated deficit (14,961) (15,461) (13,338)
Accumulated other comprehensive loss (355) (363) (143)
Total shareholders' equity 27,173 26,588 28,854
Total liabilities and shareholders' equity $ 334,591 $ 298,722 $ 275,216

See accompanying notes to condensed consolidated financial statements.



MACKINAC FINANCIAL CORPORATION

(Dollars in Thousands, Except per Share Data)
(Unaudited)

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

Interest income:

Interest and fees on loans:
Taxable
Tax-exempt

Interest on securities:
Taxable
Tax-exempt

Other interest income
Total interest income

Interest expense:
Deposits
Borrowings
Total interest expense

Net interest income
Provision for loan losses
Net interest income after provision for loan losses

Other income:
Service fees
Loan and lease fees
Net security losses
Net gains on sales of loans
Gain on sale of property and equipment
Other
Total other income

Other expense:
Salaries and employee benefits
Occupancy
Furniture and equipment
Data processing
Accounting, legal and consulting fees
Loan and deposit
Telephone
Advertising
Penalty on prepayment of FHLB borrowings
Other
Total other expense

Income (loss) before provision for income taxes
Provision for income taxes

Net income (loss)

Income (loss) per common share:
Basic

Diluted

Three Months Ended

March 31,
2006 2005

$ 4,499 $ 3,059
194 242

273 462

41 42

168 183

5,175 3,988

2,080 1,130

416 653

2,496 1,783

2,679 2,205

(600) -

3,279 2,205

111 161

17 7

- €D

40 -

- 2

48 15

216 184

1,594 1,504

317 226

156 159

154 246

200 318

129 293

49 60

70 139

- 4,320

328 365

2,997 7,630

498 (5,241)

$ 498 $  (5,241)
$ .15 $ (1.53)
$ .15 $ (1.53)

See accompanying notes to condensed consolidated financial statements.



MACKINAC FINANCIAL CORPORATION
CONDENSED CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS’ EQUITY
(Dollars in Thousands)
(Unaudited)

Three Months Ended

March 31,
2006 2005

Balance, beginning of period $ 26,588 $ 34,730

Stock option compensation 79 -

Net income (loss) for period 498 (5,241)
Net unrealized gain (loss) on securities

available for sale 8 (635)

Total comprehensive income (loss) 506 (5,876)

Balance, end of period $ 27,173 $ 28,854

See accompanying notes to condensed consolidated financial statements.



MACKINAC FINANCIAL CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollars in Thousands)
(Unaudited)

Cash Flows From Operating Activities:
Net income (loss)
Adjustments to reconcile net income (loss) to
net cash provided by (used in) operating activities:

Depreciation and amortization
FHLB stock dividend
(Gain) loss on sale of assets
Change in other assets
Change in other liabilities

Net cash provided by (used in) Operating activities

Cash Flows From Investing Activities:
Net decrease in interest-bearing deposits in other financial institutions
Payment for purchases of securities available for sale
Proceeds from sale of securities available for sale
Proceeds from calls and maturities of securities available for sale
Net (increase) decrease in loans
Capital expenditures
Proceeds from sale of premises, equipment and other real estate
Purchase of minority interest in subsidiary of mBank

Net cash provided (used in) by Investing activities

Cash Flows From Financing Activities:
Net increase (decrease) in deposits
Proceeds from issuance of debt
Principal payments on borrowings

Net cash provided by (used in) Financing activities

Net Increase (Decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents at Beginning of Period

Cash and Cash Equivalents at End of Period

Supplemental Cash Flow Information:

Cash Paid During the Period for:

Interest
Income taxes

Noncash Investing and Financing Activities:

Transfers of Foreclosures from Loans to Other Real Estate Held for Sale

Three Months Ended

March 31,
2006 2005
$ 498 $ (5,241)
243 248
- (51)
- 4
(134) 1,551
(38) (1,090)
569 (4,587)
172 18,521
- (16,009)
- 18,674
70 1,447
(25,400) 8,840
(535) -
- 214
79
(25,614) 31,687
35,322 (10,411)
- 1,651
- (48,555)
35,322 (57,315)
10,277 (30,215)
7,943 44,078
$ 18,220 $ 13,863
$ 2,382 $ 1,896
7 31

See accompanying notes to condensed consolidated financial statements.



MACKINAC FINANCIAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation

The unaudited condensed consolidated financial statements of Mackinac Financial Corporation (the
“Corporation”) have been prepared in accordance with generally accepted accounting principles for interim
financial information and the instructions to Form 10-Q and Rule 10-01 of Regulation S-X. Accordingly, they
do not include all of the information and footnotes required by generally accepted accounting principles for
complete financial statements. In the opinion of management, all adjustments (consisting of normal recurring
accruals) considered necessary for a fair presentation have been included. Operating results for the three-month
period ended March 31, 2006 are not necessarily indicative of the results that may be expected for the year
ending December 31, 2006. The unaudited consolidated financial statements and footnotes thereto should be
read in conjunction with the audited consolidated financial statements and footnotes thereto included in the
Corporation’s Annual Report on Form 10-K for the year ended December 31, 2005.

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial statements, and the reported amounts of
revenue and expenses during the period. Actual results could differ from those estimates.

In order to properly reflect some categories of other income and other expenses, reclassifications of expense
and income items have been made to prior period numbers. The “net” other income and other expenses was not
changed due to these reclassifications.

Allowance for Loan Losses

The allowance for loan losses includes specific allowances related to commercial loans, which have been
judged to be impaired. A loan is impaired when, based on current information, it is probable that the
Corporation will not collect all amounts due in accordance with the contractual terms of the loan agreement.
These specific allowances are based on discounted cash flows of expected future payments using the loan’s
initial effective interest rate or the fair value of the collateral if the loan is collateral dependent.

The Corporation continues to maintain a general allowance for loan losses for loans not considered impaired.
The allowance for loan losses is maintained at a level which management believes is adequate to provide for
possible loan losses. Management periodically evaluates the adequacy of the allowance using the
Corporation’s past loan loss experience, known and inherent risks in the portfolio, composition of the portfolio,
current economic conditions, and other factors. The allowance does not include the effects of expected losses
related to future events or future changes in economic conditions. This evaluation is inherently subjective since
it requires material estimates that may be susceptible to significant change. Loans are charged against the
allowance for loan losses when management believes the collectibility of the principal is unlikely. In addition,
various regulatory agencies periodically review the allowance for loan losses. These agencies may require
additions to the allowance for loan losses based on their judgments of collectibility.

In management’s opinion, the allowance for loan losses is adequate to cover probable losses relating to
specifically identified loans, as well as probable losses inherent in the balance of the loan portfolio as of the
balance sheet date.

Stock Option Plans

The Corporation sponsors three stock option plans. One plan was approved during 2000 and applies to officers,
employees, and nonemployee directors. This plan was amended as a part of the December 2004 stock offering
and recapitalization. The amendment, approved by shareholders, increased the shares available under this plan
by 428,587 shares from the original 25,000 (adjusted for the 1:20 split), to a total authorized share balance of
453,587. The other two plans, one for officers and employees and the other for nonemployee directors, were
approved in 1997. A total of 30,000 shares (adjusted for the 1:20 split), were made available for grant under




MACKINAC FINANCIAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

these plans. Options under all of the plans are granted at the discretion of a committee of the Corporation’s
Board of Directors. Options to purchase shares of the Corporation’s stock are granted at a price equal to the
market price of the stock at the date of grant. The committee determines the vesting of the options when they
are granted as established under the plan.

The Corporation adopted SFAS No. 123 (Revised) “Share Based Payments” in the first quarter of 2006. This
Statement supersedes APB Opinion No. 25 “Accounting for Stock Issued to Employees” and its related
implementation guidance. Under Opinion No. 25, issuing stock options to employees generally resulted in
recognition of no compensation cost. This adoption resulted in the recognition of after tax compensation
expense in the amount of $79,000 for the three months ended March 31, 2006. The expense recorded
recognizes the current period vesting of options outstanding. The first quarter 2005 after tax compensation
expense, using this same accounting treatment would have amounted to $19,000. The per share impact of this
accounting change was negligible for 2006.

RECENT ACCOUNTING PRONOUNCEMENT

The Corporation adopted SFAS No. 123 (Revised) “Share Based Payments” in the first quarter of 2006. The
Corporation does not expect a material impact on the results of operations for 2006 as a result of this change,
with $79,000 reported as expense in the first quarter.

EARNINGS (LOSS) PER SHARE

Earnings (loss) per share are based upon the weighted average number of shares outstanding.

The following shows the computation of basic and diluted earnings (loss) per share for the three months ended
March 31, 2006 and 2005 (dollars in thousands, except per share data):

Additional shares issued as a result of option exercises would not be dilutive in either three month period.

Three Months Ended

March 31,
2006 2005
Basic loss per common share:
Net income (loss) $ 498 $ (5241
Weighted average common shares outstanding 3,428,695 3,428,695
Basic income (loss) per common share $ 15 $ (1.53)
Diluted income (loss) per common share:
Net loss $ 498 $ (5241
Weighted average common shares outstanding
for basic income per common share 3,428,695 3,428,695
Add: Dilutive effect of assumed exercise of stock options - -
Average shares and dilutive potential common shares 3,428,695 3,428,695
Diluted income (loss) per common share $ 15 $ (1.53)




MACKINAC FINANCIAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

INVESTMENT SECURITIES

The amortized cost and estimated fair value of investment securities available for sale as of March 31, 2006,
December 31, 2005, and March 31, 2005 are as follows (dollars in thousands):

March 31, 2006 December 31, 2005 March 31, 2005

Amortized Estimated Amortized Estimated Amortized Estimated

Cost Fair Value Cost Fair Value Cost Fair Value

US Agencies $ 30,971 $ 30,338 $ 30,980 $ 30,354 $ 34,998 $ 34,466
Obligations of states and political

subdivisions 3,524 3,802 3,593 3,856 3,710 4,004

Corporate securities - - - - 668 675

Mortgage-related securities - - - - 13,065 13,153

Total securities available for sale $ 34,495 $ 34,140 $ 34,573 $ 34,210 $ 52,441 $ 52,298

The amortized cost and estimated fair value of investment securities pledged to secure FHLB borrowings and
customer relationships were $24.519 million and $23.990 million respectively at March 31, 2006.

LOANS

The composition of loans at March 31, 2006, December 31, 2005, and March 31, 2005 is as follows (dollars in
thousands):

March 31, December 31, March 31,
2006 2005 2005

Commercial real estate $ 134,089 $ 118,637 $ 100,911
Commercial, financial and agricultural 56,958 56,686 43,632
One to four family residential real estate 50,119 44,660 45,425
Consumer 2,300 2,285 2,277
Construction 21,005 17,503 2,586
Total loans $ 264,471 $ 239,771 $ 194,831

LOANS — Allowance for loan losses

An analysis of the allowance for loan losses for the three months ended March 31, 2006, the year ended
December 31, 2005, and the three months ended March 31, 2005 is as follows (dollars in thousands):

March 31, December 31, March 31,
2006 2005 2005
Balance at beginning of period $ 6,108 $ 6,966 3 6,966
Provision for loan losses (600) - -
Recoveries on loans 12 134 97
Loans charged off (105) (992) (227)
Balance at end of period $ 5,415 $ 6,108 $ 6,836




MACKINAC FINANCIAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

5. LOANS (Continued)

In the first quarter of 2006, net charge-off activity was minimal at $93,000, or .04% of average loans
outstanding compared to net charge-offs of $130,000, or .07% of average loans, in the first quarter of 2005. In
the first quarter of 2006 the Corporation reduced the allowance for loan losses by recording a negative provision
amounting to $600,000. This reduction in the reserve was made in recognition of the improved credit quality
existent in the loan portfolio and is discussed in more detail under “Management’s Discussion and Analysis.”

LOANS — Impaired loans

Nonperforming loans are those which are contractually past due 90 days or more as to interest or principal
payments, on nonaccrual status, or loans, the terms of which have been renegotiated to provide a reduction or
deferral on interest or principal. The interest income recorded and that which would have been recorded had
nonaccrual and renegotiated loans been current, or not troubled was not material to the consolidated financial
statements for the three months ended March 31, 2006 and 2005.

Information regarding impaired loans as of March 31, 2006, December 31, 2005, and March 31, 2005 is as
follows (dollars in thousands):

Valuation Reserve

March 31, December 31, March 31, March 31, December 31, March 31,
2006 2005 2005 2006 2005 2005
Balances, at period end
Impaired loans with specific valuation reserve $ - $ - $ 85 $ - % - 8 83
Impaired loans with no specific valuation reserve 114 2,187
Total impaired loans $ - 8 114 $ 2,272 $ - 3 -3 83
Impaired loans on nonaccrual basis $ -3 15 $ 2,272 $ - 8 -3 83
Impaired loans on accrual basis 99 - -
Total impaired loans $ - 8 114 $ 2,272 $ - 8 -3 83
Average investment in impaired loans $ 71 $ 1,922 $ 3,290
Interest income recognized during impairment 1 78 21
Interest income that would have been recognized
on an accrual basis - 134 55
Cash-basis interest income recognized - 76 21

The average investment in impaired loans was approximately $.071 million for the three-months ended March
31, 2006, $1.9 million for the year ended December 31, 2005, and $3.290 million for the three months ended
March 31, 2005, respectively. Impacting the impaired loan balances in 2005 was a sale of honperforming assets
in late December which included $1.0 million of nonaccrual loans.




MACKINAC FINANCIAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

LOANS (Continued)

LOANS — Related parties

The Bank, in the ordinary course of business, grants loans to the Corporation’s executive officers and directors,
including their families and firms in which they are principal owners.

Activity in such loans is summarized below (dollars in thousands):

March 31, December 31, March 31,
2006 2005 2005
Loans outstanding, beginning of period $ 578 $ 63 $ 63
New loans - 56 -
Net activity on revolving lines of credit 805 578 -
Repayment - (119) (1)
Change in related party interest (491) - -
Loans outstanding, end of period $ 892 $ 578 $ 52

There were no loans to related parties classified substandard at March 31, 2006, December 31, 2005, and March
31, 2005 respectively. In addition to the outstanding balances above, there were unused commitments to related
parties amounting to approximately $320,000.

BORROWINGS

Borrowings consist of the following at March 31, 2006, December 31, 2005, and March 31, 2005 (dollars in
thousands):

March 31, December 31, March 31,
2006 2005 2005
Federal Home Loan Bank advances at rates ranging from 4.35%
t0 5.16% maturing in 2010 and 2011 $ 35,000 $ 35,000 $ 35,000
Term loan credit, with a correspondent bank, Canadian prime
less 1/2% - - 1,651
Farmers Home Administration, fixed-rate note payable, maturing
August 24, 2024, interest payable at 1% 1,417 1,417 1,484
$ 36,417 $ 36417 $ 38,135

In the first quarter of 2005, the Corporation prepaid $48.555 million of the Federal Home Loan Bank (“FHLB”)
borrowings and incurred a prepayment penalty of $4.320 million. This early payoff of FHLB borrowings
reduced interest rate risk and better positions the Corporation for future match funding of loan growth.

The Federal Home Loan Bank borrowings are collateralized at March 31, 2006, by the following: a collateral
agreement on the Corporation’s one to four family residential real estate loans with a book value of
approximately $21.740 million; U.S. government agencies with an amortized cost and estimated fair value of
$24.519 million and $23.990 million, respectively; and Federal Home Loan Bank stock owned by the Bank
totaling $4.855 million. Prepayment of the remaining advances is subject to the provisions and conditions of




MACKINAC FINANCIAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

BORROWINGS (Continued)

the credit policy of the Federal Home Loan Bank of Indianapolis in effect as of March 31, 2006.

The U.S.D.A. Rural Development borrowing is collateralized by loans totaling $774,000 originated and held by
the Corporation’s wholly owned subsidiary, First Rural Relending and an assignment of a demand deposit

account in the amount of $785,000, and guaranteed by the Corporation.

STOCK OPTION PLANS

A summary of stock option transactions for the three months ended March 31, 2006 and 2005 and the year
ended December 31, 2005, is as follows: (Historical stock option information has been adjusted for the 1:20
reverse stock split which occurred in December, 2004).

March 31, December 31, March 31,
2006 2005 2005

Outstanding shares, at beginning of period 375,417 282,999 282,999
Granted during the period - 112,500 -
Expired during the period 1,500 20,082 -
Outstanding shares at end of period 373,917 375,417 282,999
Weighted average exercise price per share

at end of period $ 1260 $ 14.15 $ 3455
Shares available for grant, at end of period 90,988 89,488 138,899

There were no options granted in the first quarter of 2006 or 2005.

Following is a summary of the options outstanding and exercisable at March 31, 2006:

Weighted Average
Exercise Number Remaining Weighted Average
Price Range QOutstanding Exercisable Contractual Life-Years Exercise Price

$9.16 12,500 2,500 9.8 $ 9.16
$9.75 257,152 120,861 8.7 9.75
$11.50 40,000 8,000 9.5 11.50
$12.00 60,000 12,000 9.2 12.00
$156.00 - $240.00 3,545 3,545 5.0 186.75
$300.00 - $406.60 720 720 3.3 345.00
373,917 147,626 8.9 $ 12.60

8. CAPITAL

On December 16, 2004, the Corporation consummated a recapitalization through the issuance of $30 million of
common stock in a private placement. The net proceeds of this offering amounted to $26.2 million. This
recapitalization provided the funding to enable the Corporation to recapitalize the Bank with a $15.5 million
capital infusion. This capital infusion provided the Bank with enough capital to be deemed a “well capitalized”
institution by regulatory standards.

10.



MACKINAC FINANCIAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

9. COMMITMENTS, CONTINGENCIES, AND CREDIT RISK

Financial Instruments With Off-Balance-Sheet Risk

The Corporation is a party to financial instruments with off-balance-sheet risk in the normal course of business
to meet the financing needs of its customers. These financial instruments include commitments to extend credit
and standby letters of credit. Those instruments involve, to varying degrees, elements of credit risk in excess of
the amount recognized in the consolidated balance sheets.

The Corporation’s exposure to credit loss, in the event of nonperformance by the other party to the financial
instrument for commitments to extend credit and standby letters of credit, is represented by the contractual
amount of those instruments. The Corporation uses the same credit policies in making commitments and
conditional obligations as it does for on-balance-sheet instruments. These commitments are as follows (dollars
in thousands):

March 31, December 31, March 31,
2006 2005 2005

Commitments to extend credit:
Fixed rate $ 1,815 3 2,118 3 1,054
Variable rate 37,889 31,557 12,578
Standby letters of credit - Variable rate 9,290 10,493 11,338
Credit card commitments - Fixed rate 3,068 3,135 2,810
$ 52,062 $ 47,303 $ 27,780

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other termination
clauses and may require payment of a fee. Since many of the commitments are expected to expire without
being drawn upon, the total commitment amounts do not necessarily represent future cash requirements. The
Corporation evaluates each customer’s creditworthiness on a case-by-case basis. The amount of collateral
obtained, if deemed necessary by the Corporation upon extension of credit, is based on management’s credit
evaluation of the party. Collateral held varies, but may include accounts receivable, inventory, property, plant
and equipment, and income-producing commercial properties.

Standby letters of credit are conditional commitments issued by the Corporation to guarantee the performance
of a customer to a third party. Those guarantees are primarily issued to support public and private borrowing
arrangements. The credit risk involved in issuing letters of credit is essentially the same as that involved in
extending loan facilities to customers. The commitments are structured to allow for 100% collateralization on
all standby letters of credit.

Credit card commitments are commitments on credit cards issued by the Corporation’s subsidiary and serviced
by other companies. These commitments are unsecured.

Contingencies

In the normal course of business, the Corporation is involved in various legal proceedings. For expanded
discussion on the Corporation’s legal proceedings, see Part 11, Item 1, “Legal Proceedings” in this report.

Concentration of Credit Risk

The Bank grants commercial, residential, agricultural, and consumer loans throughout Michigan. The Bank’s
most prominent concentration in the loan portfolio relates to commercial loans to entities within the hospitality

11.



MACKINAC FINANCIAL CORPORATION
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

9. COMMITMENTS, CONTINGENCIES, AND CREDIT RISK (Continued)

and tourism industry. This concentration represents $38.045 million, or 19.91%, of the commercial loan
portfolio at March 31, 2006. The remainder of the commercial loan portfolio is diversified in such categories as
gaming, petroleum, forestry, and agriculture. Due to the diversity of the Bank’s locations, the ability of debtors
of residential and consumer loans to honor their obligations is not tied to any particular economic locality.

12.



MACKINAC FINANCIAL CORPORATION
ITEM 2. MANAGEMENT’S DISUCSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

FORWARD-LOOKING STATEMENTS

This report contains certain forward-looking statements within the meaning of Section 27A of the Securities Act of
1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. The Corporation intends
such forward-looking statements to be covered by the safe harbor provisions for forward-looking statements
contained in the Private Securities Litigation Reform Act of 1995 and is including this statement for purposes of
these safe harbor provisions. Forward-looking statements which are based on certain assumptions and describe
future plans, strategies, or expectations of the Corporation, are generally identifiable by use of the words “believe”,
“expect”, “intend”, “anticipate”, “estimate”, “project”, or similar expressions. The Corporation’s ability to predict
results or the actual effect of future plans or strategies is inherently uncertain. Factors that could cause actual results
to differ from the results in forward-looking statements include, but are not limited to:

e Impact of continued operating losses;

e Asset growth of the Corporation may be constrained in order to maintain regulatory defined “well
capitalized” equity to asset ratios;

e The highly regulated environment in which the Corporation operates could adversely affect its ability to
carry out its strategic plan due to restrictions on new products, funding opportunities or new market
entrances;

e General economic conditions, either nationally or in the state(s) in which the Corporation does business;

e Legislation or regulatory changes which affect the business in which the Corporation is engaged;

e Changes in the interest rate environment which increase or decrease interest rate margins;

e Changes in securities markets with respect to the market value of financial assets and the level of volatility
in certain markets such as foreign exchange;

e Significant increases in competition in the banking and financial services industry resulting from industry
consolidation, regulatory changes and other factors, as well as action taken by particular competitors;

e The ability of borrowers to repay loans;

e The effects on liquidity of unusual decreases in deposits;

e Changes in consumer spending, borrowing, and saving habits;

e Technological changes;

e Acquisitions and unanticipated occurrences which delay or reduce the expected benefits of acquisitions;

o Difficulties in hiring and retaining qualified management and banking personnel;

e The Corporation’s ability to increase market share and control expenses;

e The effect of compliance with legislation or regulatory changes;

e The effect of changes in accounting policies and practices;

e The costs and effects of existing and future litigation and of adverse outcomes in such litigation.

These risks and uncertainties should be considered in evaluating forward-looking statements. Further information
concerning the Corporation and its business, including additional factors that could materially affect the
Corporation’s financial results, is included in the Corporation’s filings with the Securities and Exchange
Commission.  All forward-looking statements contained in this report are based upon information presently
available and the Corporation assumes no obligation to update any forward-looking statements.
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The following discussion will cover results of operations, asset quality, financial position, liquidity, interest rate
sensitivity, and capital resources for the periods indicated. The information included in this discussion is intended to
assist readers in their analysis of, and should be read in conjunction with, the consolidated financial statements and
related notes and other supplemental information presented elsewhere in this report. This discussion should be read
in conjunction with the consolidated financial statements and footnotes contained in the Corporation’s Annual
Report and Form 10-K for the year-ended December 31, 2005. Throughout this discussion, the term “Bank” refers
to mBank, formerly known as North Country Bank and Trust, the principal banking subsidiary of the Corporation.

FINANCIAL OVERVIEW

Year-to-date consolidated net income was $.498 million through March 31, 2006, compared to net loss of $5.241
million for the same period in 2005. Basic income per share was $.15 for the three months ended March 31, 2006,
compared to a loss of $1.53 for the same period in 2005. The results of operations for the first quarter of 2006
include a $600,000 negative loan loss provision, which reduced the Corporation’s allowance for loan loss reserve in
recognition of improved credit quality. The first quarter of 2005 results include a penalty of $4.320 million on the
prepayment of $48.555 million of the FHLB borrowings. Excluding the provision and the prepayment penalty, the
net loss in the first quarter of 2006 amounted to $.102 million, compared to an adjusted loss of $.921 million for the
same period in 2005. Total assets increased $35.869 million from December 31, 2005, to March 31, 2006. The loan
portfolio increased $24.700 million in the first quarter of 2006, from December 31, 2005 balances of $239.771
million. Deposits totaled $267.954 million at March 31, 2006, an increase of $35.322 million from the $232.632
million at December 31, 2005.

FINANCIAL CONDITION

Cash and Cash Equivalents

Cash and cash equivalents increased $10.277 million in the first quarter of 2006. See further discussion of the
change in cash and cash equivalents in the Liquidity section.

Investment Securities

Auvailable-for-sale securities decreased $.070 million, or .20%, from December 31, 2005, to March 31, 2006, with
the balance on March 31, 2006, totaling $34.140 million. The decrease during the first quarter was due to a
combination of maturities, calls, and paydowns of securities. Investment securities are utilized in an effort to
manage interest rate risk and liquidity. As of March 31, 2006, investment securities with an estimated fair value of
$20.130 million were pledged.

Loans

Through the first quarter of 2006, loan balances increased by $24.700 million, or 10.3% from December 31, 2005
balances of $239.771 million. During the first quarter, the Bank experienced loan production of $30.1 million.
Enhancements to the loan approval process and exception reporting further provide for a more effective
management of risk in the loan portfolio. Management continues to actively manage the loan portfolio, seeking to
identify and resolve problem assets at an early stage. Management believes a properly positioned loan portfolio
provides the most attractive earning asset yield available to the Corporation and, with changes to the loan approval
process and exception reporting, management can effectively manage the risk in the loan portfolio. As shown in the
table below, all segments of the loan portfolio increased in the first quarter of 2006. Management intends to
continue loan growth within its markets for mortgage, consumer, and commercial loan products while concentrating
on loan quality, industry concentration issues, and competitive pricing.
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Following is a summary of the loan portfolio at March 31, 2006, December 31, 2005, and March 31, 2005 (dollars in
thousands):

March 31, Percent of December 31, Percent of March 31, Percent of
2006 Total 2005 Total 2005 Total

Commercial real estate $ 134,089 5070 % $ 118,637 4948 % $ 100,911 51.79 %
Commercial, financial, and agricultural 56,958 21.54 56,686 23.64 43,632 22.39
1-4 family residential real estate 50,119 18.95 44,660 18.63 45,425 23.32
Consumer 2,300 .87 2,285 .95 2,277 1.17
Construction 21,005 7.94 17,503 7.30 2,586 1.33
Total loans $ 264,471 100.00 % $ 239,771 100.00 % $ 194,831 100.00 %

Following is a table showing the significant industry types in the commercial loan portfolio as of March 31, 2006,
December 31, 2005, and March 31, 2005 (dollars in thousands):

March 31, 2006 December 31, 2005 March 31, 2005
Percent of Percent of Percent of Percent of Percent of Percent of
Outstanding ~ Commerical ~ Shareholders' Outstanding ~ Commercial ~ Shareholders' Outstanding ~ Commercial ~ Shareholders'
Balance Loans Equity Balance Loans Equity Balance Loans Equity
Hospitality and tourism $ 38,045 19.91 % 14001% $ 37,681 2149 % 14172 % $ 45390 31.40 % 157.31 %
Gaming 7,181 3.76 26.43 7,553 431 2841 12,618 8.73 43.73
Petroleum 6,664 3.49 2452 6,508 371 24.48 7,939 5.49 27.51
Forestry 5,332 2.79 19.62 5,370 3.06 20.20 5,486 3.80 19.01
Other 133,825 70.05 492.49 % 118,211 67.43 444.60 % 73,110 50.58 253.38 %
Total Commercial Loans $ 191,047 100.00 % $ 175,323 100.00 % $ 144,543 100.00 %

Management has made considerable progress in reducing concentrations of hospitality and tourism loans, which
reduced exposure to this economic segment and lowered overall loan portfolio risk. Management expects further
reductions in concentrations of hospitality and tourism loans through a combination of new loans in other industries
and paydowns and maturities of current portfolio loans in this sector.

Credit Quality

The allowance for loan losses is maintained by management at a level considered to be adequate to cover probable
losses related to specifically identified loans, as well as losses inherent in the balance of the loan portfolio. At
March 31, 2006, the allowance for loan losses was 2.05% of total loans outstanding compared to 2.55% at
December 31, 2005 and 3.51% at March 31, 2005.

Management analyzes the allowance for loan losses in detail on a monthly basis to determine whether the losses
inherent in the portfolio are properly reserved for. Net charge-offs amounted to $.093 million, .04% of average
loans outstanding, compared to $.130 million, .07% of average loans outstanding, for the three months ended March
31, 2006 and 2005, respectively. The Corporation, in recognition of the continued improvement in credit quality
which has occurred since 2004, reduced the reserve for loan loss by $600,000 in the first quarter of 2006. The
reduction of the reserve results in a current reserve balance that is more representative of the relevant risk inherent
within the Corporation’s loan portfolio. The current level of charge-offs is below historical levels and projected
charge-off activity, based upon current levels of nonperforming loans, is not expected to attain historical levels.
Additions or reductions to the reserve in future periods will be dependent upon a combination of future loan growth,
nonperforming loan balances and charge-off activity. There were no new significant problem loans or loan
downgrades identified during the first quarter of 2006.
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The table below shows period end balances of non-performing assets (dollars in thousands):

March 31, December 31, March 31,
2006 2005 2005
Nonperforming Assets:
Nonaccrual loans $ - $ 15 $ 2,272
Loans past due 90 days or more - 99 -
Restructured loans - - -
Total nonperforming loans - 114 2,272
Other real estate owned 952 945 1,515
Total nonperforming assets $ 952 $ 1,059 $ 3,787
Nonperforming loans as a % of loans - 0.05 % 1.17 %
Nonperforming assets as a % of assets 0.28 0.35 % 1.38 %
Reserve for Loan Losses:
At period end $ 5,415 $ 6,108 $ 6,836
As a % of loans 2.05 % 2.55 % 3.51 %
As a % of nonperforming loans N/A 5,357.89 % 300.88 %
As a % of nonaccrual loans N/A N/M % 300.88 %

Following is the allocation of the allowance for loan losses as of March 31, 2006, December 31, 2005, and March
31, 2005 (dollars in thousands):

March 31, December 31, March 31,

2006 2005 2005
Commercial, financial, and agricultural loans $ 1,279 $ 1,492 $ 1,423
One to four family residential real estate loans 43 17 97
Consumer loans - - -
Unallocated and general reserves 4,093 4,599 5,316
Totals $ 5415 $ 6,108 $ 6,836

The following ratios assist management in the determination of the Corporation’s credit quality:

March 31, December 31, March 31,
2006 2005 2005
Allowance to total loans 205 % 255 % 351 %
Average loans outstanding, for the quarters and year, respectively $ 250,735 $ 207,928 $ 199,703
Net charge-offs to average outstanding loans 0.04 % A1 % 07 %
Nonperforming loans to gross loans 0.00 % 05 % 117 %

Total nonperforming loans decreased $.114 million since December 31, 2005. During 2005, nonperforming loans
were reduced through a combination of loan sales, charge-offs, and external refinancing. Late in 2005, the Bank
sold $2.1 million of nonperforming assets, which included $1.0 million of nonperforming loans.

Management continues to address market issues impacting its loan customer base. In conjunction with the
Corporation’s senior lending staff and the bank regulatory examinations, management reviews the Corporation’s
loans, related collateral evaluations, and the overall lending process. The Corporation also utilizes a loan review
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consultant to perform a review of the loan portfolio. The opinion of this consultant upon completion of the
independent review provided findings similar to management on the overall adequacy of the reserve. The
Corporation has engaged this same consultant for loan review during 2006.

As part of the process of resolving problem credits, the Corporation may acquire ownership of collateral which
secured such credits. The Corporation carries this collateral in other real estate which is grouped with other assets
on the condensed consolidated balance sheet.

The following table represents the activity in other real estate for the periods indicated (dollars in thousands):

Three Months Ended Year Ended Three Months Ended
March 31, 2006 December 31, 2005 March 31, 2005
Balance at beginning of period $ 945 $ 1,730 $ 1,730
Other real estate transferred from loans due to foreclosure 7 632 31
Other real estate transferred to premises and equipment - (358) -
Other real estate sold/written down - (1,059) (246)
Balance at end of period $ 952 $ 945 $ 1,515

During the first three months of 2006, the Corporation received real estate in lieu of loan payments of $7,000. Other
real estate is initially valued at the lower of cost or the fair value less selling costs. After the initial receipt,
management periodically reevaluates the recorded balance. Any additional reduction in the fair value results in a
write-down of other real estate. Write-downs on other real estate may be recorded based on subsequent evaluations
of current realizable fair values.

Deposits

The Corporation had an increase in deposits in the first quarter of 2006. Total deposits increased by $35.322
million, or 15.18%, in the first quarter of 2006. This growth in deposits included $26.414 million of non-core
deposits, mostly brokered certificates of deposit. The Corporation continues to evaluate its deposit products and
pricing alternatives in an effort to fund loan growth as economically as possible.

The following table represents detail of deposits at the end of the periods indicated (dollars in thousands):

March 31, December 31, March 31,
2006 % of Total 2005 % of Total 2005 % of Total
Demand deposit accounts $ 20,463 764 % $ 19,684 846 % $ 19,721 9.61 %
NOW and money market 67,467 25.18 64,566 27.75 51,701 25.19
Savings and IRAs 22,903 8.55 22,555 9.70 25,687 12.52
Certificates of Deposit <$100,000 72,605 27.10 67,725 29.11 53,458 26.05
Total core deposits 183,438 68.46 174,530 75.02 150,567 73.36
Certificates of Deposit >$100,000 15,246 5.69 12,335 5.30 11,070 5.39
Internet CDs <$100,000 26,231 9.79 28,113 12.08 39,099 19.05
Internet CDs >$100,000 7,700 2.87 7,698 3.31 4,503 2.19
Brokered CDs 35,339 13.19 9,956 4.28 - -
Total non-core deposits 84,516 31.54 58,102 24.98 54,672 26.64
Total deposits $ 267,954 100.00 % $ 232,632 100.00 % $ 205,239 100.00 %
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Borrowings

In the first quarter of 2005 the Corporation prepaid $48.555 million of the FHLB borrowings in order to reduce
interest rate risk and to better match earning assets and funding sources. The remaining FHLB borrowings carry
fixed interest rates and mature in 2010 and 2011. The remaining FHLB borrowings are callable quarterly at the
option of the FHLB and can also be converted to variable rates, at the option of the FHLB, should rates rise above
certain index levels. These borrowings are secured by a blanket collateral agreement on the Bank’s residential
mortgage loans and specific assignment of other assets. Management may increase FHLB borrowings in the future
as a source for funding future loan production. In the first quarter of 2005, the Bank borrowed $2 million in
Canadian dollars from a correspondent bank in order to reduce the risk of an asset sensitive foreign exchange
position. This term loan was repaid in 2005.

Shareholders’ Equity

Total shareholders’ equity increased $.585 million from December 31, 2005 to March 31, 2006. The increase is
comprised of net income, contributed capital of $79,000 in recognition of stock option expense and an $8,000
increase in the market value of securities. The Board of Directors does not anticipate declaring any dividends in the
near future. The declaration of dividends is contingent on a variety of factors including regulatory and state statutes,
and the Corporation’s return to profitability.

RESULTS OF OPERATIONS

Net Interest Income

Net interest income before provision for loan losses for the quarter ended March 31, 2006, increased by $.474
million, or 21.50% compared to the same period one year ago. This increase in net interest income was a result of
the combination of increased average balances and increased rates. The Corporation continues to benefit from prime
rate increases due to the amount of assets repricing with each increase. This benefit has been declining in recent
periods as the Corporation initiated steps as a part of its ALCO Committee to reduce interest rate risk. More
discussion is included relative to repricing and asset sensitivity under the caption “Interest Rate Risk” elsewhere in
this report.

The following table presents the amount of interest income from average interest-earning assets and the yields
earned on those assets, as well as the interest expense on average interest-bearing obligations and the rates paid on
those obligations. All average balances are daily average balances.

Three Months Ended

2006-2005

Average Balances Average Rates Interest Income/ Rate/
March 31, Increase/ March 31, March 31, Expense Volume Rate Volume

(dollars in thousands) 2006 2005 (Decrease) 2006 2005 2006 2005 Variance Variance Variance Variance
Loans (1,2) $ 250,735 $ 199,703 $ 51,032 759 % 670 % $ 4693 $ 3,301 $ 1393 $ 844 $ 437 112
Taxable securities 31,029 50,475 (19,446) 357 37 273 462 (189) (178) (18) 7
Nontaxable securities 3,214 3,315 (101) 517 5.14 2 2 ) ) - -
Federal funds sold 9,424 16,521 (7,097) 4.43 2.26 103 92 1 (40) 89 (38)
Other interest-earning assets 5,776 10,730 (4,954) 4.63 3.48 65 91 (26) (42) 30 (14)

Total earning assets 300,178 280,744 19,434 6.99 5.76 5,175 3,988 1,188 583 538 67
Reserve for loan losses (6,049) (6,953) 904
Cash and due from banks 6,339 5,047 1,292
Intangible assets 319 440 (121)
Other assets 18,222 17,576 646

Total assets $ 319009 $ 296854 $ 22,155
NOW and money market deposits $ 67,892 $ 53,033 $ 14,859 2.86 1.56 478 204 274 57 170 47
Savings deposits 15,336 18,372 (3,036) 122 1.02 6 6 - ® 9 @)
Time deposits 149,108 116,565 32,543 4.23 3.06 1,556 880 677 246 336 94
Borrowings 36,417 52,011 (15,594) 463 5.09 416 653 (237) (196) (59) 18

Total interest-bearing liabilities 268,753 239,981 28,772 3.77 3.01 2,496 1,783 714 99 456 158
Demand deposits 19,384 21,064 (1,680)
Other liabilities 3,817 5,117 (1,300)
Shareholders' equity 27,055 30,692 (3,637)

Total liabilities and shareholders' equity $ 319,009 $ 296,854 $ 22,155
Rate spread 322 % 275 %
Net interest margin/revenue 3.62 % 319 % $ 2679 $ 2,205 $ 474 $ 484 $ 82 §$ (91)

(1) For purposes of these computations, nonaccruing loans are included in the daily average loan amounts outstanding.
(2) Interest income on loans includes loan fees.
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Provision for Loan Losses

The Corporation records a provision for loan losses at a level it believes is necessary to maintain the allowance at an
adequate level after considering factors such as loan charge-offs and recoveries, changes in the mix of loans in the
portfolio, loan growth, and other economic factors. In recognition of the improved credit quality, the Corporation
reduced its loan loss reserve by $600,000 in the first quarter of 2006. There was no provision for loan losses in the
first quarter of 2005. Management continues to monitor the loan portfolio for changes which may impact the
required allowance for loan losses. A provision for loan losses may be required for future periods if credit quality
should deteriorate or loan growth is such that the general reserve is no longer deemed adequate.

Other Income

Other income increased by $.032 for the quarter ended March 31, 2006, compared to the quarter ended March 31,
2005. Service fees decreased $.050 million, while loan and lease income increased $.010 million and other
noninterest income increased $.033 million. The decline in service fees is primarily due to the introduction of new
“no fee” deposit products in an attempt to stimulate growth in transactional account deposits. In the first quarter of
2006, the Corporation recognized $40,000 of revenue due to mortgage loans produced and sold in the secondary
market. The secondary market activity is expected to have a greater impact in future quarters. Other noninterest
income was positively impacted in the first quarter of 2006 from a gain due to foreign currency transactions which
amounted to $22,000.

The following table details noninterest income for the three months ended March 31, 2006, and March 31, 2005
(dollars in thousands):

Noninterest Income

Three Months Ended % Increase
March 31, (Decrease)
2006 2005 2006-2005
Service fees $ 111 $ 161 (31.06) %
Loan and lease fee income 17 7 142.86
Gain on sale of loans 40 - 100.00
Gain (loss) on sale of property and equipment - 2 (100.00)
Other noninterest income 48 15 220.00
Subtotal 216 185 16.76
Net Securities gains (losses) - (1) 100.00
Total noninterest income $ 216 $ 184 17.39 %

Other Expenses

Other expenses decreased $4.633 million for the quarter ended March 31, 2006, compared to the same period in
2005. The prepayment penalty on FHLB borrowings incurred by the Corporation in the first quarter of 2005
amounted to $4.320 million and was the primary reason for the decrease. Salaries, commissions, and related
benefits increased modestly, by $90,045, during the first quarter of 2006, compared to the first quarter of 2005. The
$92,000 decrease in data processing costs is the result of a full systems conversion which occurred in the fourth
quarter of 2005. The $164,000 decrease in loan and deposit expense is due in large part to the reduction in FDIC
insurance premiums which amounted to $138,000 in the first quarter of 2005 compared to $23,000 in 2006, a
reduction of $115,000. This reduction in premium was due to the improved capital position of the Bank which
resulted in the removal of the Cease and Desist Order in the first quarter of 2005. Management continually reviews
all areas of noninterest expense for cost reduction opportunities that will not impact service quality and employee
morale.
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The following table details noninterest expense for the three months ended March 31, 2006 and March 31, 2005
(dollars in thousands):

Noninterest Expenses

Three Months Ended % Increase
March 31, (Decrease)
2006 2005 2006-2005
Salaries, commissions, and related benefits $ 1594 % 1,504 5.98 %
Occupancy 317 226 40.27
Furniture and equipment 156 159 (1.89)
Data processing 154 246 (37.40)
Accounting, legal, and consulting fees 200 318 (37.11)
Loan and deposit 129 293 (55.97)
Telephone 49 60 (18.33)
Advertising 70 139 (49.64)
Penalty - prepayment of FHLB borrowings - 4,320 (100.00)
Other 328 365 (10.14)
Total noninterest expense $ 2997 $ 7,630 (60.72) %

Federal Income Taxes

There was no tax provision for the first quarter of 2006 and 2005. The Corporation’s results of operations for 2006
and 2005 do not reflect the impact of federal income taxes due to large NOL carryforwards. The Corporation has
approximately $36.5 million of NOL carryforward along with various tax credit carryforwards of $2.1 million. The
NOL and tax credit carryforward benefit is dependent upon the future profitability of the Corporation; therefore no
future benefit of these deferred items has been recorded. The Corporation will reevaluate these deferred items in
future periods to determine whether or not recognition of all or a portion of the benefit is appropriate in accordance
with FASB Statement No. 109, “Accounting for Income Taxes.”

LIQUIDITY

As a result of the Corporation’s renewed capital strength, from the recapitalization in December 2004, the
Corporation is now able to pursue sources of liquidity, such as lines of credit from correspondent banks, borrowings
from the Federal Home Loan Bank and possible issuance of subordinated debt. The liquidity issues faced, the
Corporation’s actions taken to address them, and the liquidity plan for 2006 are discussed below.

During the first quarter of 2006, the Corporation increased cash and cash equivalents by $10.277 million. As shown
on the Corporation’s condensed consolidated statement of cash flows, liquidity was primarily impacted from growth
in loans funded by deposits. The Corporation prepaid $48.555 million in FHLB borrowings in the first quarter of
2005. The Corporation utilized short term liquidity sources such as federal funds sold and time deposits in other
financial institutions to fund the prepayment. In the first quarter of 2006, the Corporation funded loan growth of
$25.400 million, with deposit growth which amounted to $35.322 million. The excess deposit growth resulted in an
increase in federal funds balances.

It is anticipated that during the remainder of 2006, the Corporation will fund anticipated loan production with a
combination of core deposit growth and noncore funding, primarily brokered CD’s.

The Corporation’s parent company is dependent upon its primary operating subsidiary, the Bank, for sources of cash
to fund its operating needs. At March 31, 2006, the Corporation’s parent had a balance of $1.026 million in cash
and cash equivalents. The Corporation is currently negotiating a line of credit with a correspondent bank. This line
of credit will provide additional resources necessary to provide additional capital infusions to the Bank if needed.
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The Corporation’s liquidity plan for 2006 includes strategies to increase core deposits in the Corporation’s local
markets. The introduction of new products through an extensive advertising campaign commenced in the first
quarter of 2005, with a goal of increasing core deposits to reduce the dependency on noncore, out of market,
deposits. The Corporation’s liquidity plan for 2006 calls for augmenting local deposit growth efforts with brokered
CD funding, to the extent necessary. The Corporation has also reestablished Bank borrowing lines at correspondent
banks to provide additional sources of liquidity.

CAPITAL AND REGULATORY

During the first quarter of 2006, capital increased by $.585 million, as a result of the net income of $.498 million.
This compares to a decrease in capital during the same period in the previous year of $5.876 million, resulting
primarily from a net loss of $5.241 million and a decrease in the unrealized gain on securities available for sale of
$.635 million. The increase in the 2006 first quarter is comprised of net income, contributed capital of $79,000 in
recognition of stock option expense and an increase of $8,000 in the market value of securities.

The Corporation and the Bank are required to maintain certain levels of capital under government regulation. There
are several measurements of regulatory capital and the Corporation is required to meet minimum requirements under
each measurement. The federal banking regulators have also established capital classifications beyond the minimum
requirements in order to risk-rate deposit insurance premiums and to provide trigger points for prompt corrective
action in the event an institution becomes financially troubled. Although the Corporation and the Bank are well
capitalized, the Bank is operating under an informal agreement which requires a minimum Tier 1 Capital ratio of
8%.

The following table details sources of capital for the periods indicated (dollars in thousands):

March 31, December 31, March 31,
2006 2005 2005
Capital Structure
Shareholders' equity $ 27,173 $ 26,588 $ 28,854
Total capitalization $ 27,173 $ 26,588 $ 28,854
Tangible capital $ 26,874 $ 26,258 $ 28,430
Intangibl