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DOCUMENTS INCORPORATED BY REFERENCE

Portions of Registrant's Proxy Statement dated March 14, 2001 filed pursuant to
Regulation 14A of the Securities Exchange Act of 1934 for the 1999 Annual
Meeting of Shareholders of Summit Bancshares, Inc., are incorporated by
reference into Part III.

PART I
ITEM 1. BUSINESS.
The Corporation. Summit Bancshares, Inc. (the "Corporation"), a corporation

incorporated under the laws of the state of Texas in 1979, is a bank holding
company registered under the Bank Holding Company Act of 1956, as amended (the

"BHC Act"). The Corporation maintains its principal office at 1300 Summit
Avenue, Suite 604, Fort Worth, Texas 76102. The Corporation's principal
activity is the ownership and management of its subsidiaries. The Corporation

owns all of the issued and outstanding shares of capital stock of two national
banking associations, Summit National Bank and Summit Community Bank, N.A. (the
"Subsidiary Banks") and a nonbank subsidiary, Summit Bancservices, Inc., all
located in Fort Worth, Texas. In January 1997 Camp Bowie National Bank, at the
time a wholly-owned subsidiary, changed its name to Summit Community Bank, N.A.
and in March 1997 Alta Mesa National Bank merged with Summit Community Bank,
N.A. Alta Mesa National Bank was a former wholly-owned subsidiary of the
Corporation.

At December 31, 2000 the Corporation had consolidated total assets of
$619,121,000, consolidated total loans of $380,016,000, consolidated total
deposits of $539,666,000 and consolidated total shareholders' equity of
$55,571,000.

The Corporation provides advice and services to the Subsidiary Banks and
coordinates their activities in the areas of financial accounting controls and
reports, internal audit programs, regulatory compliance, financial planning and
employee benefit programs. However, each Subsidiary Bank operates under the
day-to-day management of its own officers and directors.

The Corporation's major source of income is dividends received from the
Subsidiary Banks which are restricted as discussed on page 12. Dividend
payments by the Subsidiary Banks are determined on an individual basis,
generally in relation to each Subsidiary Bank's earnings, deposits and capital.

The Corporation's business 1is neither seasonal in nature nor in any manner
related to or dependent upon patents, licenses, franchises or concessions and
the Corporation has not spent material amounts on research activities.

The Subsidiary Banks. The services offered by the Subsidiary Banks are
generally those offered by commercial banks of comparable size in their
respective areas. Certain of the principal services offered by the Subsidiary
Banks are described below.

Commercial Banking. The Subsidiary Banks provide general commercial
banking services for corporate and other business clients principally
located in Tarrant County, Texas. Loans are made for a wide variety of
purposes, including interim construction and mortgage financing on real
estate and financing of equipment and inventories.

Consumer Banking. The Subsidiary Banks provide a full range of consumer
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banking services, including interest and non-interest-bearing checking
accounts, various savings programs, installment and real estate loans,
money transfers, on-site ATM facilities and safe deposit facilities.

Securities Services. Summit Bancshares, Inc. through an agreement with LM
Financial Partners, Inc. offers investment brokerage services. LM
Financial Partners, Inc., a subsidiary of Legg Mason, Inc. is a registered
broker—-dealer and member of the National Association of Securities Dealers,
Inc. Investment executives are available at each of the Subsidiary Banks
and can provide information about tax-free municipals, government
securities, stocks, mutual funds, or annuities.

Certain information with respect to each Subsidiary Bank as of February 28, 2001
is set forth in the following table. 1Interbank balances have not been
eliminated in the table as such balances are not material to total deposits or
total assets.

As of February 28, 2001

Organiza- Acqui-
Name and Address of tion sition Total Total Total

Subsidiary Bank Date Date Assets Loans Deposits
Summit National Bank 1975 1980 $239,625 $132,078 $203,553
1300 Summit Avenue
Fort Worth, TX 76102
Summit Community Bank, N.A. 1984 1984 $360, 995 $250,239 $325,042
3859 Camp Bowie Blvd.
Fort Worth, TX 76107
Competition. There is significant competition among bank holding companies in

Tarrant County, Texas and the Corporation believes that such competition among
such bank holding companies will continue in the future.

Additionally, the Subsidiary Banks encounter intense competition in their
commercial banking businesses, primarily from other banks represented in their
respective market areas, many of which have far greater assets and financial
resources. The Subsidiary Banks also encounter intense competition in their
commercial banking businesses from savings and loan associations, credit unions,
factors, insurance companies, commercial and captive finance companies and
certain other types of financial institutions located in its own and in other
major metropolitan areas in the United States, many of which are larger in terms
of capital, resources and personnel.

Employees. As of December 31, 2000 the Corporation and the Subsidiary Banks

collectively had a total of 167 full-time employees and 23 part-time employees.

REGULATION AND SUPERVISION
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The Corporation and the Subsidiary Banks are subject to federal and state law
applicable to businesses generally and also to federal and state laws
specifically applicable to financial institutions and financial institution
holding companies. The laws and regulations governing financial institutions
and their parent holding companies are intended primarily for the protection of
depositors, the deposit insurance funds of the Federal Deposit Insurance
Corporation, and the banking system as a whole and not for the protection of
shareholders or creditors. Those laws give regulatory authorities broad
enforcement powers over banks and bank holding companies including the power to
require remedial actions and to impose substantial fines and other penalties for
violation of laws or regulations.

The following description of statutory and regulatory provisions does not
purport to be complete and is qualified in its entirety by reference to the
applicable statutes and regulations. Any change in applicable statutes or
regulations or the policies of regulatory authorities may have a material effect
on the business, operations, and prospects of the Corporation and the Subsidiary
Banks. The Corporation is unable to predict the nature or extent of the affect
on its business and earnings that fiscal or monetary policies, economic
controls, or changes in federal or state statutes or regulations or regulatory
policies may have in the future.

The Corporation

General. The Corporation is a bank holding company within the meaning of the
BHC Act and as such is subject to regulation, supervision, and examination by
the Board of Governors of the Federal Reserve System (the "FRB"). Under

federal law, bank holding companies are subject to restrictions on the types of
activities in which they may engage and to a wide range of supervisory
requirements and actions, including periodic examinations and reporting
requirements and regulatory enforcement actions for any violations of laws,
regulations, or policies. The FRB has authority to order a bank holding company
to cease and desist from unsafe or unsound practices, to assess civil money
penalties against holding companies and affiliated individuals who violate the
BHC Act or FRB regulations or orders, and to order termination by a bank holding
company of any activities or control of any nonbank subsidiary which the FRB
believes constitutes a serious risk to the financial safety, soundness, or
stability of a subsidiary bank and is inconsistent with sound banking principles
or the purposes of various provisions of law.

The Corporation is a legal entity, separate and distinct from its subsidiaries.
As a result, the Corporation's right to participate in the distribution of
assets of any subsidiary upon liquidation or reorganization of the subsidiary
will be subject to the prior claims of depositors and creditors of the
subsidiary. 1In the event of a liquidation or reorganization of a Subsidiary
Bank, the claims of depositors and creditors of the Bank will have priority over
the rights of the Corporation and its shareholders and creditors.

Scope of Permissible Activities. The BHC Act prohibits a bank holding company,
with certain limited exceptions, from directly or indirectly engaging in, or
from directly or indirectly acquiring ownership or control of more than 5% of
any class of voting shares of any company engaged in, any activities other than
banking or managing or controlling banks or certain other subsidiaries or other
activities determined by the FRB to be so closely related to banking as to be a
proper incident thereto. Some of the activities which have been determined by
FRB regulation to be closely related to banking are making or servicing loans,
performing certain data processing

services, acting as an investment or financial advisor to certain investment
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trusts or investment companies, and providing certain securities brokerage
services. In approving or disapproving a bank holding company's acquisition of a
company engaged in bank-related activities or participation itself in bank-
related activities, the FRB considers a number of factors and weighs the
expected benefits to the public (such as greater convenience and increased
competition or gains in efficiency) against possible adverse effects (such as
undue concentration of resources, decreased or unfair competition, conflicts of
interest, or unsound banking practices). In considering these factors, the FRB
may differentiate between a bank holding company's commencement of activities
itself and its acquisition of a going concern already engaged in those
activities.

The Gramm-Leach-Bliley Act (the "GLB Act"), which became law on November 12,
1999, amended the BHC Act to permit the creation of a "financial holding
company, " a new type of bank holding company with powers exceeding those of a
traditional bank holding company. A financial holding company may engage in,
and hold shares of any company engaged in, any activity which the FRB determines
by regulation or order to be financial in nature, or incidental to such
financial activity or complimentary to a financial activity, and not to pose a
substantial risk to the safety or soundness of depository institutions or the
financial system generally. Among the activities which will be considered to be
financial in nature are lending, investing or safeguarding money or securities,
underwriting insurance or annuities or acting as an insurance principal, agent,
or broker, providing financial or investment advice, issuing or selling
interests in pools of assets a bank could hold, underwriting, dealing in, or
making a market in securities, engaging in any activity which, prior to
enactment of the GLB Act, the FRB determined to be closely related to banking,
and, subject to certain limitations, merchant banking activities. The
amendments to the BHC Act made by the GLB Act, which became effective on March
11, 2000, allow qualifying bank holding companies to provide a wide variety of
financial services previously reserved for insurance companies and securities
firms. To become a financial holding company, a bank holding company must file
with its Federal Reserve Bank a declaration that it elects to become a financial
holding company along with a certification that all depository institutions
controlled by the company are well-capitalized and well managed. Such a
declaration will become effective 30 days after filing unless the FRB notifies
the bank holding company prior to that time that its declaration is ineffective.
Once the declaration becomes effective, the bank holding company can commence
activities permitted to a financial holding company unless the FRB imposes
supervisory limitations on the company. The FRB serves as the primary
"umbrella" regulator of a financial holding company. The primary regulatory
authority of a financial holding company subsidiary will depend upon the
activities in which the subsidiary is engaged.

The Corporation cannot at this time fully evaluate the effect on the Corporation
and the Subsidiary Banks of the changes made by the GLB Act, including possible
new opportunities for expansion of the Corporation's activities and changes in
competition for the Corporation and the Subsidiary Banks.

Safety and Soundness. Bank holding companies may not engage in unsafe or
unsound banking practices. For example, with some exceptions for well-
capitalized and well-managed companies, FRB regulations require a bank holding
company to give the FRB prior notice of any redemption or repurchase of its own
equity securities if the consideration to be paid, together with the
consideration paid for any repurchases or redemptions in the preceding twelve-
month period, is equal to 10% or more of the company's consolidated net worth.
The FRB may disapprove a redemption or repurchase if it finds the transaction
would constitute an unsafe or unsound practice or would violate any law or
regulation. A holding company may not impair the financial soundness of a
subsidiary bank by causing it to make funds available to nonbanking subsidiaries
or their customers when such a transaction would not be prudent. In some
circumstances, the FRB may take the position that paying a dividend would
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constitute an unsafe or unsound banking practice. The policy of the FRB is
generally that a bank holding company should pay cash dividends on common stock
only out of income available over the past year and only if prospective earnings
retention is consistent with the organization's future needs and financial
condition. This policy provides that a bank holding company should not maintain
a level of cash dividends that undermines the company's ability to serve as a
source of strength to its banking subsidiaries.

The FRB may exercise various administrative remedies to enforce safety and
soundness standards, including issuing orders requiring parent bank holding
companies and their nonbanking subsidiaries to refrain from actions believed by
the FRB to constitute a serious risk to the financial safety, soundness, or
stability of a subsidiary bank.

Source of Strength to Subsidiary Banks. FRB regulations require a bank holding
company to serve as a source of financial and managerial strength to its
subsidiary banks and commit resources to their support. This concept has become
known as the "source of strength" doctrine. The FRB takes the position that a
bank holding company should stand ready to use available resources to provide
adequate capital funds to its subsidiary banks during periods of financial
adversity and should maintain the financial flexibility and capital-raising
capacity necessary to obtain resources for assisting its subsidiary banks if
required. A bank holding company which fails to meet its obligations to serve
as a source of strength to its subsidiary banks may be considered by the FRB to
be engaged in an unsafe and unsound banking practice and in violation of FRB
regulations. Further, the Federal Deposit Insurance Corporation Improvement Act
of 1991 ("FDICIA") requires a bank holding company to guarantee, up to certain
limits, an undercapitalized subsidiary bank's compliance with any capital
restoration plan approved by the bank's primary federal regulatory authority.
See Imposition of Liability for Undercapitalized Subsidiaries below.

Enforcement. The Financial Institution Reform, Recovery and Enforcement Act of
1989 ("FIRREA") expanded the FRB's authority to prohibit activities of bank
holding companies and their nonbanking subsidiaries which are unsafe or unsound
banking practices or constitute violations of laws or regulations. Bank
regulatory authorities may issue cease and desist orders which may, among other
things, require affirmative action to correct conditions resulting from such a
violation or practice, including restitution, reimbursement, and indemnification
or guaranty against loss. Under FIRREA, a bank holding company or financial
institution may also be ordered to restrict its growth, dispose of certain
assets, or take other appropriate action as determined by the ordering agency.

FIRREA increased the amount of civil money penalties that the FRB and other
regulatory agencies may assess for certain activities conducted on a knowing or
reckless basis, if those activities cause a substantial loss to a depository
institution. The penalties may

reach as much as $1,000,000 per day. FIRREA also expanded the scope of
individuals and entities against whom such penalties may be assessed.

FIRREA contains a "cross—guarantee" provision which makes commonly controlled
insured depository institutions liable to the Federal Deposit Insurance
Corporation (the "FDIC") for any losses incurred, or which the FDIC reasonably
anticipates incurring, in connection with the failure of an affiliated insured
depository institution. By law, the "cross—guarantee" liability to the FDIC of
an insured depository institution has priority over the rights of the
institution's shareholders including those of any parent holding company.

Anti-Tying Restrictions. Bank holding companies and their affiliates are
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prohibited from tying the provision of certain services, such as extensions of
credit, to certain other services offered by a holding company or its
affiliates.

Reporting and Examination. The Corporation is required to file quarterly and
annual reports with the Federal Reserve Bank of Dallas (the "Federal Reserve
Bank") and to provide such additional information as the Federal Reserve Bank
may require pursuant to the BHC Act. The Federal Reserve Bank may examine the
Corporation and any nonbank subsidiary and charge the Corporation for the cost
of such an examination. The Corporation is also subject to reporting and
disclosure requirements under state and federal securities laws.

Capital Adequacy Requirements. The FRB monitors the capital adequacy of bank
holding companies using a combination of risk-based guidelines and leverage
ratios. Under the risk-based capital guidelines, asset categories are assigned
different risk weights based generally on perceived credit risk. These risk
weights are multiplied by corresponding asset balances to determine a "risk-
weighted" asset base. Certain off-balance sheet items are added to the risk-
weighted asset base by converting them to balance sheet components. For the
purposes of the guidelines, a bank holding company's qualifying total capital is
defined as the sum of its "Tier 1" and "Tier 2" capital elements, with the "Tier
2" element being limited to an amount not exceeding 100% of the "Tier 1"
element. "Tier 1" capital includes, with certain limitations, common
stockholders' equity, qualifying perpetual noncumulative and cumulative
preferred stock, and minority interests in consolidated subsidiaries. "Tier 2"
capital includes, with some limitations, certain other preferred stock as well
as qualifying debt instruments and all or part of the allowance for possible
loan losses.

The FRB guidelines require a minimum ratio of qualifying total capital to total
risk-weighted assets of 8.0% (of which at least 4.0% must be in the form of
"Tier 1" capital). At December 31, 2000, the Corporation's ratios of "Tier 1"
and qualifying total capital to risk-weighted assets were 13.72% and 14.97%,
respectively. At such date, both ratios exceeded regulatory minimums.

The FRB uses a leverage ratio as an additional tool to evaluate the capital

adequacy of bank holding companies. The leverage ratio is defined as a
company's "Tier 1" capital divided by its adjusted average total consolidated
assets. The FRB guidelines require a minimum ratio of 3.0% "Tier 1" capital to

total assets for bank holding companies having the highest regulatory rating.
For other bank holding companies, the minimum ratio of "Tier 1" capital to total

assets is 4.0%. Companies with supervisory, financial, or managerial
weaknesses, as well as those anticipating or experiencing significant growth,
are expected to maintain capital ratios well above the minimum levels. The

Corporation's leverage ratio at December 31, 2000, was 9.04% which exceeded the
regulatory minimum.

A bank holding company which fails to meet the applicable capital standards will
be at a disadvantage in several respects. For example, FRB policy discourages
the payment of dividends by a bank holding company if payment would adversely
affect capital adequacy and borrowing by a company with inadequate capital for
the purpose of paying dividends. 1In some circumstances, a failure to meet the
capital guidelines may also result in enforcement action by the FRB.

Imposition of Liability for Undercapitalized Subsidiaries. FDICIA requires bank
regulators to take "prompt corrective action" to resolve insured depository
institutions problems. In the event an institution becomes "undercapitalized,"
it must submit a capital restoration plan to its federal regulatory agency. The
regulatory agency will not accept the plan unless it meets certain criteria.

One requirement for acceptance of a capital restoration plan is that each
company "having control of" the undercapitalized institution must guarantee, up
to certain limits, the subsidiary's compliance with the capital restoration
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plan. The Corporation has control of the Subsidiary Banks for purposes of this
statute. See below The Subsidiary Banks - Capital Adequacy Requirements below.

Under FDICIA, the aggregate liability of all companies controlling a particular
insured depository institution is generally limited to the lesser of 5% of the
institution's assets at the time it became undercapitalized or the amount
necessary to bring the institution into compliance with application capital
standards. FDICIA grants greater powers to regulatory authorities in situations
where an institution becomes "significantly" or "critically" undercapitalized or
fails to submit a timely and acceptable capital restoration plan or to implement
an accepted capital restoration plan. A bank holding company controlling an
undercapitalized insured depository institution may be required to obtain prior
FRB approval of proposed dividends or a consent to merger or to divest itself of
the troubled institution or other affiliates.

In the event of a proceeding for a bank holding company under Chapter 11 of the
U.S. Bankruptcy Code, the trustee (or the debtor-in-possession) will, by law, be
deemed to have assumed, and required immediately to cure any deficit under, any
commitment made by the company to a federal regulatory agency to maintain the
capital of an insured depository institution, and any claim based upon such a
commitment will have a priority of payment.

Acquisition by Bank Holding Companies. The BHC Act prohibits a bank holding
company, with some limited exceptions, from acquiring direct or indirect control
of more than 5% of the outstanding shares of any class of voting stock or
substantially all of the assets of any bank or bank holding company, or merging
or consolidating with another bank holding company, without the prior approval
of the FRB. 1In approving acquisitions of a bank or bank holding company by a
bank holding company, the FRB is required to consider the financial and
managerial resources and future prospects of the bank holding company and the
banks concerned, the convenience and needs of the communities to be served, and
various competitive factors. The Attorney General of the United States may,
within 30 days after approval of an acquisition by the FRB, bring an action
challenging such acquisition under the federal antitrust

5

laws, in which case the effectiveness of such approval is stayed pending a final
ruling by the courts. In some circumstances, any such action must be brought in
less than 30 days after FRB approval.

The Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 (the
"Interstate Banking Act") permits adequately capitalized and managed bank
holding companies to acquire banks located in other states, regardless of
whether the acquisition would be prohibited by applicable state law. An out-of-
state bank holding company seeking to acquire ownership or control of a state or
national bank located in Texas or any bank holding company owning or controlling
a state bank or a national bank located in Texas must obtain the prior approval
of both the FRB and the Banking Commissioner of Texas. If the FRB approves an
acquisition which the Texas Banking Commissioner disapproves, the Commissioner
may accept the FRB decision or attempt to have the decision overturned by a
federal court. Under the Interstate Banking Act, a bank holding company and its
insured depository institution affiliates may not complete an acquisition which
would cause it to control more than 10% of total deposits in insured depository
institutions nationwide or to control 30% or more of total deposits in insured
depository institutions in the home state of the bank sought to be acquired.
However, state deposit concentration caps adopted by various states, such as
Texas, which limit control of in-state insured deposits to a greater extent than
the Interstate Banking Act will be given effect. Texas has adopted a deposit
concentration cap of 20% of in-state insured deposits; therefore, the Texas
state deposit concentration cap will lower the otherwise applicable 30% federal
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deposit concentration cap. State law may establish a minimum age (not to exceed
five years) of local banks subject to interstate acquisition. The minimum age
established by Texas is five years.

Acquisition of Bank Holding Companies. The Change in Bank Control Act of 1978
prohibits a person or group of persons from acquiring "control" of a bank
holding company unless the FRB has been given prior notice and has not
disapproved the acquisition. Acquisition of 25% or more of any class of voting
shares of a bank holding company constitutes acquisition of "control." The FRB
presumes that the acquisition of 10% or more of any class of voting stock of a
bank holding company constitutes acquisition of control if either the company
has securities registered under Section 12 of the Exchange Act, as does the
Corporation, or no other person will own or control a greater percentage of that
class of voting securities immediately after the transaction. That presumption
can be rebutted by showing the FRB that the acquisition will not in fact result
in control. Any company would be required to obtain the approval of the FRB
under the BHC Act before acquiring 25% or more (or more than 5% in the case of
an acquiror that is a bank holding company) of the outstanding common stock of
the company or otherwise exercising control or a "controlling influence" over
the company.

The Subsidiary Banks

General. The Subsidiary Banks are national banking associations organized under
the National Bank Act, as amended, (the "National Bank Act") and are subject to
regulatory supervision and examination by the Office of the Comptroller of the
Currency (the "OCC"). Pursuant to such regulation, the Banks are subject to
various restrictions and supervisory requirements, and potentially to
enforcement actions. The OCC regularly examines national banks with respect to,
among other matters, capital adequacy, reserves, loan portfolio, investments and
management practices. The Subsidiary Banks must also furnish quarterly and
annual reports to the OCC, and the OCC may exercise cease and desist and other
enforcement powers over the Subsidiary Banks if their actions represent unsafe
or unsound practices or violations of law. Since the deposits of the Subsidiary
Banks are insured by the Bank Insurance Fund ("BIF") of the Federal Deposit
Insurance Company (the "FDIC"), the Subsidiary Banks are also subject to
regulation and supervision by the FDIC. Because the FRB regulates the
Corporation, the FRB has supervisory authority which affects the Subsidiary
Banks.

Banks are subject to the credit policies of governmental authorities that affect
the national supply of bank credit. Such policies influence the overall growth
of bank loans, investments, and deposits and may affect interest rates charged
on loans and paid on deposits. The monetary policies of the FRB have had a
significant effect on the results of operations of commercial banks in the past
and may be expected to continue to do so in the future.

Scope of Permissible Activities. The National Bank Act provides the rights,
privileges, and powers of national banks and defines the activities in which
national banks may engage. Permitted activities for a national bank include
making, arranging, purchasing, or selling loans, purchasing, holding, and
conveying real estate under certain conditions, dealing in investment securities
in certain circumstances, and, generally, engaging in the "business of banking"
and activities that are "incidental" to banking. Activities deemed "incidental"
to the business of banking include the borrowing and lending of money, receiving
deposits (including deposits of public funds), holding or selling stock or other
property acquired in connection with security on a loan, discounting and
negotiating evidences of debt, acting as guarantor (if the bank has a
"substantial interest in the performance of the transaction"), issuing letters
of credit to or on behalf of its customers, operating a safe deposit business,
providing check guarantee plans, issuing credit cards, operating a loan
production office, selling loans under repurchase agreements, selling money
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orders at offices other than bank branches, providing consulting services to
banks, and verifying and collecting checks.

In addition to expanding permitted activities for qualifying bank holding
companies, the GLB Act also permits the creation of a "financial subsidiary"
which can be used by a national bank to engage in many of the activities
permitted for a financial holding company. The Corporation cannot at this time
fully evaluate the effect on the Subsidiary Banks of this change made by the GLB
Act.

Branching. National banks located in Texas may establish a branch anywhere in
Texas with prior OCC approval. For this purpose, a national bank is located in
Texas if it has either its main office or a branch in Texas. In acting on a
branch application, the OCC considers a number of factors, including financial
history, capital adequacy, earnings prospects, character of management, needs of
the community and consistency with corporate powers.

The Interstate Banking Act, which expanded the authority of bank holding
companies to engage in interstate bank acquisitions regardless of state law
prohibitions, also allows banks to merge across state lines and thereafter have
interstate branches by continuing to operate, as a main office or a branch, any
office of any bank involved in the merger. States were, however, permitted to
"opt-out" of

interstate mergers by enacting laws meeting certain requirements. The Texas
Legislature "opted out" of the interstate branching provisions during its 1995
Session. However, the Texas "opt-out" legislation, which by its terms was to
have expired in September of 1999, proved to be ineffective to prohibit
interstate mergers involving banks in Texas because it did not meet the
requirement of the Interstate Banking Act. The Texas Banking Commissioner
determined that, under federal law, the "opt-out" legislation was ineffective to
prohibit interstate mergers and began accepting applications for interstate
merger and branching transactions for state-chartered institutions before the
September, 1999, expiration date of the Texas "opt-out" legislation as enacted.
As a consequence, the Texas "opt-out" legislation did not have the effect of
prohibiting interstate merger and branching transactions otherwise allowed under
federal law.

The Interstate Banking Act also allows a bank to open new branches in a state in
which it does not already have banking operations if the laws of that state
permit a de novo branch of an out-of-state bank. A "de novo branch" is a branch
office of a bank originally established as a branch and not one becoming a
branch by acquisition or merger. In 1995, Texas elected not to permit de novo
branching, but the Texas legislation prohibiting de novo branching proved
ineffective. 1In 1999, the Texas law was amended to permit entry into Texas by
an out-of-state bank's establishing a de novo branch in Texas if the laws of the
home state of the out-of-state bank permit a Texas bank to establish a de novo
branch there. Out-of-state banks are also permitted to enter Texas by merger
with an in-state bank if the resulting bank in such a merger would not control
20% or more of total in-state deposits and the in-state bank has been in
existence and operation for at least five years. An out-of-state bank that has
established or acquired a branch in Texas may establish or acquire additional
in-state branches to the same extent that a Texas bank may acquire or establish
branches in Texas.

Restrictions on Transactions with Affiliates. The Subsidiary Banks are subject
to federal statutes which limit transactions with the Corporation and other
affiliates. One set of restrictions is found in Section 23A of the Federal

Reserve Act, which limits loans to, purchases of assets from, and investments in

10
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"affiliates" of the Subsidiary Banks. The term "affiliates" would include the
Corporation and any of its subsidiaries. Section 23A imposes limits on the
amount of such transactions and also requires certain levels of collateral for
such loans. In addition, Section 23A limits the amount of loans or extensions
of credit to third parties which are collateralized by the securities or
obligations of the Corporation or its subsidiaries.

Another set of restrictions is found in Section 23B of the Federal Reserve Act.
Among the other things, Section 23B requires that certain transactions between a
Subsidiary Bank and its affiliates must be on terms substantially the same, or
at least as favorable to the Subsidiary Bank, as those prevailing at the time
for comparable transactions with or involving other nonaffiliated companies. In
the absence of such comparable transactions, any transaction between a
Subsidiary Bank and an affiliate must be on terms and under circumstances,
including credit underwriting standards and procedures, that in good faith would
be offered to or would apply to nonaffiliated companies. Each Subsidiary Bank
is also subject to certain prohibitions against advertising that suggest that
the Subsidiary Bank is responsible for the obligations of its affiliates.

The regulations and restrictions on transactions with affiliates may limit the
Corporation's ability to obtain funds from its Subsidiary Banks for its cash
needs, including funds for payment of dividends and operating expenses.

Under the Federal Reserve Act and FRB Regulation O, there are restrictions on
loans to directors, executive officers, principal shareholders and their related
interests (collectively referred to herein as "insiders") which apply to all
banks with deposits insured by the FDIC and their subsidiaries and holding
companies. These restrictions include limits on loans to one borrower and
conditions that must be met before such loans can be made. There is also an
aggregate limitation on all loans to insiders and their related interests. 1In
the aggregate, these loans may not exceed the bank's total unimpaired capital
and surplus. In some circumstances the OCC may determine that a lesser amount
is appropriate. 1Insiders are subject to enforcement actions for knowingly
accepting loans in violation of applicable restrictions.

Federal law and regulations also prohibit or limit "golden parachute payments"
by FDIC- insured depository institutions and their holding companies. Golden
parachute payments are defined generally as payments made by an insured
depository institution or its holding company to a director, officer, employee,
or other affiliated person contingent upon termination of the person's
employment by the depository institution or its holding company when the
institution or holding company is in troubled condition as determined by
regulatory authorities. Indemnification payments are also prohibited or limited
in certain instances.

Interest Rate Limits and Lending Regulations. The Subsidiary Banks are subject
to various state and federal statutes relating to the extension of credit and
the making of loans. The maximum legal rate of interest that the Subsidiary
Banks may charge on a loan depends on a variety of factors such as the type of
borrower, purpose of the loan, amount of the loan and date the loan is made.
Texas statutes establish maximum legal rates of interest for various lending
situations. Penalties are provided by law for charging interest in excess of
the maximum lawful rate.

Loans made by banks located in Texas are subject to numerous other federal and
state laws and regulations, including the Truth-in-Lending Act, the Texas
Finance Code, the Equal Credit Opportunity Act, the Real Estate Settlement
Procedures Act, and the Home Mortgage Disclosure Act. These laws provide
remedies for the borrower and penalties for the lender for failure of the lender
to comply with such laws. The scope and requirements of these laws and
regulations have expanded in recent years, and claims by borrowers under these
laws and regulations may increase.
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Restrictions on Subsidiary Bank Dividends. Substantially all of the
Corporation's cash revenues are derived from dividends paid by the Subsidiary
Banks. Dividends payable by the Subsidiary Banks are restricted under the
National Bank Act. See Item 5. Market for Registrant's Common Equity and
Related Stockholder Matters - Dividends. The Subsidiary Banks' ability to pay
dividends is further restricted by the requirement that the Subsidiary Banks
maintain adequate levels of capital in accordance with guidelines promulgated
from time to time by the OCC. Moreover, the prompt corrective action provisions
of FDICIA and implementing regulations

prohibit a bank from paying dividends or management fees if, following the
payment, the bank would be in any of the three capital categories for
undercapitalized institutions. See Capital Adequacy Requirements below.

Examinations. The OCC periodically examines and evaluates national banks.
Based upon such evaluations, the OCC may require revaluation of certain assets
of a bank and require the bank to establish specific reserves to allow for the
difference between the regulatory-determined value and the book wvalue of such
assets. The OCC is authorized to assess the institution an annual fee based on,
among other things, the costs of conducting the examinations.

Capital Adequacy Requirements. OCC regulations require national banks to
maintain minimum risk-based capital ratios similar to those for bank holding
companies discussed above. The applicable regulations establish five capital
levels, ranging from "well capitalized" to "critically undercapitalized." A
national bank is considered "well capitalized" if it has a total risk-based
capital ratio of 10.0% or greater, a Tier 1 risk-based capital ratio of 6.0% or
greater, and a leverage ratio of 5.0% or greater, and if it is not subject to an
order, written agreement, capital directive, or prompt corrective action
directive to meet and maintain a specific capital level for any capital measure.
A national bank is considered "adequately capitalized" if it has a total risk-
based capital ratio of 8.0% or greater, a Tier 1 risk-based capital ratio of at
least 4.0% and leverage capital ratio of 4.0% or greater (or a leverage ratio of
3.0% or greater if the institution was given the highest rating in its most
recent report of examination) and the bank does not meet the definition of a
"well capitalized" bank. A national bank is considered "undercapitalized" if it
has a total risk-based capital ratio that is less than 8.0%, a Tier 1 risk-based
capital ratio that is less than 4.0%, or a leverage ratio that is less than 4.0%
(or a leverage ratio that is less than 3.0% if the institution received the
highest rating in its most recent report of examination). A "significantly
undercapitalized" national bank is one which has a total risk-based capital
ratio that is less than 6.0%, a Tier 1 risk-based capital ratio that is less
than 3.0%, or a leverage ratio that is less than 3.0%. A "critically
undercapitalized" national bank is one which has a ratio of tangible equity to
total assets that is equal to or less than 2.0%.

At December 31, 2000, each of the Subsidiary Banks was "well capitalized." See
Item 7. Management's Discussion and Analysis of Financial Condition and Results
of Operations - Capital Resources.

Corrective Measures for Capital Deficiencies. FDICIA requires the federal
banking regulators to take "prompt corrective action" with respect to capital-
deficient insured depository institutions with the overall goal of limiting
losses to the depository insurance fund. FDICIA contains broad restrictions on
certain activities of undercapitalized institutions involving asset growth,
acquisitions, branch establishment and expansion into new lines of business.

With certain exceptions, national banks will be prohibited from making capital
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distributions, including dividends, or paying management fees to a holding
company if the payment of such distributions or fees will cause them to become
undercapitalized. Furthermore, undercapitalized national banks will be required
to file capital restoration plans with the OCC. Such a plan will not be accepted
unless, among other things, the banking institution's holding company guarantees
the plan up to a certain specified amount. Any such guarantee from a depository
institution's holding company is entitled to a priority of payment in
bankruptcy. Undercapitalized national banks also will be subject to restrictions
on growth, acquisitions, branching, and engaging in new lines of business unless
they have an approved capital plan that permits otherwise. The OCC also may,
among other things, require an undercapitalized national bank to issue shares or
obligations, which could be voting stock, to recapitalize the institution or,
under certain circumstances, to divest itself of any subsidiary.

The OCC and other Federal banking agencies are authorized by FDICIA to take
various enforcement actions against any significantly undercapitalized national
bank and any national bank that fails to submit an acceptable capital
restoration plan or fails to implement a plan accepted to the OCC. These powers
include, among other things, requiring the institution to be recapitalized,
prohibiting asset growth or requiring asset reduction, restricting interest
rates paid, requiring FRB prior approval of any capital distributions by any
bank holding company which controls the institution, requiring divestiture by
the institution of its subsidiaries or by the holding company of the institution
itself, requiring new election of directors, and requiring the dismissal of
directors and officers.

Significantly and critically undercapitalized national banks may be subject to
more extensive control and supervision. A critically undercapitalized
institution may be prohibited from, among other things, entering into any
material transaction not in the ordinary course of business, amending its
charter or bylaws, or engaging in certain transactions with affiliates. 1In
addition, critically undercapitalized institutions generally will be prohibited
from making payments of principal or interest on outstanding subordinated debt.
Within 90 days of a national bank's becoming critically undercapitalized, the
OCC must appoint a receiver or conservator unless certain findings are made with
respect to the prospect for the institution's continued viability.

Deposit Insurance Assessments. The FDIC is required by the Federal Deposit
Insurance Act to assess all banks a fee in order to fund adequately the Bank
Insurance Fund (the "BIF") so as to resolve any insured bank that is declared
insolvent by its primary regulator. FDICIA required the FDIC to establish a
risk-based deposit insurance premium schedule. The risk-based assessment system
is used to calculate deposit insurance assessments made on BIF member banks to
maintain the designated reserves for the fund. In addition, the FDIC can impose
special assessments to repay borrowings from the U.S. Treasury, the Federal

Financing Bank, and BIF member banks. Under the risk-based system, banks are
assessed insurance premiums according to how much risk they are deemed to
present to the BIF. Such premiums currently range from zero percent of insured

deposits to 0.27% of insured deposits. Banks with higher levels of capital and
involving a low degree of supervisory concern are assessed lower premiums than
those banks with lower levels of capital and a higher degree of supervisory
concern. Each of the Subsidiary Banks are currently being assessed at the
lowest rate of zero percent.

Under the Deposit Insurance Funds Act of 1996 (the "Funds Act"), beginning in
1997 banks insured under the BIF were required to pay a part of the interest on
bonds issued by the Financing Corporation ("FICO") in the late 1980s to
recapitalize the defunct Federal Savings and Loan Insurance Corporation. Before
the Funds Act, FICO payments were made only by depository institutions which
were
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members of the Savings Association Insurance Fund (the "SAIF"). Under the
Funds Act, until January 1, 2000, BIF members were assessed for FICO payments at
only one-fifth the rate of assessment on SAIF members. The Funds Act required

that, as of January 1, 2000, all BIF- and SAIF- insured institutions will pay
FICO assessments at the same rate. For the first quarter of 2001, FICO rates
have been set at .01960% for both BIF and SAIF members. The FICO assessment
rates for both BIF and SAIF members for 2000 were:

Fourth Quarter .0202
Third Quarter .0206
Second Quarter .0208
First Quarter .0212
Internal Operating Requirements. FDICIA requires FDIC-insured depository

institutions with over $500 million in assets to file an annual report with the
FDIC and its primary federal regulator and any appropriate state banking agency
within 90 days after the end of its fiscal year. The report must contain
financial statements audited by an independent public accountant; a statement of
management's responsibilities for (1) preparing the financial statements and for
maintaining internal controls; (2) financial reporting and complying with
designated safety and soundness laws and regulations; and (3) assessing the
effectiveness of the institution's internal controls and compliance with safety
and soundness laws and regulations. The independent public accountant also must
report separately on the institution's internal controls and certain of the
statements made by management in the report. The requirement of an annual audit
of the Subsidiary Banks can be satisfied by an annual audit of the Corporation.
The annual report must be available for public inspection. Each institution to
which the annual report requirement applies must also have an independent audit
committee entirely made up of outside directors. The audit committee's duties
must include reviewing with management and the independent public accounts the
basis for the annual report. The requirement of audit committees for the
Subsidiary Banks can be satisfied by the services of an audit committee of the
Corporation.

Community Reinvestment Act. The Community Reinvestment Act of 1977 ("CRA") and
the regulations issued by the OCC to implement that law are intended to
encourage banks to help meet the credit needs of their service area, including
low and moderate income neighborhoods, consistent with the safe and sound
operations of the banks. These regulations also provide for regulatory
assessment of a bank's record in meeting the needs of its service area when
considering applications to establish branches, merger applications and
applications to acquire the assets and assume the liabilities of another bank.
FIRREA requires federal banking agencies to make public a rating of a bank's
performance under the CRA. In the case of a bank holding company, the CRA
performance record of its subsidiary banks is reviewed in connection with the
filing of an application to acquire ownership or control of shares or assets of
a bank or to merge with any other bank holding company. An unsatisfactory
record can substantially delay or block the transaction. A less than
satisfactory CFA rating can limit the extent to which a bank and its affiliates
can take advantage of the expanded range of activities permitted by the GLB Act.

Customer Privacy. The GLB Act enacted new measures to protect the security,
confidentiality, and integrity of information concerning customers of financial
institutions. The federal banking agencies were directed by the GLB Act to
adopt rules of carry out those measures, and were given broad authority to
enforce the privacy provisions of the Act and rules adopted to carry out those
provisions. The agencies have adopted guidelines for safeguarding customer
information which will become effective July 1, 2001. The agencies' guidelines
require each financial institution to establish an information security program
which will identify and assess risks that may threaten the confidentiality of
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customer information. The institution must develop a written plan containing
policies and procedures to manage and control those risks and implement and test
the plan. The plan must be adjusted on a continuing basis for changes in
technology, the sensitivity of customer information, and internal and external
threats to information security. A financial institution's policy for
protecting the confidentiality and security of nonpublic personal information
must be disclosed to the customer at the time the customer relationship is
established and at least annually thereafter.

Expanding Enforcement Authority

One of the major effects of FDICIA was the increased ability of banking
regulators to monitor the activities of banks and their holding companies. The
Federal banking agencies have extensive authority to police unsafe or unsound
practices and violations of applicable laws and regulations by depository

institutions and their holding companies. For example, the FDIC may terminate
the deposit insurance of any institution which it determines has engaged in an
unsafe or unsound practice. The agencies can also assess civil money penalties,

issue cease and desist or removal orders, seek judicial enforcement of their
orders, and publicly disclose such actions.

Changing Regulatory Structure

Legislative and regulatory proposals regarding changes in banking, regulations
of banks, thrifts and other financial institutions, are being considered by the
executive branch of the federal government, Congress, and various state
governments, including Texas. Certain of these proposals, if adopted, could
significantly change the regulation of banks and the financial service industry.
The Corporation cannot predict accurately whether any of these proposals will be
adopted or, if adopted, how these proposals will affect the Corporation or the
Subsidiary Banks. Also, there will be regulatory changes to deal with the
expanded permissible activities permitted for financial holding companies and
financial subsidiaries of national banks. The Corporation cannot predict at
this time the effect of regulatory changes resulting from the enactment of the
GLB Act.

Effect on Economic Environment

The policies of regulatory authorities, including the monetary policy of the
FRB, have a significant effect on the operating results of bank holding
companies and their subsidiaries. Among the means available to the FRB to
affect the money supply are open market operations in U.S. Government
securities, control of borrowings at the "discount window," changes in the
discount rate on member bank borrowing, changes in reserve requirements against
member bank