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SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-QSB

[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934

For the Quarterly Period Ended September 30, 2003

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 No: 000-31225

Pinnacle Financial Partners, Inc.
(Exact name of small business issuer as specified in its charter)

Tennessee 62-1812853

(State or jurisdiction of (I.R.S. Employer Identification No.)
incorporation or organization)

The Commerce Center, 211 Commerce Street, Suite 300, Nashville, Tennessee 37201

(Address of principal executive offices)

(615) 744-3700

(Issuer�s telephone number)

Not Applicable

(Former name, former address
and former fiscal year,

if changed since last report)

APPLICABLE ONLY TO CORPORATE ISSUERS

     State the number of shares outstanding of each of the issuer�s classes of common equity, as of the latest practicable date:

     3,692,053 shares of common stock, $1.00 par value per share, issued and outstanding as of October 31, 2003.
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FORWARD-LOOKING STATEMENTS

Pinnacle Financial Partners, Inc. (�Pinnacle Financial�) may from time to time make written or oral statements, including statements contained in
this report which may constitute forward-looking statements within the meaning of Section 21E of the Securities Exchange Act of 1934 (the
�Exchange Act�). The words �expect�, �anticipate�, �intend�, �consider�, �plan�, �believe�, �seek�, �should�, �estimate�, and similar expressions are intended to
identify such forward-looking statements, but other statements may constitute forward-looking statements. These statements should be
considered subject to various risks and uncertainties. Such forward-looking statements are made based upon management�s belief as well as
assumptions made by, and information currently available to, management pursuant to �safe harbor� provisions of the Private Securities Litigation
Reform Act of 1995. Pinnacle Financial�s actual results may differ materially from the results anticipated in forward-looking statements due to a
variety of factors. Such factors are described below and include, without limitation, (i) unanticipated deterioration in the financial condition of
borrowers resulting in significant increases in loan losses and provisions for those losses, (ii) increased competition with other financial
institutions, (iii) lack of sustained growth in the economy in the Nashville, Tennessee area, (iv) rapid fluctuations or unanticipated changes in
interest rates, (v) the inability of Pinnacle Financial to satisfy regulatory requirements for its expansion plans, (vi) changes in the legislative and
regulatory environment and (vii) other risk factors including those discussed in Pinnacle Financial�s annual report on Form 10-KSB and other
reports filed by Pinnacle Financial with the Securities and Exchange Commission. Many of such factors are beyond Pinnacle Financial�s ability
to control or predict, and readers are cautioned not to put undue reliance on such forward-looking statements. Pinnacle Financial does not intend
to update or reissue any forward-looking statements contained in this report as a result of new information or other circumstances that may
become known to Pinnacle Financial.
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PINNACLE FINANCIAL PARTNERS, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS � UNAUDITED

September 30, December 31,
2003 2002

ASSETS
Cash and noninterest-bearing due from banks $ 11,633,943 $ 8,061,300
Interest-bearing due from banks 453,637 4,195,647
Federal funds sold and securities purchased under agreements to
resell 20,097,042 685,182

Cash and cash equivalents 32,184,622 12,942,129
Securities available-for-sale, at fair value 115,421,439 73,980,054
Mortgage loans held-for-sale 2,220,020 �
Loans 279,701,750 209,743,436
Less allowance for loan losses (3,491,767) (2,677,043)

Loans, net 276,209,983 207,066,393
Premises and equipment, net 6,284,822 3,611,504
Other assets 8,372,521 7,678,894

Total assets $440,693,407 $305,278,974

LIABILITIES AND STOCKHOLDERS� EQUITY
Deposits:

Noninterest-bearing demand $ 55,255,123 $ 31,599,897
Interest-bearing demand 25,567,490 13,234,956
Savings and money market accounts 121,430,122 75,995,881
Time 144,938,528 113,185,655

Total deposits 347,191,263 234,016,389
Securities sold under agreements to repurchase 19,290,587 15,050,208
Federal Home Loan Bank advances 39,500,000 21,500,000
Other liabilities 1,466,833 2,308,730

Total liabilities 407,448,683 272,875,327
Commitments and contingent liabilities
Stockholders� equity:

Preferred stock, no par value; 10,000,000 shares authorized; no
shares issued and outstanding � �
Common stock, par value $1.00; 10,000,000 shares authorized;
3,692,053 issued and outstanding at September 30, 2003 and
December 31, 2002 3,692,053 3,692,053
Additional paid-in capital 30,682,947 30,682,947
Accumulated deficit (1,047,380) (2,743,794)
Accumulated other comprehensive income (loss), net (82,896) 772,441

Total stockholders� equity 33,244,724 32,403,647

Total liabilities and stockholders� equity $440,693,407 $305,278,974

See accompanying notes to consolidated financial statements.
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PINNACLE FINANCIAL PARTNERS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS � UNAUDITED

Three months ended Nine months ended
September 30, September 30,

2003 2002 2003 2002

Interest income:
Loans, including fees $3,674,712 $2,833,005 $ 9,995,068 $7,565,360
Securities, available-for-sale:

Taxable 918,112 535,022 2,756,584 1,159,472
Tax-exempt 57,875 11,567 138,262 11,567

Federal funds sold and other 51,895 46,480 127,996 138,108

Total interest income 4,702,594 3,426,074 13,017,910 8,874,507

Interest expense:
Deposits 1,069,381 996,584 3,261,641 2,729,158
Securities sold under agreements to
repurchase 15,267 23,443 42,233 65,173
Federal funds purchased and other
borrowings 232,615 125,982 707,803 299,810

Total interest expense 1,317,263 1,146,009 4,011,677 3,094,141

Net interest income 3,385,331 2,280,065 9,006,233 5,780,366
Provision for loan losses 318,068 247,000 953,360 688,000

Net interest income after provision for loan
losses 3,067,263 2,033,065 8,052,873 5,092,366
Noninterest income:

Service charges on deposit accounts 137,097 80,166 359,211 200,631
Investment services 324,663 220,721 656,888 677,282
Fees from origination of mortgage loans 244,912 � 489,005 �
Gain on loan participations sold 75,238 13,038 201,466 57,997
Gain on sale of investment securities, net 113,707 � 247,978 �
Other noninterest income 128,860 182,604 409,158 323,033

Total noninterest income 1,024,477 496,529 2,363,706 1,258,943

Noninterest expense:
Compensation and employee benefits 1,882,344 1,427,251 5,010,942 3,764,462
Equipment and occupancy 480,216 370,495 1,323,002 1,049,435
Marketing and other business development 84,570 70,723 263,834 162,118
Administrative 177,812 134,393 491,465 323,275
Postage and supplies 93,676 59,404 273,167 184,913
Other noninterest expense 145,335 119,265 418,835 274,433

Total noninterest expense 2,863,953 2,181,531 7,781,245 5,758,636

Income before income taxes 1,227,787 348,063 2,635,334 592,673
Income tax expense 441,218 136,585 938,920 229,436

Net income $ 786,569 $ 211,478 $ 1,696,414 $ 363,237
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Per share information:
Basic net income per common share $ 0.21 $ 0.06 $ 0.46 $ 0.13

Diluted net income per common share $ 0.20 $ 0.06 $ 0.44 $ 0.13

Weighted average shares outstanding:
Basic 3,692,053 3,692,053 3,692,053 2,841,943
Diluted 3,972,327 3,745,272 3,898,200 2,873,334

See accompanying notes to consolidated financial statements.
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PINNACLE FINANCIAL PARTNERS, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS � UNAUDITED

Nine months ended
September 30,

2003 2002

Operating activities:
Net income $ 1,696,414 $ 363,237
Adjustments to reconcile net income to net cash provided by operating
activities:

Net amortization of available-for-sale securities 679,837 111,194
Depreciation and amortization 669,814 521,363
Provision for loan losses 953,360 688,000
Gain on sale of investment securities, net (247,978) �
Gain on participations sold (201,466) (57,997)
Deferred tax expense 555,530 229,436
Mortgage loans held-for-sale:

Loans originated (28,379,295) �
Loans sold 26,159,275 �

Increase in other assets (309,199) (374,302)
Increase (decrease) in other liabilities (458,507) 421,973

Net cash provided by operating activities 1,117,785 1,902,904

Investing activities:
Activities in securities available-for-sale:

Purchases (102,989,447) (42,572,668)
Sales 23,125,263 �
Maturities, prepayments and calls 36,611,365 6,347,851

(43,252,819) (36,224,817)

Net increase in loans (70,096,950) (56,952,991)
Purchases of premises and equipment and software (3,154,776) (531,553)
Purchases of other assets (786,000) (2,158,500)

Net cash used in investing activities (117,290,545) (95,867,861)

Financing activities:
Net increase in deposits 113,174,874 79,655,405
Net increase in securities sold under agreements to repurchase 4,240,379 2,062,539
Advances from Federal Home Loan Bank 18,000,000 7,000,000
Net proceeds from the sale of common stock � 12,745,000

Net cash provided by financing activities 135,415,253 101,462,944

Net increase in cash and cash equivalents 19,242,493 7,497,987
Cash and cash equivalents, beginning of period 12,942,129 14,582,076

Cash and cash equivalents, end of period $ 32,184,622 $ 22,080,063

Supplemental disclosure:
Cash paid for interest $ 4,151,808 $ 3,015,224
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Cash paid for income taxes $ � $ �

See accompanying notes to consolidated financial statements.
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PINNACLE FINANCIAL PARTNERS, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Nature of Business � Pinnacle Financial Partners, Inc. (�Pinnacle Financial�) was formed on February 28, 2000 (inception) and is a bank holding
company whose business is conducted by its wholly-owned subsidiary, Pinnacle National Bank (�Pinnacle National�). Additionally, PFP Title
Company and Pinnacle Community Development, Inc. are wholly-owned subsidiaries of Pinnacle National. Pinnacle National is a commercial
bank located in Nashville, Tennessee. Pinnacle National provides a full range of banking services in its primary market area of Davidson County
and the surrounding counties. Pinnacle National commenced its banking operations on October 27, 2000. PFP Title Company sells title
insurance polices to Pinnacle National customers and others.

Basis of Presentation � These consolidated financial statements include the accounts of Pinnacle Financial. Significant intercompany
transactions and accounts are eliminated in consolidation.

     The accompanying unaudited consolidated financial statements have been prepared in accordance with accounting principles generally
accepted in the United States for interim financial information and with the instructions to Form 10-QSB. Accordingly, they do not include all
the information and footnotes required by accounting principles generally accepted in the United States of America for complete financial
statements. In the opinion of management, all adjustments (consisting of normal recurring accruals) considered necessary for a fair presentation
have been included. Operating results for the three and nine months ended September 30, 2003 are not necessarily indicative of the results that
may be expected for the year ending December 31, 2003. For further information, refer to the consolidated financial statements and footnotes
thereto included in Pinnacle Financial�s Form 10-KSB for the fiscal year ended December 31, 2002 as filed with the Securities and Exchange
Commission.

Use of Estimates � The preparation of financial statements in conformity with accounting principles generally accepted in the United States
requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosures of contingent
assets and liabilities as of the balance sheet date and the reported amounts of revenues and expenses during the reporting period. Actual results
could differ from those estimates. Material estimates that are particularly susceptible to significant change in the near term include the
determination of the allowance for loan losses and valuation of deferred income tax assets.

Stock-Based Compensation � In December 2002, the FASB issued SFAS No. 148, �Accounting for Stock-Based Compensation � Transition and
Disclosure, an amendment of FASB Statement No. 123�. This Statement amends Statement No. 123, �Accounting for Stock-Based Compensation�,
to provide alternative methods of transition for a voluntary change to the fair value method of accounting for stock-based employee
compensation. In addition, this Statement amends the disclosure requirements of Statement No. 123 to require prominent disclosures in both
annual and interim financial statements. Certain of the disclosure modifications are required for fiscal years ending after December 15, 2002 and
are included below.

     Pinnacle Financial applies APB Opinion 25 and related interpretations in accounting for its stock option plan. All option grants carry exercise
prices equal to or above the fair value of the common stock on the date of grant. Accordingly, no compensation cost has been recognized. Had
compensation cost for Pinnacle Financial�s stock option plan been determined based on the fair value at the grant dates for awards under the plan
consistent with the method prescribed in SFAS No. 123, �Accounting for Stock-Based Compensation,� Pinnacle Financial�s net income and net
income per share would have been adjusted to the pro forma amounts indicated below for the three and nine months ended September 30, 2003
and 2002:
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PINNACLE FINANCIAL PARTNERS, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

Three months ended Nine months ended
September 30, September 30,

2003 2002 2003 2002

Net income, as reported $786,569 $211,478 $1,696,414 $ 363,237
Deduct: Total stock-based compensation
expense determined under the fair value
based method for all awards, net of related
tax effects (51,676) (39,923) (145,644) (112,632)

Pro forma net income $734,893 $171,555 $1,550,770 $ 250,605

Per share information:
Basic net income                      As reported $ 0.21 $ 0.06 $ 0.46 $ 0.13

Pro forma $ 0.20 $ 0.05 $ 0.42 $ 0.09
Diluted net income                   As reported $ 0.20 $ 0.06 $ 0.44 $ 0.13

Pro forma $ 0.19 $ 0.05 $ 0.41 $ 0.09

     For purposes of these calculations, the fair value of options granted for the nine months ended September 30, 2003 and 2002 was estimated
using the Black-Scholes option pricing model and the following assumptions:

2003 2002

Risk free interest rate 1.19% 1.74%
Expected life of the options 5.0 years 5.0 years
Expected dividend yield 0.0% 0.0%
Expected volatility 41.1% 69.7%
Weighted average fair value $5.37 $5.83

Income Per Common Share � Basic earnings per share (�EPS�) is computed by dividing net income by the weighted average common shares
outstanding for the period. Diluted EPS reflects the dilution that could occur if securities or other contracts to issue common stock were
exercised or converted. The difference between basic and diluted weighted average shares outstanding was attributable to common stock options
and warrants.

     The basic net income per share information for the three and nine months ended September 30, 2002 was computed based on 2,312,053
common shares outstanding from January 1, 2002 through June 14, 2002. On June 14, 2002, Pinnacle Financial issued 1,200,000 additional
common shares in conjunction with a common stock offering to the general public and then on June 24, 2002 issued an additional 180,000
shares in conjunction with the underwriters� exercise of the over-allotment option. As a result, 3,692,053 common shares were outstanding on
September 30, 2002 and, since no new shares have been issued since that date, 3,692,053 common shares were outstanding for the three and nine
months ended September 30, 2003.

     As of September 30, 2003 and 2002, there were common stock options outstanding to purchase common shares. Substantially all of these
shares have exercise prices which, when considered in relation to the average market price of Pinnacle Financial�s common stock for the
respective reporting period, are considered dilutive and are considered in Pinnacle Financial�s diluted income per share calculation for the three
and nine months ended September 30, 2003 and 2002. Additionally, as of September 30, 2003, Pinnacle Financial had dilutive warrants
outstanding to purchase 203,000 common shares which have also been considered in the calculation of Pinnacle Financial�s diluted income per
share for the three and nine months ended September 30, 2003 and 2002.
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PINNACLE FINANCIAL PARTNERS, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

     The following is a summary of the basic and diluted earnings per share calculation for the three and nine months ended September 30, 2003
and 2002:

Three months ended Nine months ended
September 30, September 30,

2003 2002 2003 2002

Basic earnings per share calculation:
Numerator � Net income $ 786,569 $ 211,478 $1,696,414 $ 363,237
Denominator � Average common shares
outstanding 3,692,053 3,692,053 3,692,053 2,841,943
Basic net income per share $ 0.21 $ 0.06 $ 0.46 $ 0.13

Diluted earnings per share calculation:
Numerator � Net income $ 786,569 $ 211,478 $1,696,414 $ 363,237
Denominator � Average common shares
outstanding 3,692,053 3,692,053 3,692,053 2,841,943

Dilutive shares contingently issuable 280,274 53,219 206,147 31,391

Average dilutive common shares outstanding 3,972,327 3,745,272 3,898,200 2,873,334
Diluted net income per share $ 0.20 $ 0.06 $ 0.44 $ 0.13

Comprehensive Income � Statement of Financial Accounting Standards (�SFAS�) No. 130, �Reporting Comprehensive Income� describes
comprehensive income as the total of all components of comprehensive income including net income. Other comprehensive income refers to
revenues, expenses, gains and losses that under generally accepted accounting principles are included in comprehensive income but excluded
from net income. Currently, Pinnacle Financial�s other comprehensive income consists of unrealized holding gains and losses, net of deferred
income taxes, on available-for-sale securities. The following is a summary of other comprehensive income for the three and nine months ended
September 30, 2003 and 2002.

Three months ended Nine months ended
September 30, September 30,

2003 2002 2003 2002

Net income, as reported $ 786,569 $211,478 $1,696,414 $ 363,237
Other comprehensive income � Net unrealized
holding gains (losses) from available-for-sale
securities (1,169,183) 451,000 (855,337) 691,000

Total comprehensive income (loss) $ (382,614) $662,478 $ 841,077 $1,054,237

Business Segments � Pinnacle Financial operates in one business segment, commercial banking, and has no additional individually significant
business segments.

Recent Accounting Pronouncements � In November 2002, the FASB issued Interpretation No. 45, Guarantor�s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness to Others, an interpretation of FASB Statements No. 5, 57, and
107 and a rescission of FASB Interpretation No. 34. This Interpretation elaborates on the disclosures to be made by a guarantor in its interim and
annual financial statements about its obligations under guarantees issued. The Interpretation also clarifies that a guarantor is required to
recognize, at inception of a guarantee, a liability for the fair value of the obligation undertaken. The initial recognition and measurement
provisions of the Interpretation are applicable to guarantees issued or modified after December 31, 2002 and are not expected to have a material
effect on Pinnacle Financial�s financial statements. The disclosure requirements are effective for financial statements of interim and annual
periods ending after December 15, 2002. Pinnacle Financial adopted this new standard on January 1, 2003. The adoption of this new standard
had no effect on the consolidated

Edgar Filing: PINNACLE FINANCIAL PARTNERS INC - Form 10QSB

Table of Contents 14



Page 8

Edgar Filing: PINNACLE FINANCIAL PARTNERS INC - Form 10QSB

Table of Contents 15



Table of Contents

PINNACLE FINANCIAL PARTNERS, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

financial position or results of operations of Pinnacle Financial as of and for the three and nine months ended September 30, 2003.

     In January 2003, the FASB issued Interpretation No. 46, Consolidation of Variable Interest Entities, an interpretation of ARB No. 51. This
Interpretation addresses the consolidation by business enterprises of variable interest entities as defined in the Interpretation. The Interpretation
applies immediately to variable interests in variable interest entities created after January 31, 2003, and to variable interests in variable interest
entities obtained after January 31, 2003. For public enterprises, such as Pinnacle Financial, with a variable interest in a variable interest entity
created before February 1, 2003, the Interpretation is applied to the enterprise no later than the end of the first annual reporting period beginning
after June 15, 2003. The Interpretation requires certain disclosures in financial statements issued after January 31, 2003 if it is reasonably
possible that Pinnacle Financial will consolidate or disclose information about variable interest entities when the Interpretation becomes
effective. The application of this Interpretation is not expected to have a material effect on Pinnacle Financial�s financial statements.

     In May 2003, the FASB issued FASB Statement No. 150, Accounting for Certain Financial Instruments with Characteristics of both
Liabilities and Equity. This Statement establishes standards for how an issuer classifies and measures certain financial instruments with
characteristics of both liabilities and equity. It requires that an issuer classify a financial instrument that is within its scope as a liability (or an
asset in some circumstances). Many of those instruments were previously classified as equity. The provisions of this Statement are effective for
financial instruments entered into or modified after May 31, 2003, and otherwise are effective at the beginning of the first interim period
beginning after June 15, 2003. It is to be implemented by reporting the cumulative effect of a change in an accounting principle for financial
instruments created before May 15, 2003 and still existing at the beginning of the interim period of adoption. The adoption of this new standard
is not expected to have an impact on the consolidated financial position or results of operations of Pinnacle Financial.

Reclassifications � Certain previous amounts have been reclassified to conform to the 2003 presentation. Such reclassifications had no impact
on net income or loss during any period.

NOTE 2. SECURITIES AVAILABLE-FOR-SALE

     The amortized cost and fair value of securities available-for-sale at September 30, 2003 and December 31, 2002 are summarized as follows:

Gross Gross
Amortized Unrealized Unrealized Fair

Cost Gains Losses Value

Securities available-for-sale - 2003:
U.S. government and agency securities $ 24,029,876 $ 349,695 $(122,138) $ 24,257,433
Mortgage-backed securities 83,893,906 359,349 (749,477) 83,503,778
State and municipal securities 7,631,358 88,317 (59,447) 7,660,228

$115,555,140 $ 797,361 $(931,062) $115,421,439

Securities available-for-sale - 2002:
U.S. government and agency securities $ 14,588,520 $ 455,021 $ (18,355) $ 15,025,186
Mortgage-backed securities 54,566,041 815,806 (8,149) 55,373,698
State and municipal securities 3,579,620 13,066 (11,516) 3,581,170

$ 72,734,181 $1,283,893 $ (38,020) $ 73,980,054

     Pinnacle Financial realized approximately $248,000 in net gains from the sale of $23,125,000 of available-for-sale securities during the nine
months ended September 30, 2003. At September 30, 2003, approximately $69,318,000 of Pinnacle Financial�s available-for-sale portfolio was
pledged to secure public fund deposits and securities sold under agreements to repurchase.
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PINNACLE FINANCIAL PARTNERS, INC. AND SUBSIDIARIES
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 3. LOANS AND ALLOWANCE FOR LOAN LOSSES

     The composition of loans at September 30, 2003 and December 31, 2002 is summarized as follows:

2003 2002

Commercial real estate � Mortgage $ 66,491,475 $ 58,964,823
Commercial real estate � Construction 8,623,115 5,396,697
Commercial � Other 125,053,786 98,722,136

Total Commercial 200,168,376 163,083,656

Consumer real estate � Mortgage 67,982,633 37,533,445
Consumer real estate � Construction 2,106,983 1,971,152
Consumer � Other 9,443,758 7,155,183

Total Consumer 79,533,374 46,659,780

Total Loans 279,701,750 209,743,436
Allowance for loan losses (3,491,767) (2,677,043)

Loans, net $276,209,983 $207,066,393

     Using standard industry codes, Pinnacle Financial periodically analyzes its commercial loan portfolio to determine if a concentration of credit
risk exists to any one or more industries. Pinnacle Financial has a meaningful credit exposure (loans outstanding plus unfunded lines of credit) to
borrowers in the trucking industry and to operators of nonresidential buildings. Credit exposure to the trucking industry approximated
$32.0 million and $27.1 million, while credit exposure to operators of nonresidential buildings approximated $14.2 million and $9.6 million at
September 30, 2003 and December 31, 2002, respectively. Levels of exposure to these industry groups are periodically evaluated in order to
determine if additional allowance allocations are warranted.

     At September 30, 2003 and 2002, Pinnacle Financial had certain impaired loans on nonaccruing interest status. The principal balance of these
nonaccrual loans amounted to $1,095,000 and $70,000 at September 30, 2003 and 2002, respectively. In each case, Pinnacle Financial reversed
all previously accrued interest income against current year earnings. Had these loans been on accruing status, interest income would have been
higher by $68,000 and $7,000 for the nine months ended September 30, 2003 and 2002, respectively.

     Changes in the allowance for loan losses for the nine months ended September 30, 2003 and for the year ended December 31, 2002 are as
follows:

2003 2002

Balance at beginning of period $2,677,043 $1,832,000
Charged-off loans (139,710) (92,957)
Recovery of previously charged-off loans 1,074 �
Provision for loan losses 953,360 938,000

Balance at end of period $3,491,767 $2,677,043
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     At September 30, 2003, Pinnacle Financial has granted loans and other extensions of credit, in the normal course of its banking business,
amounting to approximately $6,366,000 to certain directors, executive officers, and their related entities of which $4,239,000 had been drawn
upon. The terms on these loans and extensions are on substantially the same terms customary for other persons for the type of loan involved.

     During the three and nine months ended September 30, 2003 and 2002, Pinnacle Financial sold participations in certain loans to
correspondent banks at an interest rate that was less than that of the borrower�s rate of interest. In accordance with generally accepted accounting
principles, Pinnacle Financial has reflected a gain on the sale of these participated loans for the three months ended September 30, 2003 and
2002 of approximately $75,000 and $13,000, respectively, and $201,000 and $58,000 for the nine months ended September 30, 2003 and 2002,
respectively, which is attributable to the present value of the future net cash flows of the difference between the interest payments the borrower
is projected to pay Pinnacle Financial and the amount of interest that will be owed the correspondent based on their future participation in the
loan.
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NOTE 4. INCOME TAXES

     Income tax expense for the three and nine months ended September 30, 2003 and 2002 consists of the following:

Three months ended Nine months ended
September 30, September 30,

2003 2002 2003 2002

Current tax expense:
Federal $319,463 $ � $319,463 $ �
State 63,927 � 63,927 �

Total current tax expense 383,390 � 383,390 �

Deferred tax expense:
Federal 46,884 22,624 460,133 38,560
State 10,944 113,961 95,397 190,876

Total deferred tax expense 57,828 136,585 555,530 229,436

Total income tax expense $441,218 $136,585 $938,920 $229,436

     Pinnacle Financial�s income tax expense differs from the amounts computed by applying the Federal income tax statutory rates of 34% in
2003 and 2002 to income before income taxes. A reconciliation of the differences for the nine months ended September 30, 2003 and 2002 is as
follows:

2003 2002

Income taxes at statutory rate $896,014 $201,509
State taxes, net of federal tax effect 105,154 27,927
Other items (62,248) �

Income tax expense $938,920 $229,436

     The components of deferred income taxes included in other assets in the accompanying consolidated balance sheets at September 30, 2003
and December 31, 2002 are as follows:

2003 2002

Deferred tax assets:
Loan loss allowance $1,366,687 $1,015,703
Securities available-for-sale 50,807 �
Other accruals 128,921 169,846
Net operating loss carryforward � 690,219

1,546,415 1,875,768
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Deferred tax liabilities:
Loans and lending 114,691 �
Depreciation and amortization 227,397 166,719
Securities available-for-sale � 473,432

342,088 640,151

Net deferred tax assets $1,204,327 $1,235,617

NOTE 5. OFF-BALANCE SHEET COMMITMENTS AND CONTINGENT LIABILITIES

     In the normal course of business, Pinnacle Financial has entered into off-balance sheet financial instruments which include commitments to
extend credit (i.e., including unfunded lines of credit) and standby letters of credit. Commitments to extend credit are usually the result of lines
of credit granted to existing borrowers under agreements that the total outstanding indebtedness will not exceed a specific amount during the
term of the indebtedness. Typical borrowers are commercial concerns that use lines of credit to supplement their treasury management functions,
thus their total outstanding indebtedness may fluctuate during any time period based on the seasonality of their business and the resultant timing
of their cash flows.
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Other typical lines of credit are related to home equity loans granted to consumers. Commitments to extend credit generally have fixed
expiration dates or other termination clauses and may require payment of a fee.

     Standby letters of credit are generally issued on behalf of an applicant (our customer) to a specifically named beneficiary and are the result of
a particular business arrangement that exists between the applicant and the beneficiary. Standby letters of credit have fixed expiration dates and
are usually for terms of two years or less unless terminated beforehand due to criteria specified in the standby letter of credit. A typical
arrangement involves the applicant routinely being indebted to the beneficiary for such items as inventory purchases, insurance, utilities, lease
guarantees or other third party commercial transactions. The standby letter of credit would permit the beneficiary to obtain payment from
Pinnacle Financial under certain prescribed circumstances. Subsequently, Pinnacle Financial would then seek reimbursement from the applicant
pursuant to the terms of the standby letter of credit.

     Pinnacle Financial follows the same credit policies and underwriting practices when making these commitments as it does for on-balance
sheet instruments. Each customer�s creditworthiness is evaluated on a case-by-case basis and the amount of collateral obtained, if any, is based on
management�s credit evaluation of the customer. Collateral held varies but may include cash, real estate and improvements, marketable securities,
accounts receivable, inventory, equipment, and personal property.

     The contractual amounts of these commitments are not reflected in the consolidated financial statements and would only be reflected if drawn
upon. Since many of the commitments are expected to expire without being drawn upon, the contractual amounts do not necessarily represent
future cash requirements. However, should the commitments be drawn upon and should our customers default on their resulting obligation to us,
Pinnacle Financial�s maximum exposure to credit loss, without consideration of collateral, is represented by the contractual amount of those
instruments.

     A summary of Pinnacle Financial�s total contractual amount for all off-balance sheet commitments at September 30, 2003 is as follows:

Commitments to extend credit $87,301,000
Standby letters of credit 28,519,000

     At September 30, 2003, the fair value of Pinnacle Financial�s standby letters of credit was $81,000. This amount represents the unamortized
fee associated with these standby letters of credit and is included in the consolidated balance sheet of Pinnacle Financial. This fair value will
decrease over time as the existing standby letters of credit approach their expiration dates.

     In the normal course of business, Pinnacle Financial may become involved in various legal proceedings. As of September 30, 2003, the
management of Pinnacle Financial is not aware of any such proceedings against Pinnacle Financial.

NOTE 6. COMMON STOCK

     Three executives of Pinnacle Financial (the Chairman of the Board, the President and Chief Executive Officer and the Chief Administrative
Officer) along with nine members of Pinnacle Financial�s Board of Directors and two other organizers of Pinnacle Financial (collectively,
Pinnacle Financial�s �Founders�) purchased an aggregate of 406,000 shares of common stock during the initial public offering, which represented
approximately 21% of the initial public offering. The Founders were awarded common stock warrants which allow each individual the ability to
purchase the common stock of Pinnacle Financial at $10 per share. Each person was given a warrant equal to one common share for every two
shares purchased in connection with the initial public offering of the stock. As a group, 203,000 warrants were awarded. The warrants vest in
one-third increments over a three-year period that began on August 18, 2000 and are exercisable until August 18, 2010. As of September 30,
2003, all warrants were exercisable.

     Pinnacle Financial has a stock option plan under which it has granted options to its employees to purchase common stock at or above the fair
market value on the date of grant. All of the options are intended
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to be incentive stock options qualifying under Section 422 of the Internal Revenue Code for favorable tax treatment. Options under the plan vest
in varying increments over five years beginning one year after the date of the grant and are exercisable over a period of ten years from the date
of grant. The shareholders of Pinnacle Financial approved an allocation of 520,000 common shares toward this plan.

     A summary of the plan changes during the nine months ended September 30, 2003 and for the year ended December 31, 2002 is as follows:

Weighted-
Average
Exercise

Number Price

Outstanding at December 31, 2001 239,200 $ 9.48
Granted 129,700 10.01
Exercised � �
Forfeited (6,550) 9.08

Outstanding at December 31, 2002 362,350 $ 9.67
Granted 85,400 14.32
Exercised � �
Forfeited (1,200) 10.88

Outstanding at September 30, 2003 446,550 $10.56

     The following table summarizes information about Pinnacle Financial�s stock option plan at September 30, 2003.

Number of Remaining Number of
Shares Contractual Exercise Shares

Grant date Outstanding
Life in
Years Price Exercisable

December, 2000 184,550 7.25 $10.00 73,820
March, 2001 49,300 7.50 7.64 19,720
November, 2001 1,050 8.25 7.75 210
February, 2002 121,700 8.50 9.92 24,340
September, 2002 2,300 9.00 11.50 460
December, 2002 2,500 9.25 12.91 �
February, 2003 42,700 9.50 13.30 �
April, 2003 23,450 9.50 13.43 �
June, 2003 3,850 9.75 16.25 �
September, 2003 15,150 10.00 18.00 �

446,550 8.09 $10.56 118,550

NOTE 7. REGULATORY MATTERS

     Pinnacle National is subject to certain restrictions on the amount of dividends that may be declared without prior regulatory approval. At
September 30, 2003, no dividends could be declared by Pinnacle National without regulatory approval.
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     Pinnacle Financial and Pinnacle National are subject to various regulatory capital requirements administered by federal banking agencies.
Failure to meet minimum capital requirements can initiate certain mandatory, and possibly additional discretionary actions by regulators that, if
undertaken, could have a direct material effect on the financial statements. Under capital adequacy guidelines and the regulatory framework for
prompt corrective action, Pinnacle Financial and Pinnacle National must meet specific capital guidelines that involve quantitative measures of
the assets, liabilities, and certain off-balance sheet items as calculated under regulatory accounting practices. Pinnacle Financial�s and Pinnacle
National�s capital amounts and classification are also subject to qualitative judgments by the regulators about components, risk weightings, and
other factors.

     Quantitative measures established by regulation to ensure capital adequacy require Pinnacle Financial and Pinnacle National to maintain
minimum amounts and ratios of Total and Tier I capital to risk-weighted assets and of Tier I capital to average assets. Management believes, as
of September 30, 2003 and December
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31, 2002, Pinnacle Financial and Pinnacle National met all capital adequacy requirements to which they were subject.

     To be categorized as �well-capitalized�, Pinnacle National must maintain minimum Total risk-based, Tier I risk-based, and Tier I leverage
ratios as set forth in the following table. Pinnacle Financial and Pinnacle National�s actual capital amounts and ratios are presented in the
following table (dollars in thousands):

Minimum
To Be �Well-Capitalized�

Minimum Under Prompt
Capital Corrective

Actual Requirement Action Provisions

Amount Ratio Amount Ratio Amount Ratio

At September 30, 2003
Total capital to risk weighted assets:

Pinnacle Financial $36,829 10.6% $27,737 8.0% not applicable
Pinnacle National $36,531 10.5% $27,737 8.0% $34,671 10.0%

Tier I capital to risk weighted assets:
Pinnacle Financial $33,328 9.6% $13,869 4.0% not applicable
Pinnacle National $33,030 9.5% $13,869 4.0% $20,803 6.0%

Tier I capital to average assets (*):
Pinnacle Financial $33,328 8.2% $16,250 4.0% not applicable
Pinnacle National $33,030 8.1% $16,248 4.0% $20,311 5.0%

At December 31, 2002
Total capital to risk weighted assets:

Pinnacle Financial $34,318 13.8% $19,960 8.0% not applicable
Pinnacle National $30,777 12.3% $19,960 8.0% $24,951 10.0%

Tier I capital to risk weighted assets:
Pinnacle Financial $31,631 12.7% $ 9,980 4.0% not applicable
Pinnacle National $28,090 11.3% $ 9,980 4.0% $14,970 6.0%

Tier I capital to average assets (*):
Pinnacle Financial $31,631 11.1% $11,437 4.0% not applicable
Pinnacle National $28,090 9.8% $11,437 4.0% $14,296 5.0%

(*) Average assets for the above calculations were based on average assets for the immediately preceding quarter.
Page 14

Edgar Filing: PINNACLE FINANCIAL PARTNERS INC - Form 10QSB

Table of Contents 24



Table of Contents

ITEM 2. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Unless this Management�s Discussion and Analysis of Financial Condition and Results of Operations indicates otherwise or the context
otherwise requires, the terms �we,� �our,� �us,� �Pinnacle Financial Partners� or �Pinnacle Financial� as used herein refer to Pinnacle
Financial Partners, Inc. and its subsidiary Pinnacle National Bank, which we sometimes refer to as �Pinnacle National,� �our bank
subsidiary� or �our bank.�

The following is a discussion of our financial condition at September 30, 2003 and December 31, 2002 and our results of operations for the three
and nine months ended September 30, 2003 and 2002. The purpose of this discussion is to focus on information about our financial condition
and results of operations which is not otherwise apparent from the annual audited consolidated financial statements or the unaudited interim
consolidated financial statements. You should read the following discussion and analysis along with our consolidated financial statements and
the related notes included in our 2002 Annual Report on Form 10-KSB.

Critical Accounting Policies

The accounting principles we follow and our methods of applying these principles conform with accounting principles generally accepted in the
United States and with general practices within the banking industry. In connection with the application of those principles, we have made
judgments and estimates which, in the case of the determination of our allowance for loan losses (ALL) and the recognition of our deferred
income tax assets, have been critical to the determination of our financial position and results of operations.

Allowance for Loan Losses (ALL). Our management assesses the adequacy of the ALL prior to the end of each calendar quarter. This assessment
includes procedures to estimate the allowance and test the adequacy and appropriateness of the resulting balance. The ALL consists of two
portions (1) an allocated amount representative of specifically identified credit exposure and exposures readily predictable by historical or
comparative experience; and (2) an unallocated amount representative of inherent loss which is not readily identifiable. Even though the ALL is
composed of two components, the entire ALL is available to absorb any credit losses.

We establish the allocated amount separately for two different risk groups (1) unique loans (commercial loans, including those loans considered
impaired); and (2) homogeneous loans (generally consumer loans). We base the allocation for unique loans primarily on risk rating grades
assigned to each of these loans as a result of our loan management and review processes. We then assign each risk-rating grade a loss ratio,
which is determined based on the experience of management, discussions with banking regulators and our independent loan review process. We
estimate losses on impaired loans based on estimated cash flows discounted at the loan�s original effective interest rate or based on the underlying
collateral value. Based on management�s experience, we also assign loss ratios to our consumer portfolio. These loss ratios are assigned to the
various homogenous categories of the consumer portfolio (e.g., automobile, residential mortgage, home equity).

The unallocated amount is particularly subjective and does not lend itself to exact mathematical calculation. The unallocated amount represents
estimated inherent credit losses which may exist, but have not yet been identified, as of the balance sheet date. In estimating the unallocated
amount, such matters as changes in the local or national economy, the depth or experience in the lending staff, any concentrations of credit in
any particular industry group, and new banking laws or regulations. After we assess applicable factors, we evaluate the aggregate unallocated
amount based on our management�s experience.
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We then test the resulting ALL balance by comparing the balance in the ALL to historical trends and peer information. Our management then
evaluates the result of the procedures performed, including the result of our testing, and concludes on the appropriateness of the balance of the
ALL in its entirety. The audit committee of our board of directors reviews the assessment prior to the filing of quarterly and annual financial
information.

In assessing the adequacy of the ALL, we also rely on an ongoing independent loan review process. We undertake this process both to ascertain
whether there are loans in the portfolio whose credit quality has weakened over time and to assist in our overall evaluation of the risk
characteristics of the entire loan portfolio. Our loan review process includes the judgment of management, the input from our independent loan
reviewer, who is not an employee of Pinnacle National, and reviews that may have been conducted by bank regulatory agencies as part of their
usual examination process.

Deferred Income Tax Assets. During the period from inception through December 31, 2001, we incurred net operating losses and, as a result,
recorded deferred tax assets associated with these loss carryforwards. However, prior to the fourth quarter of 2001, we also recorded a full
valuation allowance against our net deferred tax assets, and we did not recognize any income tax benefit in our statement of operations. Our
judgment was based on our inability to conclude that it was more likely than not that we could be sufficiently profitable in the future to
recognize these tax benefits. In the fourth quarter of 2001, this judgment changed, and we determined that based upon our evaluation of our
recent operating results and future projections, it was more likely than not that we would realize such assets. We therefore, in that quarter,
eliminated the full amount of the valuation allowance and recorded in our statement of operations a deferred tax benefit equal to the deferred tax
asset.

Results of Operations - Three and Nine Months Ended September 30, 2003 and 2002

Our results for the three and nine months ended September 30, 2003, when compared to the three and nine months ended September 30, 2002,
were highlighted by the continued growth of our earning assets which resulted in increased net interest income and growth in noninterest
income. Net income for the three months ended September 30, 2003 was $787,000 compared to net income of $211,000 for the three months
ended September 30, 2002. Net income for the nine months ended September 30, 2003 was $1,696,000 compared to net income of $363,000 for
the nine months ended September 30, 2002. The following is a more detailed discussion of results of our operations which focuses primarily on
comparing, for each major item in the results, the third quarter of 2003 to the third quarter of 2002 and the nine months ended September 30,
2003 to the nine months ended September 30, 2002.

Net Interest Income. Net interest income represents the amount by which interest earned on various earning assets exceeds interest paid on
deposits and other interest bearing liabilities and is the most significant component of our earnings. For the three months ended September 30,
2003, we recorded net interest income of $3,385,000 which resulted in a net interest margin of 3.51% for the third quarter of 2003. For the three
months ended September 30, 2002, we recorded net interest income of $2,280,000 which resulted in a net interest margin of 3.97% for the third
quarter of 2002. For the nine months ended September 30, 2003, we recorded net interest income of $9,006,000 which resulted in a net interest
margin of 3.48%. For the nine months ended September 30, 2002, we recorded net interest income of $5,780,000 which resulted in a net interest
margin of 3.93%.
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The following table sets forth the amount of our average balances, interest income or interest expense for each category of interest-earning assets
and interest-bearing liabilities and the average interest rate for total interest-earning assets and total interest-bearing liabilities, net interest spread
and net yield on average interest-earning assets for the three and nine months ended September 30, 2003 and 2002 (dollars in thousands):

Three months ended Three months ended
September 30, 2003 September 30, 2002

Average Yield/ Average Yield/
Balances Interest Rate(1) Balances Interest Rate(1)

Interest-earning assets:
Loans $269,703 $3,675 5.41% $181,005 $2,833 6.21%
Securities, available-for-sale:

Taxable 100,519 918 3.62 40,844 535 5.16
Tax-exempt 6,642 58 4.10 1,163 12 5.21

Federal funds sold and securities purchased under
agreements to resell 7,735 18 0.91 5,063 28 2.23
Other 2,224 34 6.57 1,250 18 5.71

Total interest-earning assets 386,823 4,703 4.88 229,325 3,426 5.93
Non-earning assets 19,319 13,959

Total assets $406,142 $243,284

Interest-bearing liabilities:
Interest-bearing deposits:

Interest checking 19,391 17 0.35% 10,075 26 1.04%
Savings and money market 106,405 195 0.73 60,934 268 1.75
Certificates of deposit 142,425 858 2.39 88,427 703 3.15

Total interest-bearing deposits 268,221 1,069 1.58 159,436 997 2.48
Securities sold under agreements to repurchase 16,136 15 0.38 13,091 23 0.71
Federal funds purchased 1,127 4 1.31 1,143 6 2.17
Federal Home Loan Bank advances 40,239 229 2.26 14,196 120 3.35

Total interest-bearing liabilities 325,723 1,317 1.60 187,866 1,146 2.42
Non-interest bearing demand deposits 46,633 � � 22,408 � �

Total deposits and interest-bearing liabilities 372,356 1,317 1.40 210,274 1,146 2.16

Other liabilities 1,244 1,202
Stockholders� equity 32,542 31,808

Total liabilities and stockholders� equity $406,142 $243,284

Net interest income $3,385 $2,280

Net interest spread (2) 3.28% 3.51%
Net interest margin (3) 3.51% 3.97%

(1) Yields computed on tax exempt instruments on a tax equivalent basis.

(2) Yields realized on interest-earning assets less the rates paid on interest-bearing liabilities.
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Nine months ended Nine months ended
September 30, 2003 September 30, 2002

Average Yield/ Average Yield/
Balances Interest Rate(1) Balances Interest Rate(1)

Interest-earning assets:
Loans $243,244 $ 9,995 5.48% $160,828 $7,565 6.27%
Securities, available-for-sale:

Taxable 91,404 2,757 4.02 28,382 1,159 5.42
Tax-exempt 5,142 138 4.19 391 12 5.21

Federal funds sold and securities purchased
under agreements to resell 5,983 42 0.94 6,160 92 2.00
Other 2,120 86 5.78 1,112 46 5.47

Total interest-earning assets 347,893 13,018 5.00 196,873 8,874 6.00
Nonearning assets 17,986 11,750

Total assets $365,879 $208,623

Interest-bearing liabilities:
Interest-bearing deposits:

Interest checking 16,502 62 0.50% 9,278 75 1.08%
Savings and money market 92,084 643 0.93 56,014 763 1.81
Certificates of deposit 131,623
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