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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the quarterly period ended September 30, 2006

or

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the transition period from to

Commission File Number: 001-31566

PROVIDENT FINANCIAL SERVICES, INC.

(Exact Name of Registrant as Specified in Its Charter)

Delaware 42-1547151
(State or Other Jurisdiction of (L.R.S. Employer
Incorporation or Organization) Identification No.)
830 Bergen Avenue, Jersey City, New Jersey 07306-4599
(Address of Principal Executive Offices) (Zip Code)
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(201) 333-1000

(Registrant s Telephone Number, Including Area Code)

Indicate by check mark whether the Registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding twelve months (or for such shorter period that the Registrant was required to file such reports), and (2) has been
subject to such filing requirements for the past 90 days. YES x NO ~

Indicate by check mark whether the Registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
accelerated filer and large accelerated filer in Rule 12b-2 of the Exchange Act. (Check one):

Large Accelerated Filer x Accelerated Filer ~ Non-Accelerated Filer
Indicate by check mark whether the Registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). YES © NO x

As of November 1, 2006 there were 79,879,017 shares issued and 64,309,507 shares outstanding of the Registrant s Common Stock, par value
$0.01 per share, including 744,214 shares held by the First Savings Bank Directors Deferred Fee Plan not otherwise considered outstanding
under accounting principles generally accepted in the United States of America.
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PART I FINANCIAL INFORMATION

Item 1. FINANCIAL STATEMENTS.

Cash and due from banks
Short-term investments

Total cash and cash equivalents

PROVIDENT FINANCIAL SERVICES, INC. AND SUBSIDIARY
Consolidated Statements of Financial Condition
September 30, 2006 (Unaudited) and December 31, 2005

(Dollars in thousands, except share data)

September 30, 2006

2006 and December 31, 2005, respectively)
Securities available for sale, at fair value
Federal Home Loan Bank ( FHLB ) stock

Loans
Less allowance for loan losses

Net loans

Foreclosed assets, net

Banking premises and equipment, net

Accrued interest receivable
Intangible assets

Bank-owned life insurance ( BOLI )

Other assets

Total assets

Deposits:

ASSETS
$
Investment securities (market value of $398,428 (unaudited) and $407,972 at September 30,
$
LIABILITIES AND STOCKHOLDERS EQUITY
$

Demand deposits
Savings deposits

Certificates of deposit of $100,000 or more

Other time deposits

Total deposits

Mortgage escrow deposits
Borrowed funds
Subordinated debentures
Other liabilities

Total liabilities

Table of Contents

129,873
2,450

132,323

400,474
836,592
32,824

3,757,736
32,197

3,725,539

443
57,997
21,044

431,021
114,933
70,807

5,823,997

1,024,365
1,343,036

392,157
1,186,675

3,946,233

17,355
783,755
25,941
37,551

4,810,835

December 31, 2005

$ 107,353
9,915

117,268

410,914
1,082,957
43,794

3,739,122
31,980

3,707,142

670
60,949
23,155

435,838
111,075
58,612

$ 6,052,374

$ 1,109,507
1,363,997
304,229
1,143,725

3,921,458

18,121
970,108
26,444
39,948

4,976,079
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Stockholders Equity:

Preferred stock, $0.01 par value, 50,000,000 shares authorized, none issued

Common stock, $0.01 par value, 200,000,000 shares authorized, 79,879,017 shares issued
and 63,563,973 shares outstanding at September 30, 2006 and 68,661,800 outstanding at

December 31, 2005 799
Additional paid-in capital 967,258
Retained earnings 416,284
Accumulated other comprehensive loss (7,669)
Treasury stock, at cost (292,236)
Unallocated common stock held by Employee Stock Ownership Plan ( ESOP ) (71,274)
Common stock acquired by the Stock Award Plan ( SAP )

Common stock acquired by the Directors Deferred Fee Plan ( DDFP ) (13,033)
Deferred compensation DDFP 13,033
Total stockholders equity 1,013,162
Total liabilities and stockholders equity $ 5,823,997

See accompanying notes to unaudited consolidated financial statements.
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$

799
964,555
395,589

(8,906)
(167,113)
(73,316)
(35,313)
(13,244)
13,244

1,076,295

6,052,374



Edgar Filing: PROVIDENT FINANCIAL SERVICES INC - Form 10-Q

Table of Conten

PROVIDENT FINANCIAL SERVICES, INC. AND SUBSIDIARY

Three and Nine months ended September 30, 2006 and 2005 (Unaudited)

Interest income:

Real estate secured loans
Commercial loans
Consumer loans

Investment securities
Securities available for sale
Other short-term investments
Federal funds

Total interest income

Interest expense:
Deposits

Borrowed funds
Subordinated debentures

Total interest expense

Net interest income
Provision for loan losses

Net interest income after provision for loan losses

Non-interest income:

Fees

BOLI

Net gain (loss) on securities transactions
Other income (loss)

Total non-interest income

Non-interest expense:

Compensation and employee benefits
Net occupancy expense

Data processing expense
Amortization of intangibles
Advertising and promotion expense
Other operating expenses

Total non-interest expense

Income before income tax expense

Table of Contents

Consolidated Statements of Income

(Dollars in thousands, except per share data)

$

Three months ended

September 30,
2006

40,188 $
7,382
9,023
4,197
10,045
32

70,867

22,669
7,843
436

30,948

39,919
100

39,819

5,688
1,329
1,093

225

8,335

16,765
4,462
2,229
1,374

797
4,462

30,089

18,065

2005

38,759
5,601
7,889
4,275

12,271

103
283

69,271

15,603
8,478
379

24,460

44,811
100

44,711

6,384

1,286
213
(63)

7,820

15,221
4,842
2,135
1,595
1,086
5,151

30,030

22,501

Nine months ended

September 30,
2006

119,917 $
20,318
25,821
12,713
32,207

127
52

211,155

59,907
23,997
1,255

85,159

125,996
1,220

124,776

17,220

3,858
(47)

1,921

22,952

49,196
13,732
6,082
4,512
3,063
13,652

90,237

57,491

2005

115,673
15,927
22,390
12,925
38,901

419
819

207,054

42,619
25,405
1,083

69,107

137,947
500

137,447

17,261
3,838
151
292

21,542

50,186
14,523
6,462
5,581
3,290
14,593

94,635

64,354
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Income tax expense
Net income

Basic earnings per share

Average basic shares outstanding
Diluted earnings per share
Average diluted shares outstanding

See accompanying notes to unaudited consolidated financial statements.
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5,080

$ 12,985
$ 0.22
59,568,556

$ 0.22
60,296,944

$

$
$

7,564

14,937

0.23
65,324,553
0.23
66,081,331

$

$
$

17,186

40,305

0.65
61,688,564
0.65
62,424,568

$

$
$

20,626

43,728

0.66
66,730,203
0.65
67,487,825
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PROVIDENT FINANCIAL SERVICES, INC. AND SUBSIDIARY
Consolidated Statements of Changes in Stockholders Equity for the Nine Months Ended September 30, 2006 and 2005 (Unaudited)

(Dollars in thousands)

ACCUMULATED

OTHER UNALLOCATERGNVON COMMON
ADDITIONAL COMPREHENSIVE ESOP  grO0CK  STOCK DEFERRED TOTAL
COMMON PAID-IN RETAINED INCOME TREASURY AWARDS ACQUIREDMPENSA BIIDCKHOLDERS

STOCK CAPITAL EARNINGS (LOSS)  STOCK  SHARES UNDER SAP BY DDFP  DDFP EQUITY
Balance at
December 31,
2004 $ 799 $ 960,792 $ 358,678 $ 3,767 $ (70,810) $ (76,101) $ (40,349) $ (13,379) $ 13,379 $ 1,136,776
Comprehensive
income:
Net income 43,728 43,728
Other
comprehensive
income:
Unrealized

holding loss on

securities arising

during the period

(net of tax of

($7,301)) (10,571) (10,571)
Reclassification

adjustment for

losses included in

net income (net of

tax of ($62)) (89) (89)

Total

comprehensive
income $ 33,068

Cash dividends

paid (16,721) (16,721)
Distributions from

DDFP 155 (155)

Purchase of

treasury stock (83,342) (83,342)
Allocation of

ESOP shares 65 2,039 2,104

Allocation of SAP

shares 45 3,829 3,874

Allocation of

stock options 2,643 2,643

Balance at
September 30,
2005 $ 799 $ 963,545 $ 385,685 $ (6,893) $ (154,152) $ (74,062) $ (36,520) $ (13,224) $ 13,224 $ 1,078,402

See accompanying notes to unaudited consolidated financial statements.
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PROVIDENT FINANCIAL SERVICES, INC. AND SUBSIDIARY
Consolidated Statements of Changes in Stockholders Equity for the Nine Months Ended September 30, 2006 and 2005 (Unaudited) (Continued)

(Dollars in thousands)

ACCUMULATED UNALLOCATER G\ iviON  cOMMON
ADDITIONAL OTHER ESOP STOCK  STOCK DEFERRED TOTAL
COMMONPAID-IN RETAINEDMPREHENSIYREASURY AWARDS ACQUIRKIDMPENSATSOSCKHOLDERS
STOCK CAPITAL EARNINGS LOSS STOCK SHARES UNDER SAP BY DDFP DDFP EQUITY
Balance at
December 31,2005 $ 799 $ 964,555 $ 395,589 $ (8,906) $ (167,113) $ (73,316) $ (35,313) $ (13,224) $ 13,224 $ 1,076,295
Comprehensive
income:
Net income 40,305 40,305
Other
comprehensive
income:
Unrealized holding
gain on securities
arising during the
Period (net of tax of
$863) 1,209 1,209
Reclassification
adjustment for
losses included in
net income (net of
tax of ($19)) 28 28

Total

comprehensive
income $ 41,542

Cash dividends

declared (19,610) (19,610)
Distributions from

DDFP 41 191 (191) 41
Purchases of

treasury stock (93,452) (93,452)
Allocation of ESOP

shares 131 2,042 2,173
Allocation of SAP

shares 18 3,642 3,660
Adoption of SFAS

No. 123R (35,313) 35,313

Allocation of stock

options 2,513 2,513

Balance at
September 30,2006 $ 799 $ 967,258 $ 416,284 $ (7,669) $ (292,236) $ (71,274) $ $ (13,033) $ 13,033 $ 1,013,162

See accompanying notes to unaudited consolidated financial statements.
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PROVIDENT FINANCIAL SERVICES, INC. AND SUBSIDIARY
Consolidated Statements of Cash Flows
Nine months ended September 30, 2006 and 2005 (Unaudited)

(Dollars in thousands)

Cash flows from operating activities:

Net income

Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization of intangibles

Provision for loan losses
Deferred tax expense

Increase in cash surrender value of BOLI
Net amortization of premiums and discounts on securities

Accretion of net deferred loan fees

Amortization of premiums on purchased loans, net
Net increase in loans originated for sale

Proceeds from sales of loans originated for sale
Proceeds from sales of foreclosed assets, net

Allocation of ESOP shares
Allocation of SAP shares
Allocation of stock options
Net (gain) loss on sale of loans

Net loss (gain) on securities available for sale

Net gain on sale of foreclosed assets

Decrease in accrued interest receivable

(Increase) decrease in other assets

(Decrease) increase in other liabilities

Net cash provided by operating activities

Cash flows from investing activities:
Proceeds from sales of loans

Proceeds from maturities, calls and paydowns of investment securities

Purchases of investment securities

Proceeds from sales of securities available for sale
Proceeds from maturities and paydowns of securities available for sale
Purchases of securities available for sale

Net (increase) decrease in loans

Purchases of premises and equipment, net

Net cash provided by investing activities

Cash flows from financing activities:

Net increase (decrease) in deposits

(Decrease) increase in mortgage escrow deposits

Purchase of treasury stock

Cash dividends paid to stockholders
Proceeds from FHLB Advances
Payments on FHLB Advances

Table of Contents

Nine months ended September 30,

2006
$ 40,305

10,097
1,220
957
(3,858)
2,236
(1,540)
2,878
(11,132)
11,200
902
2,173
3,660
2,513
(68)
47

2,111
(4,224)
(2,397)

57,080

32,863
(22,985)
41,365
260,736
(55,338)
(20,627)

(2,633)

233,381

24,775
(766)
(93,452)
(19,610)

164,500
(316,233)

$

2005

43,728

11,444
500
1,856
(3,838)
5,529
(1,873)
3,598
(16,537)
16,734
770
2,104
3,874
2,643
231
(151)
(35)
2,972
2,492
1,448

77,489

14,575
55,970
(32,846)
32,830
265,133
(83,703)
7,896
(3,796)

256,059

(86,125)
3,379
(83,342)
(16,721)
52,500
(170,034)
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Net decrease in short-term borrowings
Net cash used in financing activities

Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of period

Cash and cash equivalents at end of period

Cash paid during the period for:
Interest on deposits and borrowings

Income taxes

Non cash investing activities:
Transfer of loans receivable to foreclosed assets

See accompanying notes to unaudited consolidated financial statements.
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(34,620)

(275,406)

15,055
117,268

132,323

83,778

21,167

675

(143)
(300,486)

33,062
163,694
196,756

69,008

14,292

1,016

13
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PROVIDENT FINANCIAL SERVICES, INC. AND SUBSIDIARY
NOTES T AUDITED CONSOLIDATED FINANCIAL STATEMENT
Note 1. Summary of Significant Accounting Policies
A. Basis of Presentation

The accompanying unaudited consolidated financial statements include the accounts of Provident Financial Services, Inc. and its wholly-owned
subsidiary, The Provident Bank (the Bank and together with Provident Financial Services, Inc., the Company ).

The interim unaudited consolidated financial statements reflect all normal and recurring adjustments, which are, in the opinion of management,
considered necessary for a fair presentation of the financial condition and results of operations for the periods presented. The results of
operations for the three and nine months ended September 30, 2006 are not necessarily indicative of the results of operations that may be
expected for all of 2006.

Certain information and note disclosures normally included in financial statements prepared in accordance with U.S. generally accepted
accounting principles have been condensed or omitted, pursuant to the rules and regulations of the Securities and Exchange Commission.

Certain prior period amounts have been reclassified to correspond with the current period presentations.

These unaudited consolidated financial statements should be read in conjunction with the December 31, 2005 Annual Report to Stockholders on
Form 10-K.

B. Earnings Per Share

The following is a reconciliation of the numerators and denominators of the basic and diluted earnings per share calculations:

For the Three Months Ended September 30, For the Nine Months Ended September 30,
2006 2005 2006 2005
Per Per Per Per
Share Share Share Share
Income Shares Amount Income Shares Amount Income Shares Amount Income Shares Amount
Net income $ 12,985 $ 14,937 $ 40,305 $43,728

Basic earnings per

share:

Income available to

common stockholders $ 12,985 59,568,556 $ 0.22 $ 14,937 65,324,553 $ 0.23 $40,305 61,688,564 $ 0.65 $ 43,728 66,730,203 $ 0.66

Dilutive DDFP shares 728,388 754,418 736,004 756,244
Dilutive common
stock equivalents 2,360 1,378

Diluted earnings per

share:

Income available to

common stockholders $ 12,985 60,296,944 $ 0.22 $ 14,937 66,081,331 $ 0.23 $40,305 62,424,568 $ 0.65 $43,728 67,487,825 $ 0.65

Anti-dilutive stock options and awards totaling 4,894,634 shares at September 30, 2006, were excluded from the earnings per share calculations.

C. Adoption of Statement of Financial Accounting Standards ( SFAS ) No. 123R Share Based Payment

Table of Contents 14
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Prior to January 1, 2006, the Company s stock option plan and stock award plan ( SAP ) were accounted for in accordance with SFAS No. 123,

Accounting for Stock-Based Compensation, and related Interpretations. Accordingly, compensation expense has been recognized for the stock
option plan and SAP. The expense related to stock options is based on the fair value of the options at the date of the grant and is recognized
ratably over the vesting period of the options. The expense related to the SAP

Table of Contents 15
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is based on the fair value of the common stock at the date of the grant and is recognized ratably over the vesting period of the awards. Unvested
and unallocated SAP shares were recorded as a separate component of stockholders equity at cost.

In December 2004, SFAS No. 123R, Share-Based Payment, was issued. SFAS No. 123R requires companies to recognize in the statement of
earnings the grant-date fair value of stock options issued to employees. The statement was effective January 1, 2006. As a result of the adoption
of SFAS No. 123R, the Company reclassified the unvested and unallocated SAP shares to treasury stock. Additionally, the Company has
analyzed the expected forfeitures of stock options as compared to actual forfeitures, which were previously recorded as a reduction of expense in
the quarter of forfeiture in accordance with SFAS No. 123, and has deemed the impact of the adoption of SFAS No. 123R to be immaterial. The
additional disclosure requirements of SFAS No. 123R have been omitted due to immateriality.

Note 2. Loans and Allowance for L.oan Losses

Loans receivable at September 30, 2006 and December 31, 2005 are summarized as follows (in thousands):

September 30, December 31,
2006 2005

Mortgage loans:
Residential $ 1,663,998 $ 1,773,288
Commercial 736,941 636,739
Multi-family 70,783 77,619
Commercial construction 278,507 289,453
Total mortgage loans 2,750,229 2,777,099
Commercial loans 408,642 393,827
Consumer loans 588,306 556,645
Total other loans 996,948 950,472
Premium on purchased loans 11,868 13,190
Less: Discount on purchased loans 944 1,110
Less: Net deferred fees 365 529

$ 3,757,736 $ 3,739,122

Three months ended

The activity in the allowance for loan losses for the three and nine months ended September 30, 2006 and 2005 is summarized as follows (in

Nine months ended

September 30, September 30,
2006 2005 2006 2005
Balance at beginning of period $ 32,255 $ 33,353 $ 31,980 $ 33,766
Provision charged to operations 100 100 1,220 500
Recoveries of loans previously charged off 397 342 1,212 1,283

Loans charged off

Balance at end of period

Table of Contents

(555) (1,174)

$32,197 $ 32,621

(2,215) (2,928)

$32,197 $32,621
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Note 3. Deposits

Deposits at September 30, 2006 and December 31, 2005 are summarized as follows (in thousands):

September 30, December 31,
2006 2005
Savings $ 1,343,036 $ 1,363,997
Money market 134,262 117,080
NOW 439,518 516,462
Non-interest bearing 450,585 475,965
Certificates 1,578,832 1,447,954
$ 3,946,233 $ 3,921,458

Note 4. Components of Net Periodic Benefit Cost

The Bank has a noncontributory defined benefit pension plan (the Plan ) covering all of its employees who have attained age 21 with at least one
year of service. The Plan was frozen on April 1, 2003. The Plan provides for 100% vesting after five years of service. The Plan s assets are
invested in investment funds and group annuity contracts managed by the Prudential Insurance Company and Allmerica Financial.

In addition to pension benefits, certain health care and life insurance benefits are made available to certain retired employees. The costs of such
benefits are accrued based on actuarial assumptions from the date of hire to the date the employee is fully eligible to receive the benefits.
Effective December 31, 2002, the Company eliminated post-retirement health care and life insurance benefits for new employees and for
employees with less than ten years of service at that date.

Net periodic benefit costs for the three and nine months ended September 30, 2006 and 2005 include the following components (in thousands):

Nine months ended

Three months ended

September 30, September 30,
Other post- Other post-
retirement retirement
Pension benefits  benefits Pension benefits benefits
2006 2005 2006 2005 2006 2005 2006 2005
Service cost $ 175 208 $ 525 607
Interest cost 279 307 442 354 837 936 1,326 1,149
Expected return on plan assets (411) (461) (1,233) (1,361)
Amortization of unrecognized transitional obligation 9% 96 288 288
Amortization of the net (gain) loss 2 27 5 2 81 82

Net periodic benefit (increase) cost $(132) (156) 740 663 $ (396) (423) 2,220 2,126

The Company previously disclosed in its consolidated financial statements for the year ended December 31, 2005, that it does not expect to
contribute to its defined benefit pension plan in 2006. As of September 30, 2006, no contributions to the defined benefit pension plan have been
made.

The net periodic benefit costs for pension benefits and other post-retirement benefits for the three and nine months ended September 30, 2006
were calculated using the results of the January 1, 2006 SFAS No. 87 and SFAS No. 106 Valuations.

Table of Contents 18
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Note 5. Impact of Recent Accounting Pronouncements

In March 2006, the Financial Accounting Standards Board ( FASB ) issued SFAS No. 156, Accounting for Servicing of Financial Assets. SFAS
No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, established, among other things, the
accounting for all separately recognized servicing assets and servicing liabilities. SFAS No. 156 amends SFAS No. 140 to require that all
separately recognized servicing assets and servicing liabilities be initially measured at fair value, if practicable. SFAS No. 156 permits, but does
not require, the subsequent measurement of separately recognized servicing assets and servicing liabilities at fair value. An entity that uses
derivative instruments to mitigate the risks inherent in servicing assets and servicing liabilities is required to account for those derivative
instruments at fair value. Under SFAS No. 156, an entity can elect subsequent fair value measurement to account for its separately recognized
servicing assets and servicing liabilities. By electing that option, an entity may simplify its accounting because SFAS No. 156 permits income
statement recognition of the potential offsetting changes in fair value of those servicing assets and servicing liabilities and derivative instruments
in the same accounting period. SFAS No. 156 is effective in the first fiscal year beginning after September 15, 2006 with earlier adoption
permitted. The Company does not expect the adoption of SFAS No. 156 to have a material impact on its financial condition, results of operations
or financial statement disclosures.

FASB Interpretation 48, Accounting for Uncertainty in Income Taxes ( FIN 48 ) was released in July 2006. FIN 48 establishes a recognition

threshold and measurement for income tax positions recognized in an enterprise s financial statements in accordance with SFAS No. 109,
Accounting for Income Taxes. FIN 48 also prescribes a two-step evaluation process for tax positions. The first step is recognition and the second

is measurement. For recognition, an enterprise judgmentally determines whether it is more-likely-than-not that a tax position will be sustained

upon examination, including resolution of related appeals or litigation processes, based on the technical merits of the position. If the tax position

meets the more-likely-than-not recognition threshold, it is measured and recognized in the financial statements as the largest amount of tax

benefit that is greater than 50% likely of being realized. If a tax position does not meet the more-likely-than-not recognition threshold, the

benefit of that position is not recognized in the financial statements.

Tax positions that meet the more-likely-than-not recognition threshold at the effective date of FIN 48 may be recognized or, may continue to be
recognized, upon adoption of FIN 48. The cumulative effect of applying the provisions of FIN 48 shall be reported as an adjustment to the
opening balance of retained earnings for that fiscal year. FIN 48 is effective for fiscal years beginning after December 15, 2006. Accordingly,
the Company plans to adopt FIN 48 on January 1, 2007. The Company is evaluating the impact of adoption of FIN 48 and is unable, at this time,
to quantify the impact, if any, to retained earnings at the time of adoption.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements. SFAS No. 157 defines fair value, establishes a framework for
measuring fair value in Generally Accepted Accounting Principles, and enhances disclosures about fair value measurements. SFAS No. 157
applies when other accounting pronouncements require fair value measurements; it does not require new fair value measurements. SFAS

No. 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007, and interim periods within those years.
Earlier application is encouraged, provided the entity has not yet issued financial statements, including financial statements for any interim
period for that fiscal year. The Company does not expect the adoption of SFAS No. 157 to have a material impact on its financial condition,
results of operations or financial statement disclosures.

Also in September 2006, the FASB issued SFAS No. 158, Employers Accounting for Defined Benefit Pension and Other Postretirement Plans
an amendment of FASB Statements No. 87, 88, 106, and 132(R). SFAS No. 158 requires an employer to: (a) recognize in its statement of
financial position the overfunded or underfunded status of a defined benefit postretirement plan measured as the difference between the fair

value of plan assets and the benefit obligation; (b) measure a plan s assets and its obligations that determine its funded status as of the end of the
employer s fiscal year (with limited exceptions); and (c) recognize as a component of other comprehensive income, net of tax, the actuarial gains
and losses and the prior service costs and credits that arise during the period. SFAS No. 158 is effective for public entities for fiscal years ending
after December 15, 2006, and for nonpublic entities for fiscal years ending after June 15, 2007. The requirement to measure plan assets and
benefit obligations as of the date of the employer s fiscal year-end statement of financial position is effective for fiscal years ending after
December 15, 2008. The Company is evaluating the impact of adoption of SFAS No. 158 and is unable, at this time, to quantify the impact to
stockholders equity at the time of adoption.
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The Securities and Exchange Commission ( SEC ) released SEC Staff Accounting Bulletin ( SAB ) No. 108, Considering the Effects of Prior Year
Misstatements when Quantifying Misstatements in Current Year Financial Statements, in September 2006. SAB No. 108 requires registrants to
consider the effect of all carry over and reversing effects of prior year misstatements when quantifying errors in current-year financial

statements. The SAB does not change the SEC staff s previous guidance on evaluating the materiality of errors. SAB No. 108 allows registrants

to record the effect of adopting the guidance as a cumulative-effect adjustment to retained earnings. This adjustment must be reported as of the
beginning of the first fiscal year ending after November 15, 2006. The Company does not expect the adoption of SAB No. 108 to have a material
impact on its financial condition, results of operations or financial statement disclosures.
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Item 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS.
Forward Looking Statements

Certain statements contained herein are not based on historical facts and are forward-looking statements within the meaning of Section 27A of

the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934. Such forward-looking statements may be identified by

reference to a future period or periods or by the use of forward-looking terminology, such as may, will, believe, expect, estimate, anticipats
continue, or similar terms or variations on those terms, or the negative of those terms. Forward-looking statements are subject to numerous risks

and uncertainties, including, but not limited to, those related to the economic environment, particularly in the market areas in which the

Company operates, competitive products and pricing, fiscal and monetary policies of the U.S. Government, changes in government regulations

affecting financial institutions, including regulatory fees and capital requirements, changes in prevailing interest rates, acquisitions and the

integration of acquired businesses, in particular risks and uncertainties associated with the successful merger with, and integration of the

operations of First Morris Bank & Trust, credit risk management, asset-liability management, the financial and securities markets and the

availability of and costs associated with sources of liquidity.

The Company wishes to caution readers not to place undue reliance on any such forward-looking statements, which speak only as of the date
made. The Company wishes to advise that the factors listed above could affect the Company s financial performance and could cause the
Company s actual results for future periods to differ materially from any opinions or statements expressed with respect to future periods in any
current statements. The Company does not undertake and specifically declines any obligation to publicly release the result of any revisions,
which may be made to any forward-looking statements to reflect events or circumstances after the date of such statements or to reflect the
occurrence of anticipated or unanticipated events.

Acquisition of First Morris Bank & Trust

On October 15, 2006, the Company entered into an agreement under which First Morris Bank & Trust ( First Morris ) will merge with and into
the Company s subsidiary, The Provident Bank. Consideration will be paid to First Morris stockholders in a combination of stock and cash
valued at approximately $124.1 million. The transaction is subject to regulatory approvals and First Morris stockholder approval. The merger
will add nine branches to The Provident Bank with deposits of $518 million as of June 30, 2006 in Morris County, New Jersey.

Critical Accounting Policies

The calculation of the allowance for loan losses is a critical accounting policy of the Company. The allowance for loan losses is a valuation
account that reflects management s evaluation of the probable losses in the loan portfolio. The Company maintains the allowance for loan losses
through provisions for loan losses that are charged to income. Charge-offs against the allowance for loan losses are taken on loans where
management determines that the collection of loan principal is unlikely. Recoveries made on loans that have been charged-off are credited to the
allowance for loan losses.

The Company s evaluation of the adequacy of the allowance for loan losses includes a review of all loans on which the collectibility of principal
may not be reasonably assured. For residential mortgage and consumer loans, this is determined primarily by delinquency and collateral values.
For commercial real estate and commercial loans, an extensive review of financial performance, payment history and collateral values is
conducted on a quarterly basis.

As part of the evaluation of the adequacy of the allowance for loan losses, each quarter management prepares a worksheet. This worksheet
categorizes the entire loan portfolio by certain risk characteristics such as loan type (residential mortgage, commercial mortgage, construction,
commercial, etc.) and loan risk rating.

When assigning a risk rating to a loan, management utilizes a nine point internal risk rating system. Loans deemed to be acceptable quality are
rated one through four, with a rating of one established for loans with minimal risk. Loans that are deemed to be of questionable quality are rated
five (watch) or six (special mention). Loans with adverse classifications (substandard, doubtful or loss) are rated seven, eight or nine,

respectively. Commercial mortgage, commercial and construction
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loans are rated individually and each lending officer is responsible for risk rating loans in his or her portfolio. These risk ratings are then
reviewed by the department manager, the Chief Lending Officer and the Credit Administration Department. The risk ratings are then confirmed
by the Loan Review Department and they are periodically reviewed by the Credit Committee in the credit renewal or approval process.

Management believes the primary risks inherent in the portfolio are possible increases in interest rates, a decline in the economy, generally, and
a decline in real estate market values. Any one or a combination of these events may adversely affect borrowers ability to repay the loans,
resulting in increased delinquencies, loan losses and future levels of provisions. Management considers it important to maintain the ratio of the
allowance for loan losses to total loans at an acceptable level given current economic conditions, interest rates and the composition of the
portfolio.

Although management believes that the Company has established and maintained the allowance for loan losses at adequate levels, additions may
be necessary if future economic and other conditions differ substantially from the current operating environment. In addition, various regulatory
agencies, as an integral part of their examination process, periodically review the Company s allowance for loan losses. Such agencies may
require the Company to recognize additions to the allowance or additional write-downs based on their judgments about information available to
them at the time of their examination. Although management uses the best information available, the level of the allowance for loan losses
remains an estimate that is subject to significant judgment and short-term change.

Additional critical accounting policies relate to judgments about other asset impairments, including goodwill, investment securities and deferred
tax assets. The Company engages an independent third party to perform an annual analysis during the fourth quarter to test the aggregate balance
of goodwill for impairment. For purposes of goodwill impairment evaluation, The Provident Bank is identified as the reporting unit. Fair value
of goodwill is determined in the same manner as goodwill recognized in a business combination and uses standard valuation methodologies,
including a review of comparable transactions and discounted cash flow analysis. If the carrying amount of goodwill pursuant to this analysis
were to exceed the implied fair value of goodwill, an impairment loss would be recognized. No impairment loss was required to be recognized
for the three or nine months ended September 30, 2006 or 2005.

The Company s available for sale securities portfolio is carried at estimated fair value, with any unrealized gains or losses, net of taxes, reported
as accumulated other comprehensive income or loss in stockholders equity. Estimated fair values are based on published or securities dealers
market prices. Securities which the Company has the positive intent and ability to hold to maturity are classified as held to maturity and carried
at amortized cost. The Company conducts a periodic review and evaluation of the securities portfolio to determine if any declines in the fair
values of securities are other than temporary. If such a decline were deemed other than temporary, the Company would write down the security
to fair value through a charge to current period operations. The market value of the securities portfolio is significantly affected by changes in
interest rates. In general, as interest rates rise, the market value of fixed-rate securities decreases and as interest rates fall, the market value of
fixed-rate securities increases. With significant changes in interest rates, the Company evaluates its intent and ability to hold securities to
maturity or for a sufficient amount of time to recover the recorded amortized cost.

The determination of whether deferred tax assets will be realizable is predicated on estimates of future taxable income. Such estimates are
subject to management s judgment. A valuation allowance is established when management is unable to conclude that it is more likely than not
that it will realize deferred tax assets based on the nature and timing of these items.

COMPARISON OF FINANCIAL CONDITION AT SEPTEMBER 30, 2006 AND DECEMBER 31, 2005

Total assets at September 30, 2006 decreased $228.4 million, or 3.8%, to $5.82 billion compared to $6.05 billion at December 31, 2005, as cash
flows from reductions in securities and deposit growth were used to fund repayments of borrowings, common stock repurchases and loan
growth.

Securities available for sale, at fair value, decreased $246.4 million, or 22.7%, to $836.6 million at September 30, 2006, compared to $1.08
billion at December 31, 2005. The decline in the securities portfolio was primarily attributable to scheduled investment maturities and
amortization of mortgage-backed securities. In addition, the Company sold $37.0 million of primarily mortgage-backed securities during the
second quarter as part of its ongoing interest rate risk management process. During the

14

Table of Contents 23



Edgar Filing: PROVIDENT FINANCIAL SERVICES INC - Form 10-Q

Table of Conten

third quarter, the Company also sold $4.4 million of equity securities. The weighted average life of the Company s available for sale securities
portfolio was 3.1 years at September 30, 2006.

Federal Home Loan Bank stock decreased $11.0 million, or 25.0%, to $32.8 million at September 30, 2006, compared to $43.8 million at
December 31, 2005. The Company invests in stock of the Federal Home Loan Bank of New York ( FHLB-NY ) as required under the terms of
membership. The level of required stock holdings is dependent, in part, on outstanding borrowings by the Company from the FHLB-NY.

Total net loans at September 30, 2006 increased $18.4 million, or 0.5%, to $3.73 billion, compared to $3.71 billion at December 31, 2005.
Commercial real estate loans, including multi-family and construction loans, increased $82.4 million to $1.09 billion at September 30, 2006,
compared to $1.00 billion at December 31, 2005. Consumer loans increased $31.7 million to $588.3 million at September 30, 2006, compared to
$556.6 million at December 31, 2005. In addition, commercial loans increased $14.8 million to $408.6 million at September 30, 2006, compared
to $393.8 million at December 31, 2005. Partially offsetting these increases, residential mortgage loans decreased $109.3 million to $1.66 billion
at September 30, 2006, compared to $1.77 billion at December 31, 2005, as residential mortgage loan originations of $70.2 million and
purchases of $53.7 million were more than offset by repayments of $221.5 million and sales of $11.1 million for the nine months ended
September 30, 2006.

Retail loans, which consist of residential mortgage loans and consumer loans, such as fixed-rate home equity loans and lines of credit, totaled
$2.25 billion and accounted for 60.1% of the loan portfolio at September 30, 2006, compared to $2.33 billion, or 62.5% of the portfolio at
December 31, 2005. Commercial loans, consisting of commercial real estate, multi-family, construction, and commercial and industrial loans,
totaled $1.49 billion, or 39.9% of the loan portfolio at September 30, 2006, compared to $1.40 billion, or 37.5% at December 31, 2005. The
Company intends to continue to focus on the origination of commercial loans.

At September 30, 2006, the allowance for loan losses totaled $32.2 million, compared with $32.0 million at December 31, 2005. Total
non-performing loans were $6.8 million at September 30, 2006, compared to $6.0 million at December 31, 2005. At September 30, 2006,
non-performing loans included $429,000 outstanding on two commercial mortgage loans that were past maturity by more than ninety days and
still accruing interest. These loans were current as to interest and had estimated loan-to-value ratios of 41% and 65% at September 30, 2006. The
Company has subsequently received $139,000 in full satisfaction of one of the loans and anticipates full collection of the remaining loan.
Non-performing assets were $7.2 million at September 30, 2006, compared to $6.7 million at December 31, 2005. Total non-performing loans as
a percentage of total loans were 0.18% at September 30, 2006 compared with 0.16% at December 31, 2005. The allowance for loan losses as a
percentage of total loans was 0.86% at September 30, 2006 and December 31, 2005.

Total deposits increased $24.8 million from $3.92 billion at December 31, 2005, to $3.95 billion at September 30, 2006, with a $130.9 million
increase in certificates of deposit partially offset by a $106.1 million decrease in core deposits. Core deposits, which consist of all demand and
savings deposits, represented 60.0% and 63.1% of total deposits at September 30, 2006 and December 31, 2005, respectively. Certificates of
deposit growth occurred primarily in thirteen-month and shorter maturity categories. The Company has chosen to replace a portion of maturing
wholesale borrowings with lower-costing certificates of deposit.

Borrowed funds decreased $186.4 million, or 19.2%, to $783.8 million at September 30, 2006, from $970.1 million at December 31, 2005, as
proceeds from maturing investments and the amortization and sales of securities were used to pay off maturing borrowings. Borrowed funds as a
percentage of total assets declined to 13.5% at September 30, 2006, from 16.0% at December 31, 2005.

Total stockholders equity decreased $63.1 million, or 5.9%, to $1.01 billion at September 30, 2006, compared to $1.08 billion at December 31,
2005. This decrease was due to common stock repurchases totaling $93.5 million and cash dividends paid of $19.6 million, partially offset by
net income of $40.3 million, the allocation of shares to stock-based compensation plans of $8.4 million and $1.2 million in other comprehensive
income. At September 30, 2006, book value per share and tangible book value per share were $15.94 and $9.16, respectively.
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Common stock repurchases for the quarter ended September 30, 2006, totaled 1.4 million shares at an average cost of $18.32 per share. For the
nine months ended September 30, 2006, common stock repurchases totaled 5.1 million shares at an average cost of $18.20 per share. At
September 30, 2006, 3.5 million shares remained eligible for repurchase under current authorizations.

Liquidity and Capital Resources. The Company s primary sources of funds are deposits, FHLB-NY advances, repurchase agreements, loan
repayments, maturities of investments and cash flows from mortgage-backed securities. Scheduled loan amortization is a fairly predictable
source of funds, while loan and mortgage-backed securities prepayments and deposit flows are influenced by interest rates, local economic
conditions and the competitive marketplace. Additional sources of liquidity that are available to the Company, should the need arise, are a
$100.0 million overnight line of credit and a $100.0 million one-month overnight repricing line of credit with the FHLB-NY. As of
September 30, 2006, the Company had $20.0 million in outstanding borrowings against these lines of credit.

Cash needs for the nine months ended September 30, 2006, were provided for primarily from income and principal payments on loans,
investments and mortgage-backed securities, sales of residential mortgage loans, mortgage-backed securities and investments, and increases in
deposits. The cash was used primarily to fund interest and operating expenses, current loan originations, common stock repurchases, and the
repayment of borrowings.

As of September 30, 2006, the Bank exceeded all regulatory capital requirements as follows:

At September 30, 2006

Required Actual
Amount Ratio Amount Ratio
(Dollars in thousands)
Regulatory Tier 1 leverage capital $212,754  4.00%  $463,647 8.72%
Tier 1 risk-based capital 155,155 4.00 463,647 11.95
Total risk-based capital 310,310 8.00 495,844 12.78

COMPARISON OF OPERATING RESULTS FOR THE THREE AND NINE MONTHS ENDED SEPTEMBER 30, 2006 AND 2005

General. The Company reported net income of $13.0 million for the three months ended September 30, 2006 and $40.3 million for the nine
months ended September 30, 2006, compared to $14.9 million and $43.7 million for the same periods in 2005. Basic and diluted earnings per
share were $0.22 for the quarter and $0.65 for the nine months ended September 30, 2006, compared with basic and diluted earnings per share of
$0.23 for the same quarter in 2005 and $0.66 and $0.65, respectively, for the nine months ended September 30, 2005. Annualized return on
average assets was 0.89% and 0.92% for the three and nine months ended September 30, 2006, respectively, compared with 0.96% and 0.93%
for the same respective periods in 2005. Annualized return on average equity was 5.07% and 5.15% for the three and nine months ended
September 30, 2006, compared with 5.42% and 5.28% for the same respective periods in 2005. The earnings and per share data for the three and
nine months ended September 30, 2006 were impacted by a one-time executive severance payment previously reported by the Company, which
resulted in an after-tax charge of $473,000, or $0.01 per share. The earnings and per share data for the nine months ended September 30, 2005
were impacted by the acceptance of a Voluntary Resignation Initiative ( VRI ) by certain officers of the Company, which resulted in an after-tax
charge of $815,000, or $0.01 per share.

The reduction in net income for the three and nine months ended September 30, 2006, compared with the same periods in 2005, was primarily
attributable to the Company s short-term strategy in light of the prolonged flat or inverted yield curve of foregoing asset growth in favor of
preserving net interest margin. The Company has chosen to incrementally reposition its balance sheet to benefit from the eventual re-emergence
of a more normalized yield curve, continuing its recent practice of using cash flows from its securities portfolios to pay down wholesale
borrowings and managing capital through common stock repurchases. Partially offsetting the reduction in net interest income, the Company
continued to make progress in controlling total non-interest expense, which declined $4.4 million, or 4.6%, for the nine months ended
September 30, 2006, compared to the same period last year.
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Net Interest Income. Total net interest income decreased $4.9 million, or 10.9%, to $39.9 million for the quarter ended September 30, 2006,
compared to $44.8 million for the quarter ended September 30, 2005. For the nine months ended September 30, 2006, total net interest income
decreased $12.0 million, or 8.7%, to $126.0 million, compared to $137.9 million for the same period in 2005. Interest income for the third
quarter of 2006 increased $1.6 million, or 2.3%, to $70.9 million, compared to $69.3 million for the same period in 2005. For the nine months
ended September 30, 2006, interest income increased $4.1 million, or 2.0%, to $211.2 million, compared to $207.1 million for the nine months
ended September 30, 2005. Interest expense increased $6.5 million, or 26.5%, to $30.9 million for the quarter ended September 30, 2006,
compared to $24.5 million for the quarter ended September 30, 2005. For the nine months ended September 30, 2006, interest expense increased
$16.1 million, or 23.2%, to $85.2 million, compared to $69.1 million for the nine months ended September 30, 2005. The changes in interest
income and expense for the three and nine months ended September 30, 2006, versus the comparable 2005 periods reflected increases in market
interest rates experienced throughout the last year.

The Company s net interest margin decreased 14 basis points to 3.17% for the quarter ended September 30, 2006, compared to 3.31% for the
quarter ended September 30, 2005. The net interest margin for the quarter ended September 30, 2006 decreased 16 basis points from the trailing
quarter net interest margin of 3.33%. The net interest margin decreased 7 basis points to 3.28% for the nine months ended September 30, 2006,
from 3.35% for the same period in 2005. The net interest spread was 2.73% for the quarter ended September 30, 2006, compared with 2.91% for
the trailing quarter and 2.98% for the same period in 2005. For the nine months ended September 30, 2006, the net interest spread was 2.87%,
compared with 3.04% for the same period in 2005. The Company continued its near-term strategy of de-leveraging the balance sheet in the
current interest rate environment, but nevertheless experienced net interest margin compression in the third quarter of 2006 as competitive
deposit pricing, while less costly than comparable wholesale borrowings, increased funding costs faster than interest earning asset yields grew.

The average yield on interest-earning assets increased 50 basis points to 5.61% for the quarter ended September 30, 2006, compared to 5.11%
for the comparable quarter in 2005. Compared to the trailing quarter, the yield on interest-earning assets increased 9 basis points from 5.52%.
For the nine months ended September 30, 2006, the yield on interest-earning assets increased 48 basis points to 5.51%, from 5.03% for the same
period in 2005. The increases in interest-earning asset yields were primarily attributable to rising market interest rates, favorable repricing on
adjustable-rate assets, as well as growth in higher-yielding commercial loans.

The average cost of interest-bearing liabilities increased 75 basis points to 2.88% for the quarter ended September 30, 2006, compared to 2.13%
for the quarter ended September 30, 2005. Compared to the trailing quarter, the average cost of interest-bearing liabilities increased 27 basis
points from 2.61%. For the nine months ended September 30, 2006, the average cost of interest-bearing liabilities increased 65 basis points to
2.64%, from 1.99% for the same period in 2005. The increases in the average cost of interest-bearing liabilities were primarily attributable to
rising market interest rates and unfavorable repricing on maturing time deposits. Since January 1, 2005, the Board of Governors of the Federal
Reserve increased the federal funds borrowing rate twelve times, for a total of 300 basis points. The Federal Reserve s actions have had an
unfavorable impact on the repricing of the Company s deposits, which are priced off of the short-end of the yield curve.

The average balance of net loans increased $56.2 million, or 1.5%, to $3.72 billion for the quarter ended September 30, 2006, compared to $3.66
billion for the same period in 2005. Income on all loans secured by real estate increased $1.4 million, or 3.7%, to $40.2 million for the three
months ended September 30, 2006, compared to $38.8 million for the three months ended September 30, 2005. Interest income on commercial
loans increased $1.7 million, or 29.7%, to $7.4 million for the quarter ended September 30, 2006, compared to $5.7 million for the quarter ended
September 30, 2005. Consumer loan interest income increased $1.1 million, or 14.4%, to $9.0 million for the quarter ended September 30, 2006,
compared to $7.9 million for the quarter ended September 30, 2005. The average loan yield for the three months ended September 30, 2006 was
6.06%, compared with 5.69% for the same period in 2005.

For the nine months ended September 30, 2006, the average balance of net loans increased $50.4 million, or 1.4%, to $3.71 billion, compared to
$3.66 billion for the same period in 2005. Income on all loans secured by real estate increased $4.2 million, or 3.7%, to $119.9 million for the
nine months ended September 30, 2006, compared to $115.7 million for the nine months ended September 30, 2005. Interest income on
commercial loans increased $4.4 million, or 27.6%, to $20.3 million for the nine months ended September 30, 2006, compared to $15.9 million
for the nine months ended September 30, 2005. Consumer loan interest income increased $3.4 million, or 15.3%, to $25.8 million for the nine
months ended September 30,
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2006, compared to $22.4 million for the nine months ended September 30, 2005. The average loan yield for the nine months ended
September 30, 2006 was 5.98%, compared with 5.60% for the same period in 2005.

Interest income on investment securities held to maturity decreased $78,000, or 1.8%, to $4.2 million for the quarter ended September 30, 2006,
compared to $4.3 million for the quarter ended September 30, 2005. Average investment securities held to maturity totaled $405.5 million for
the quarter ended September 30, 2006, compared with $429.6 million for the same period last year. For the nine months ended September 30,
2006, interest income on investment securities held to maturity decreased $212,000, or 1.6%, to $12.7 million, compared to $12.9 million for the
same period in 2005. Average investment securities held to maturity totaled $408.9 million for the nine months ended September 30, 2006,
compared with $431.6 million for the same period last year.

Interest income on securities available for sale decreased $2.2 million, or 18.1%, to $10.0 million for the quarter ended September 30, 2006,
compared to $12.3 million for the quarter ended September 30, 2005. Average securities available for sale were $872.4 million for the three
months ended September 30, 2006, compared with $1.22 billion for the same period in 2005. For the nine months ended September 30, 2006,
interest income on securities available for sale decreased $6.7 million, or 17.2%, to $32.2 million, compared to $38.9 million for the nine months
ended September 30, 2005. Average securities available for sale were $960.5 million for the nine months ended September 30, 2006, compared
with $1.29 billion for the same period in 2005. Cash flows from securities maturities, amortization and sales have been used to reduce
borrowings and fund loan growth and common stock repurchases. The average yield on all securities was 4.34% and 4.26% for the three and
nine months ended September 30, 2006, respectively, compared with 3.88% for the same respective periods in 2005.

The average balance of interest-bearing core deposit accounts decreased $211.2 million, or 10.1%, to $1.87 billion for the quarter ended
September 30, 2006, compared to $2.08 billion for the quarter ended September 30, 2005. For the nine months ended September 30, 2006,
average interest-bearing core deposits decreased $219.4 million, or 10.4%, to $1.90 billion, compared with $2.11 billion for the same period in
2005. Partially offsetting these declines, average time deposit account balances increased $171.0 million, or 12.4%, to $1.55 billion for the
quarter ended September 30, 2006, compared to $1.38 billion for the same period in 2005. For the nine months ended September 30, 2006,
average time deposits increased $126.4 million, or 9.1%, to $1.52 billion, compared with $1.39 billion for the same period in 2005. Interest paid
on deposit accounts increased $7.1 million, or 45.3%, to $22.7 million for the quarter ended September 30, 2006, compared to $15.6 million for
the quarter ended September 30, 2005. For the nine months ended September 30, 2006, interest paid on deposit accounts increased $17.3
million, or 40.6%, to $59.9 million, compared to $42.6 million for the nine months ended September 30, 2005. The average cost of
interest-bearing deposits was 2.63% and 2.34% for the three and nine months ended September 30, 2006, respectively, compared with 1.79%
and 1.63% for the three and nine months ended September 30, 2005, respectively, reflecting increased market interest rates and the
market-driven shift in deposit composition to time deposits. The increase in average time deposits was further attributable to the Company s
decision to replace a portion of maturing borrowings with lower-costing time deposits.

Average borrowings, including subordinated debentures, decreased $266.4 million, or 24.1%, to $837.3 million for the quarter ended
September 30, 2006, compared to $1.10 billion for the quarter ended September 30, 2005. For the nine months ended September 30, 2006,
average borrowings decreased $238.7 million, or 21.1%, to $893.1 million, compared to $1.13 billion for the nine months ended September 30,
2005. Interest paid on such borrowed funds decreased $578,000, or 6.5%, to $8.3 million for the quarter ended September 30, 2006, from $8.9
million for the quarter ended September 30, 2005. For the nine months ended September 30, 2006, interest paid on such borrowed funds
decreased $1.2 million, or 4.7%, to $25.3 million, from $26.5 million for the nine months ended September 30, 2005. The average cost of
borrowings was 3.92% and 3.78% for the three and nine months ended September 30, 2006, respectively, compared with 3.18% and 3.13% for
the three and nine months ended September 30, 2005, respectively.

Provision for Loan Losses. The Company est
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