


On behalf of the board of directors and employees of the Association, I am pleased to provide you
with the 2005 annual report. Over the past year, Lone Star Land Bank, ACA has achieved
outstanding results which continue to benefit all of our stockholders.

Record loan growth of over $105 million

Record loans outstanding of $658 million

Net income of $14 million

Record cash patronage declared to stockholders of $7 million

As you review the report, you will see that Lone Star remains financially sound and continues to be
one of the most efficient operations within the Farm Credit System. Our growth the past year has
come from an excellent mix of long-term real estate loans to full and part-time operators as well as
an increase in our intermediate- and short-term loans to dairy, timber, livestock and agribusiness
operations. This growth, coupled with the excellent earnings and overall financial position of the
Association, allows us to continue to return a significant amount of our profits back to you, the
stockholder.

The current and past success of Lone Star Land Bank, ACA is a direct reflection on the
stockholders’ continued commitment to doing business with our Association and our employees’
dedication to making Lone Star successful. I, personally, am grateful to work with an outstanding
team of employees who strive to provide the best service and value the relationships they have with
each and every stockholder.

As we begin the new year, | want to assure you that the board of directors remains committed to

providing you with competitive rates and outstanding service for all of your financing needs.
Thank you for your continued support, and we look forward to serving your needs in the future.

Sincerely,

Wane Jabs”

Daron Gates, CEO
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REPORT OF MANAGEMENT

The consolidated financial statements of Lone Star Land Bank, ACA (Association) are prepared by management, who
are responsible for the statements’ integrity and objectivity, including amounts that must necessarily be based on
judgments and estimates. The consolidated financial statements have been prepared in conformity with accounting
principles generally accepted in the United States of America appropriate in the circumstances. Other financial
information included in the annual report is consistent with that in the consolidated financial statements.

To meet its responsibility for reliable financial information, management depends on the Farm Credit Bank of Texas’
and the Association’s accounting and internal control systems, which have been designed to provide reasonable, but not
absolute, assurance that assets are safeguarded and transactions are properly authorized and recorded. The systems have
been designed to recognize that the cost of controls must be related to the benefits derived. The consolidated financial
statements are audited by PricewaterhouseCoopers LLP, independent accountants, who conduct a review of internal
controls solely for the purpose of establishing a basis for reliance thereon in determining the nature, extent and timing of
audit tests applied in the audit of the consolidated financial statements in accordance with auditing standards generally
accepted in the United States of America. The Association is also examined by the Farm Credit Administration.

The board of directors has overall responsibility for the Association’s systems of internal control and financial
reporting. The board consults regularly with management and reviews the results of the audits and examinations
referred to previously.

The undersigned certify that this annual report has been prepared in accordance with all applicable statutory or

regulatory requirements and that the information contained herein is true, accurate and complete to the best of his or her
knowledge or belief.

Wane Jabs” Bt Aensan

Daron Gates, Chief Executive Officer Bruce Duncan, Chairman, Board of Directors

March 6, 2006 March 6, 2006

M’Lissa Kiel, Chief Financial Officer

March 6, 2006



REPORT OF AUDIT COMMITTEE

The Audit Committee (Committee) is composed of the three members from the board of directors of Lone Star Land
Bank, ACA. Don Crawford, CPA, serves as the chairman of the committee, and Bert Pruett and David Harris are also
members of the Audit Committee. In 2005, six Committee meetings were held. The Committee oversees the scope of
Lone Star Land Bank, ACA’s system of internal controls and procedures, and the adequacy of management’s action
with respect to recommendations arising from reviews of internal controls. The Committee’s approved responsibilities
are described more fully in the Audit Committee Charter, which is available on request or on Lone Star Land Bank,
ACA’s Web site. The Committee approved the appointment of PricewaterhouseCoopers LLP for 2005.

Management is responsible for Lone Star Land Bank, ACA’s internal controls and the preparation of the financial
statements in accordance with accounting principles generally accepted in the United States of America.
PricewaterhouseCoopers LLP is responsible for performing an independent audit of Lone Star Land Bank, ACA’s
financial statements in accordance with auditing standards generally accepted in the United States of America and to
issue a report thereon. The Committee’s responsibilities include monitoring and overseeing the processes.

In this context, the Committee reviewed and discussed Lone Star Land Bank, ACA’s audited financial statements for
the year ended December 31, 2005 (Audited Financial Statements) with management and PricewaterhouseCoopers
LLP. The Committee also reviews with PricewaterhouseCoopers LLP the matters required to be discussed by Statement
on Auditing Standards No. 61, as amended (Communications with Audit Committees) and both
PricewaterhouseCoopers LLP’s and Lone Star Land Bank, ACA’s internal auditors directly provide reports on
significant matters to the Committee.

The Committee discussed with PricewaterhouseCoopers LLP its independence from Lone Star Land Bank, ACA. The
Committee also reviewed the non-audit services provided by PricewaterhouseCoopers LLP and concluded that these
services were not incompatible with maintaining the independent accountant’s independence. The Committee has
discussed with management and PricewaterhouseCoopers LLP such other matters and received such assurances from
them as the Committee deemed appropriate.

Based on the foregoing review and discussions and relying thereon, the Committee recommended that the board of

directors include the Audited Financial Statements in Lone Star Land Bank, ACA’s Annual Report to Stockholders for
the year ended December 31, 2005.

Don Crawford, CPA
Bert Pruett
David Harris

Audit Committee Members

March 6, 2006
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DESCRIPTION OF BUSINESS

The description of the territory served, the persons eligible to borrow, the types of lending activities engaged in and the
financial services offered, and related Farm Credit organizations required to be disclosed in this section is incorporated
herein by reference from Note 1 to the consolidated financial statements, “Organization, Restructuring and Operations,”
included in this annual report.

The descriptions of significant developments that had or could have a material impact on earnings or interest rates to
borrowers and acquisitions or dispositions of material assets, if any, required to be disclosed in this section are
incorporated herein by reference from ‘“Management’s Discussion and Analysis of Financial Condition and Results of
Operations,” included in this annual report.

DESCRIPTION OF PROPERTY

Lone Star Land Bank, ACA (Association) serves its 33-county territory through its main administrative and lending
office at 1111 Santa Fe Drive, Weatherford, TX 76086. Additionally, there are eight branch lending offices located
throughout the territory. The Association owns the office buildings in Weatherford, Paris, New Boston, Denton,
Cleburne, Stephenville and Sweetwater free of debt. The Association leases the office buildings in Sherman and
Abilene. The New Boston office was completed in February 2003.

LEGAL PROCEEDINGS

In the ordinary course of business, the Association is involved in various legal proceedings. In the opinion of legal
counsel and management, there are no legal proceedings at this time that are likely to materially affect the consolidated
financial statements of the Association.

DESCRIPTION OF CAPITAL STRUCTURE

The information required to be disclosed in this section is incorporated herein by reference from Note 7 to the
consolidated financial statements, “Members’ Equity,” included in this annual report.

DESCRIPTION OF LIABILITIES

The description of contingent liabilities and intra-system financial assistance rights and obligations required to be disclosed
in this section is incorporated herein by reference from Notes 2 and 12 to the consolidated financial statements, “Summary
of Significant Accounting Policies” and “Commitments and Contingencies,” respectively, included in this annual report.

RELATIONSHIP WITH THE FARM CREDIT BANK OF TEXAS

The Association’s financial condition may be impacted by factors that affect the Farm Credit Bank of Texas (Bank), as
discussed in Note 1 to the consolidated financial statements, “Organization, Restructuring and Operations,” included in
this annual report. The financial condition and results of operations of the Bank may materially affect the stockholders’
investment in the Association.

The Tenth Farm Credit District’s (District) annual and quarterly stockholder reports are available free of charge, upon
request. These reports can be obtained by writing to Farm Credit Bank of Texas, The Ag Agency, P.O. Box 202590,
Austin, Texas 78720-2590 or calling (512) 483-9204. Copies of the District’s annual and quarterly stockholder reports can
also be requested by e-mailing fcb @farmcreditbank.com. The District’s annual and quarterly stockholder reports are also
available on its Web site at www.farmcreditbank.com.

The Association’s quarterly stockholder reports are also available free of charge, upon request. These reports can be obtained
by writing to Lone Star Land Bank, ACA, P.O. Box 1479, Weatherford, Texas, or calling (817) 341-4000. Copies of the
Association’s quarterly stockholder reports can also be requested by e-mailing pam.vanhorn @farmcreditbank.com.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following commentary explains management’s assessment of the principal aspects of the consolidated financial
condition and results of operations of Lone Star Land Bank, ACA, including its wholly-owned subsidiaries, Lone Star
Production Credit, PCA and Lone Star Land Bank, FLCA (Association) for the years ended December 31, 2005, 2004
and 2003, and should be read in conjunction with the accompanying consolidated financial statements.

Significant Events:

On January 1, 2001, pursuant to a restructuring plan approved by the Farm Credit Administration (FCA) and the
Association’s shareholders, the Association reorganized to form an Agricultural Credit Association (ACA). Pursuant to
the restructuring plan, a Production Credit Association (PCA) was formed, Lone Star Production Credit, PCA (Lone
Star PCA), which, together with Lone Star Land Bank, FLCA (Lone Star FLCA), became wholly-owned subsidiaries of
the Association. The formation of the ACA and creation of the PCA enables the Association to make short- and
intermediate-term loans for agricultural production or operating purposes through the PCA while maintaining the tax-
exempt status of long-term mortgage interest for loans generated by the FLCA.

During 2004, the Association completed its study to further refine the allowance for loan losses methodology, taking
into account recently issued guidance by the Farm Credit Administration (FCA), the System’s regulator, as well as the
Securities and Exchange Commission (SEC) and Federal Financial Institutions Examination Council guidelines. As a
result of this study and the resulting refinements in methodology, during the fourth quarter of 2004, the Association
recorded a $13,021,081 reversal of the allowance for loan losses.

In 2003, the Association participated in the District’s multi-employer health and welfare plan, which provided
substantially all employees and directors and/or their dependents or beneficiaries with postretirement health care and
life insurance benefits. Neither the assets, liabilities nor cost of the multi-employer plan were segregated or separately
accounted for by participating associations. Costs were recognized only to the extent of contributions to the plan. In
2004, the District discontinued the multi-employer health and welfare plan, and the Association adopted a new plan to
provide the same benefits to its retirees, employees, and directors. Under the new plan, the Association will no longer
be jointly and severally liable with any other employers. Accordingly, in December 2004, the Association recognized
as an expense the unfunded liability for these postretirement benefits totaling $1,883,684. At December 31, 2005, the
obligation for these benefits was $1,928,483.

In December 2005 the Association received a direct loan patronage of $1,513,824 from the Bank, representing 30 basis
points basis points on the average daily balance of the Association’s direct loan with the Bank. During 2005 the
Association received $351,772 in interest credit patronage payments from the Bank, based on the Association’s stock
investment in the Bank. Also, the Association received a capital markets patronage of $9,011 from the Bank,
representing 65 basis points on the year’s average daily balance of participations in capital markets loans with
patronage commitments. The Association received patronage from the Bank of $1,165,104 and $675,031 for the years
ended 2004 and 2003, respectively.

The Association received mineral patronage from the Bank representing an allocated share of income from mineral
rights the Bank retained on foreclosed properties prior to 1987. In December 2003 the Association received a mineral
patronage of $3,167,600 from the Bank, which represented an allocated share of income from mineral properties and
the gain on the final sale of those mineral properties. The 2003 patronage represented the final distribution from the
Bank’s mineral income pool.

For over 88 years, the Association has continued to provide its members with quality financial services. The board of
directors and management remain committed to maintaining the financial integrity of the Association while offering
competitive loan products that meet the financial needs of agricultural producers.

Loan Portfolio:

The Association makes and services loans to farmers, ranchers, rural homeowners and certain farm-related businesses.
The Association’s loan volume consists of long-term farm mortgage loans, production and intermediate-term loans, and
farm-related business loans. These loan products are available to eligible borrowers with competitive variable, fixed,
adjustable and prime-based interest rates. Loan maturities range from one to 40 years, with annual operating loans
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comprising the majority of the commercial loans and 20- to 30-year maturities comprising the majority of the mortgage
loans. Loans serviced by the Association offer several installment payment cycles, the timing of which usually coincides
with the seasonal cash-flow capabilities of the borrower.

During 2005, 2004 and 2003, the Association was participating in loans with other associations and the Farm Credit
Bank of Texas. As of December 31, 2005, 2004 and 2003, these participations totaled $28,321,999, $22,242 500 and
$35,906,182, or 4.3 percent, 4.0 percent and 6.8 percent of loans, respectively.

The loan portfolio owned by the Association, including principal less funds held of $657,503,014, $552,956,298 and
$527,053,791 as of December 31, 2005, 2004 and 2003, respectively, was concentrated in the following areas:

1. Borrower Profile*:

Industry 2005 2004
Production agriculture:
Real estate mortgage 80.1% 85.8%
Production and intermediate term 11.2% 7.8%
Agribusiness:
Processing and marketing 4.2% 2.0%
Farm-related business 1.5% 1.5%
Communication 0.5% 0.3%
Rural residential real estate 2.1% 2.1%
Energy 0.4 % 0.5%
100.0 % 100.0%

*Note: Certain 2003 loan information is not available.
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2. Geographic Distribution:

County 2005 2004 2003

Erath 8.9% 7.5% 7.8%
Denton 8.6% 7.3% 9.0%
Johnson 5.7% 6.7% 6.5%
Wise 5.6% 5.8% 6.0%
Lamar 4.7 % 4.1% 3.4%
Cooke 3.5% 4.0% 4.0%
Grayson 3.3% 3.3% 3.1%
Red River 2.8% 2.9% 2.3%
Tarrant 2.7% 3.3% 2.5%
Hood 2.7% 2.8% 2.5%
Taylor 2.7% 2.7% 2.7%
Parker 2.6% 3.0% 3.2%
Eastland 2.6% 3.1% 3.2%
Palo Pinto 2.4% 0.9% 0.9%
Bosque 2.3% 2.2% 2.2%
Titus 2.3% 3.4% 2.7%
Bowie 2.0% 2.2% 2.1%
Nolan 1.9% 1.6% 1.6%
Fannin 1.8% 2.2% 2.5%
Fisher 1.8% 2.3% 2.6%
Stephens 1.8% 1.8% 1.7%
Cass 1.6% 1.7% 1.5%
Somervell 1.4% 2.6% 2.8%
Young 1.2% 1.3% 1.4%
Hamilton 1.1% 0.4% 0.4%
Montague 0.9% 0.8% 1.1%
Comanche 0.8% 0.4% 0.2%
Collin 0.8% 0.3% 0.5%
Delta 0.8% 0.8% 0.8%
Scurry 0.8% 0.8% 0.8%
Sherman 0.7 % 0.9% 1.0%
Travis 0.7 % 0.0% 0.0%
Brazos 0.7 % 0.7% 0.6%
Hartley 0.7% 0.6% 0.5%
Mitchell 0.6% 0.7% 0.8%
Morris 0.4% 0.5% 0.4%
Callahan 0.4% 0.4% 0.5%
Randall 0.4% 0.5% 0.0%
Jack 0.4% 0.4% 0.4%
Runnels 0.4% 0.5% 0.3%
Other States 7.7 % 6.6% 5.4%
Other Counties 4.8% 6.0% 8.1%

100.0% 100.0% 100.0%
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3. Portfolio Composition:

Operation/Commodity 2005 2004 2003

Livestock except dairy and poultry 63.4% 58.6% 58.3%
Field crops except cash grains 7.8% 10.5% 10.3%
Timber 6.6% 7.5% 7.5%
Dairy farms 6.3% 3.7% 3.9%
Animal specialties 3.7% 4.3% 0.0%
General farms, primarily crops 3.2% 1.0% 0.0%
Cash grains 2.0% 5.3% 7.1%
Rural home loans 1.8% 1.1% 0.6%
Poultry and eggs 1.1% 0.6% 1.1%
Agricultural services 0.7 % 1.0% 1.1%
Food and kindred products 0.5% 1.4% 1.1%
Communications 0.5% 0.4% 0.0%
Electric services 0.4% 0.5% 0.0%
Paper and allied products 0.2% 0.1% 0.0%
Commercial fishing 0.1% 0.0% 0.0%
Other 1.7% 4.0% 9.0%

Total 100.0% 100% 100%

4. Asset Quality:

The following table reflects the credit quality of the Association’s loan volume as of December 31:

2005 2004 2003
Acceptable 97.5% 96.5% 94.2%
Special mention 0.4% 0.6% 1.2%
Substandard 21% 2.9% 4.6%
Doubtful 0.0% 0.0% 0.0%
Loss 0.0% 0.0% 0.0%
Total 100.0 % 100.0% 100.0%

High-risk assets include nonaccrual loans, loans which are past due 90 days or more and still accruing interest, formally
restructured loans and other property owned, net. The following table illustrates the Association’s components and
trends of high-risk assets serviced for the prior three years as of December 31:

2005 2004 2003
Amount % Amount % Amount %

Nonaccrual 828,133 29.5% 786,114 19.7% 2,544,168 56.1%
90 days past due and still

accruing interest - 0.0% - 0.0% - 0.0%
Formally restructured - 0.0% - 0.0% - 0.0%
Other property owned, net 1,982,094 70.5% 3,202,714 80.3% 1,986,940 43.9%

Total $ 2,810,227 100.0% § 3,988,828 100.0% § 4,531,108 100.0%

At December 31, 2005, 2004 and 2003, loans that were considered impaired were $828,133, $786,114 and $2,544,168,
representing 0.1 percent, 0.1 percent and 0.5 percent of loan volume, respectively. Impaired loans consist of all high-
risk assets except other property owned, net.

Except for the relationship between installment due date and seasonal cash-flow capabilities of the borrower, the
Association is not affected by any seasonal characteristics. The factors affecting the operations of the Association are
the same factors that would affect any agricultural real estate lender.
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Allowance for Loan Losses:

During 2004, the Association completed its study to further refine the allowance for loan losses methodology, taking
into account recently issued guidance by the Farm Credit Administration (FCA), the System’s regulator, as well as the
Securities and Exchange Commission (SEC) and Federal Financial Institutions Examination Council guidelines. As a
result of this study and the resulting refinements in methodology, during the fourth quarter of 2004, the Association
recorded a $13,021,081 reversal of the allowance for loan losses.

The Association’s allowance for loan losses methodology was adjusted and revised in the late 1980s to take into
account the credit losses experienced in the mid-to-late 1980s, as a result of unusually adverse economic factors
affecting American agriculture. Given the long cyclical nature of the agricultural economy, loss factors utilized to
determine the allowance for loan losses subsequent to 1989 continued to reflect, to some extent, the loss history of the
mid-to-late 1980s, which resulted in conservative estimates of the allowance for loan losses. The Association’s
allowance for loan losses methodology utilized throughout the period was in accordance with generally accepted
accounting principles and was consistently applied.

While conservative in estimating the allowance for loan losses, the methodology used resulted in annual provisions for
loan losses over the periods that reflected changes in credit quality and loss experience. Accordingly, the reserves
provided in the mid-to-late 1980s have, in effect, remained part of the allowance for loan losses. The Association’s
allowance for loan losses methodology has consistently adhered to proper accounting policies, under the regulatory
supervision of the Farm Credit Administration in its role as a “safety and soundness” regulator. It was the Farm Credit
Administration’s view that the allowance for loan losses should include, among others, an assessment of probable
losses, historical loss experience and economic conditions.

In April 2004, the Farm Credit Administration issued an “Informational Memorandum” to System institutions regarding
the criteria and methodologies that should be used in evaluating the adequacy of a System institution’s allowance for
loan losses. The Farm Credit Administration endorsed the direction provided by these other regulatory agencies and
indicated that the conceptual framework addressed in this guidance would be included as part of their examination
process.

The refinement in methodology resulted in calculated allowances for loan losses that were significantly less than the
previously recorded balance due to revised loss factors that are more indicative of actual loss experience in recent years
and current borrower analysis. The factors considered in determining the revised levels of allowance for loan losses
were generally based on recent historical charge-off experience adjusted for relevant environmental factors. The
Association considered the following when adjusting the historical charge-off experience:

e changes in credit risk classifications,

e changes in collateral values,

e changes in risk concentrations,

e changes in weather-related conditions, and
e changes in economic conditions.

The following table provides relevant information regarding the allowance for loan losses as of or for the year ended
December 31:

2005 2004 2003
Allowance for loan losses $ 360,630 $ 259,001 $ 13,373,267
Nonrecurring provision for loan loss reversal - (13,021,081) -
Provision for loan losses 101,629 - 1,120,821
Loans charged off - (93,185) -
Allowance for loan losses to total loans 0.1% 0.0% 2.5%
Allowance for loan losses to nonaccrual loans 43.5% 32.9% 525.6%
Allowance for loan losses to impaired loans 43.5% 32.9% 525.6%
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The allowance for loan losses is maintained based upon estimates that consider the general financial strength of the
agricultural economy, loan portfolio composition, credit administration and the portfolio’s prior loan loss experience.
Based upon ongoing risk assessment and the allowance for loan losses procedures outlined above, the allowance for
loan losses of $360,630, $259,001 and $13,373,267 at December 31, 2005, 2004 and 2003, respectively, is considered
adequate by management to compensate for inherent losses in the loan portfolio at such date.

Results of Operations:

The Association’s net income for the year ended December 31, 2005, was $14,063,298 as compared to $24,251,347 for
the year ended December 31, 2004, reflecting a decrease of $10,188,049, or 42.0 percent. This decrease was the result
of a change in methodology in 2004. In 2004 the Association refined the allowance for loan losses calculation as
discussed previously. This refinement resulted in an increase in net income as a result of a nonrecurring reversal of
$13,021,081 in the provision for loan losses. The net income for 2005 actually increased $2,833,032 over the year
ended December 31, 2004 net of the provision for loan loss reversal. The Association’s net income for the year ended
December 31, 2003 was $14,446,420. Net income increased $9,804,927, or 67.9 percent, in 2004 versus 2003.

Net interest income for 2005, 2004 and 2003 was $18,640,712, $17,832,955 and $16,743,338, reflecting increases of
$807,757, or 4.5 percent, for 2005 versus 2004 and $1,089,617, or 6.5 percent, for 2004 versus 2003. Net interest
income is the principal source of earnings for the Association and is impacted by volume, yields on assets and cost of
debt. The effects of changes in average volume and interest rates on net interest income over the past three years are
presented in the following table:

Loans

2005

2004

2003

Average
Balance Interest

Average
Balance Interest

Average
Balance Interest

$ 601,974,633 $ 38,572,530

$ 539,828,417  $ 30,220,703

$518,116,383  $28,398,297

Interest-bearing liabilities 504,914,507 19,931,818 448,291,761 12,387,748 432,719,885 11,654,959
Impact of capital $ 97,060,126 $ 91,536,656 $ 85,396,498
Net interest income $ 18,640,712 $ 17,832,955 $ 16,743,338
Average Yield Average Yield Average Yield
Yield on loans 6.41% 5.60% 5.48%
Cost of interest-bearing
liabilities 3.95% 2.76% 2.69%
Interest rate spread 2.46 % 2.83% 2.79%

Interest income increased by $8,351,827, or 27.6 percent, compared to 2004, primarily due to the increase in volume
and the correlated rise in the interest rate environment. Interest expense for 2005 increased by $7,541,930, or 60.9
percent, compared to 2004 due to the increase in volume and the correlated rise in the interest rate environment. The
interest rate spread decreased by 37 basis points to 2.46 percent in 2005 from 2.83 percent in 2004, primarily because
of competitive market rates.

Noninterest income for 2005 increased by $843,668, or 29.8 percent, compared to 2004, due primarily to patronage
from the Bank and an increase in loan fees.

Operating expenses consist primarily of salaries and employee benefits and purchased services. Expenses for purchased
services may include administrative services, marketing, information systems, accounting and loan processing, among
others. Net operating expenses for 2005, 2004 and 2003 were $8,244,222, $9,345,513 and $6,429,747, reflecting a
decrease of $1,101,291, or 11.8 percent, for 2005 versus 2004 and an increase of $2,915,766, or 46.6 percent, for 2004
versus 2003. In 2005 the largest reduction was in salaries and employee benefits of $964,918, or 16.9 percent, which
was the result of the increase in postretirement benefits other than pension as described in Note 2G and recognized in
2004. The decrease in 2005 was also due to a decrease in advertising and FAC expense for 2005 versus 2004.

For the year ended December 31, 2005, the Association’s return on average assets was 2.3 percent, as compared to 4.4
percent and 2.8 percent for the years ended December 31, 2004 and 2003, respectively. For the year ended December
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31, 2005, the Association’s return on average members’ equity was 12.4 percent, as compared to 25.6 percent and 16.5
percent for the years ended December 31, 2004 and 2003, respectively.

Because the Association depends on the Bank for funding, any significant positive or negative factors affecting the
operations of the Bank would have a similar effect on the operations of the Association.

Liquidity and Funding Sources:

The interest rate risk inherent in the Association’s loan portfolio is substantially mitigated through the funding
relationship with the Bank. The Bank manages interest rate risk through its direct loan pricing and asset/liability
management process.

The primary source of liquidity and funding for the Association is a direct loan from the Bank. The outstanding balance
of $555,405,747, $457,236,422 and $433,763,898 as of December 31, 2005, 2004 and 2003, respectively, is recorded
as a liability on the Association’s balance sheet. The note carried a weighted average interest rate of 3.95 percent, 2.76
percent and 2.69 percent at December 31, 2005, 2004 and 2003, respectively. The indebtedness is collateralized by a
pledge of substantially all of the Association’s assets to the Bank and is governed by a financing agreement. The
increase in note payable to the Bank and related accrued interest payable since December 31, 2004, is due to the direct
correlation of the increase in Association loan volume outstanding with members. The Association’s own funds, which
represent the amount of the Association’s loan portfolio funded by the Association’s equity, were $101,265,776,
$95,733,186 and $85,777,456 at December 31, 2005, 2004 and 2003, respectively. The maximum amount the
Association may borrow from the Bank as of December 31, 2005, was $658,561,318 as defined by the general
financing agreement.

The liquidity policy of the Association is to manage cash balances to maximize debt reduction, and to increase accrual
loan volume. This policy will continue to be pursued during 2006. As borrower payments are received, they are applied
to the Association’s note payable to the Bank.

The Association will continue to fund its operations through direct borrowings from the Bank, capital surplus from prior
years, and borrower stock. It is management’s opinion that funds available to the Association are sufficient to fund its
operations for the coming year.

Capital Resources:

The Association’s capital position remains strong, with total members’ equity of $113,780,555, $106,505,332 and
$96,500,450 at December 31, 2005, 2004 and 2003, respectively. Under regulations governing minimum permanent
capital adequacy and other capitalization issues, the Association is required to maintain a minimum adjusted permanent
capital of 7.0 percent of risk-adjusted assets as defined by the FCA. The permanent capital ratio measures available at-
risk capital relative to risk-adjusted assets and off-balance-sheet contingencies. The ratio is an indicator of the
institution's financial capacity to absorb potential losses beyond that provided in the allowance for loss accounts. The
Association’s permanent capital ratio at December 31, 2005, 2004 and 2003 was 17.0 percent, 17.3 percent and 16.3
percent, respectively. The core surplus ratio measures available core surplus capital relative to risk-adjusted assets and
off-balance-sheet contingencies. The ratio is an indicator of the quality of capital that exists to maintain stable earnings
and financial strength. The Association’s core surplus ratio at December 31, 2005, 2004 and 2003 was 16.3 percent,
16.6 percent and 14.0 percent, respectively, which is in compliance with the FCA’s minimum ratio requirement of 3.5
percent. The total surplus ratio measures available surplus capital relative to risk-adjusted assets and off-balance-sheet
contingencies. The ratio is an indicator of the reserves existing to protect borrowers’ investment in the Association.
The Association’s total surplus ratio at December 31, 2005, 2004 and 2003 was 16.3 percent, 16.6 percent and 14.0
percent, respectively, which is in compliance with the FCA’s minimum ratio requirement of 7.0 percent.

In 2004 the Association had a stock equalization lowering the stock requirement from 2 percent of the loan balance to
2 percent of the loan balance not to exceed $1,000. The amount of stock returned to members was $8,222,940. In
2005 and 2003, the Association paid cash patronage distributions of $6,000,000, and $1,000,000, respectively. In
December 20035, the board of directors approved a $7,000,000 cash patronage distribution to be paid in April 2006. See
Note 7 to the consolidated financial statements, “Members’ Equity,” included in this annual report, for further
information.
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Relationship with the Bank:

The Association’s statutory obligation to borrow only from the Bank is discussed in Note 6 to the consolidated financial
statements, “Note Payable to the Bank,” included in this annual report.

The Bank’s ability to access capital of the Association is discussed in Note 2 to the consolidated financial statements,
“Summary of Significant Accounting Policies,” included in this annual report, within the section “Capital Stock
Investment in the Bank.”

The Bank’s role in mitigating the Association’s exposure to interest rate risk is described in the section “Liquidity and
Funding Sources” of Management’s Discussion and Analysis and in Note 6 to the consolidated financial statements,
“Note Payable to the Bank,” included in this annual report.

The Bank provides computer systems to support the critical operations of all District associations. In addition, each
Association has operating systems and facility-based systems that are not supported by the Bank. As disclosed in Note
11 to the consolidated financial statements, ‘“Related Party Transactions,” included in this annual report, the Bank
provides many services that the Association can utilize, such as administrative, marketing, information systems, and
accounting services. Additionally, the Bank allocates District expenses to the associations, such as intra-System
financial assistance (FAC debt) expense and Farm Credit System Insurance Corporation insurance premiums.

Summary:
Over the past 88 years, regardless of the state of the agricultural economy, your Association’s board of directors and

management have been committed to offering their borrowers a ready source of financing at a competitive price. Your
continued support will be critical to the success of this Association.
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LONE STAR LAND BANK, ACA
FIVE-YEAR SUMMARY OF SELECTED CONSOLIDATED FINANCIAL DATA
(unaudited)

(dollars in thousands)

December 31,

2005 2004 2003 2002 2001
Balance Sheet Data

Assets
Loans $ 657503 $ 552,956 $ 527,054 $ 516,144 $ 436,028
Less: allowance for loan losses (361) (259) (13,373) (12,253) (11,015)

Net loans 657,142 552,697 513,681 503,891 425,013
Investment in and receivable from

the Bank 9,933 8,933 8,667 8,585 6,792
Other property owned, net 1,982 3,203 1,987 - -
Other assets 14,349 9,554 8,576 7,423 7,270
Total assets $ 683406 $ 574387 $ 532911 $ 519,899 $ 439,075
Liabilities
Obligations with maturities

of one year or less $ 12,139 $ 9,408 $ 1,699 $ 2,853  $ 2,584
Obligations with maturities

greater than one year 557,486 458,474 434,711 435,047 363,818
Total liabilities 569,625 467,882 436,410 437,900 366,402
Members' Equity
Capital stock and participation

certificates 3,969 3,756 12,003 11,948 10,120
Unallocated retained earnings 109,812 102,749 84,498 70,051 62,553
Total members' equity 113,781 106,505 96,501 81,999 72,673
Total liabilities and members' equity $ 683406 $ 574387 $ 532911 $ 519,899 $ 439,075

Year Ended December 31,

Statement of Income Data
Net interest income $ 18,641 $ 17,833  §$ 16,743  $ 14,257  $ 11,086
(Provision for loan losses and
acquired property) or

loss reversal (10) 12,930 (1,271) (1,600) (1,332)
Income from the Bank 1,875 1,165 3,994 329 273
Other noninterest income 1,801 1,667 1,455 1,628 1,410
Noninterest expense (8,244) (9,345) (6,429) (6,136) (5,836)
Provision for (benefit from) income taxes - 1 (46) 20 25
Net income $ 14,063 $ 24251 $ 14,446 $ 8,498 $ 5,626

Key Financial Ratios for the Year
Return on average assets 2.3% 4.4% 2.8% 1.8% 1.4%
Return on average members' equity 12.4% 25.3% 16.5% 10.9% 7.7%
Net interest income as a percentage of
average earning assets 3.1% 3.3% 3.2% 3.0% 2.9%
Net charge-offs (recoveries) as a
percentage of average loans 0.0% 0.0% 0.0% 0.1% 0.0%
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LONE STAR LAND BANK, ACA

FIVE-YEAR SUMMARY OF SELECTED CONSOLIDATED FINANCIAL DATA
(unaudited)
(dollars in thousands)

Key Financial Ratios at Year End

Members' equity as a percentage
of total assets

Debt as a percentage of
members' equity

Allowance for loan losses as
a percentage of loans

Permanent capital ratio

Core surplus ratio

Total surplus ratio

Net Income Distribution
Patronage refunds:
Cash

December 31,

2005 2004 2003 2002 2001
16.6 % 18.5% 18.1% 15.8% 16.6%
500.6 % 439.3% 452.2% 503.5% 500.6%
0.1% 0.1% 2.5% 2.4% 2.5%
17.0% 17.3% 16.3% 14.6% 15.4%
16.3% 16.6% 14.0% 12.3% 13.1%
16.3% 16.6% 14.0% 12.3% 13.1%
$ 6,000 -3 1,000 $ 1,250 $ 1,000
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CONSOLIDATED BALANCE SHEET

Assets

Cash

Loans

Less: allowance for loan losses
Net loans

Accrued interest receivable

Investment in and receivable from the Bank:

Capital stock

Other
Other property owned, net
Premises and equipment
Other assets

Total assets

Liabilities
Note payable to the Bank
Advance conditional payments
Accrued interest payable
Drafts outstanding
Patronage distributions payable
Other liabilities

Total liabilities

Members' Equity
Capital stock and participation certificates
Unallocated retained earnings

Total members' equity

Total liabilities and members' equity

The accompanying notes are an integral part of these consolidated financial statements.

LONE STAR LAND BANK, ACA

December 31,

2005 2004 2003
4,615,043 1,734,476 1,247,859
657,503,014 552,956,298 527,053,791
360,630 259,001 13,373,267
657,142,384 552,697,297 513,680,524
7,239,721 5,405,194 5,036,771
9,932,680 8,933,275 8,667,330
9,011 2,387 -
1,982,094 3,202,714 1,986,940
2,308,206 2,256,155 2,163,852
176,778 155,542 127,461
683,405,917 574,387,040 532,910,737
555,405,747 457,236,422 433,763,898
624,593 2,639 44,272
2,080,580 1,237,557 947,417
1,303,482 667,133 855,271
7,000,000 6,000,000 -
3,210,960 2,737,957 799,429
569,625,362 467,881,708 436,410,287
3,968,390 3,756,465 12,002,930
109,812,165 102,748,867 84,497,520
113,780,555 106,505,332 96,500,450
683,405,917 574,387,040 532,910,737
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LONE STAR LAND BANK, ACA

CONSOLIDATED STATEMENT OF INCOME

Interest Income
Loans
Total interest income

Interest Expense
Note payable to the Bank

Advance conditional payments
Total interest expense
Net interest income

Provision for Losses
Provision for loan losses or (loan loss reversal)
Provision for acquired property losses
Net interest income after
provision for losses

Noninterest Income
Income from the Bank:

Patronage income

Mineral income
Loan fees
Financially related services income
Gain on other property owned, net
Gain on sale of premises and equipment, net
Other noninterest income

Total noninterest income

Noninterest Expenses

Salaries and employee benefits

Directors' expense

Purchased services

Travel

Occupancy and equipment

Communications

Advertising

Public and member relations

Supervisory and exam expense

Insurance Fund premiums

FAC expense

Other noninterest expense
Total noninterest expenses
Income before income taxes

(Benefit from) provision for income taxes

Net income

Year Ended December 31,

2005 2004 2003
$ 38,572,530 $ 30,220,703  $ 28,398,297
38,572,530 30,220,703 28,398,297
19,929,610 12,387,680 11,654,959
2,208 68 -
19,931,818 12,387,748 11,654,959
18,640,712 17,832,955 16,743,338
101,629 (13,021,081) 1,120,821
(91,875) 91,375 149,690
18,630,958 30,762,661 15,472,827
1,874,608 1,165,104 675,031
- - 3,495,501
1,551,810 1,249,238 1,096,298
186,276 133,027 109,442
18,403 252,737 -
7,428 - -
38,037 32,788 73,322
3,676,562 2,832,894 5,449,594
4,744,770 5,709,688 3,032,651
202,033 223,165 173,095
850,258 701,699 690,296
277,641 235,923 189,005
396,328 368,136 307,309
132,060 119,926 110,350
484,312 689,771 467,594
209,582 207,606 170,741
219,300 212,718 198,169
300,147 269,331 625,462
88,651 251,332 308,796
339,140 356,218 156,279
8,244,222 9,345,513 6,429,747
14,063,298 24,250,042 14,492,674
- (1,305) 46,254
$ 14,063,298 $ 24251347 $ 14,446,420

The accompanying notes are an integral part of these consolidated financial statements.
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LONE STAR LAND BANK, ACA

CONSOLIDATED STATEMENT OF CHANGES IN MEMBERS' EQUITY

Balance at December 31, 2002

Net income

Capital stock/participation certificates
issued

Capital stock/participation certificates
and allocated retained earnings retired

Patronage refunds:
Cash

Balance at December 31, 2003

Net income

Capital stock/participation certificates
issued

Capital stock/participation certificates
and allocated retained earnings retired

Patronage refunds:
Cash

Balance at December 31, 2004

Net income

Capital stock/participation certificates
issued

Capital stock/participation certificates
and allocated retained earnings retired

Patronage refunds:
Cash

Balance at December 31, 2005

Capital Stock/ Total
Participation Retained Earnings Members'
Certificates Allocated Unallocated Equity
$ 11,948,340  $ - 3 70,051,100 $ 81,999,440
- - 14,446,420 14,446,420
1,940,840 - - 1,940,840
(1,886,250) - - (1,886,250)
12,002,930 - 84,497,520 96,500,450
- - 24,251,347 24,251,347
682,925 - - 682,925
(8,929,390) - - (8,929,390)
- - (6,000,000) (6,000,000)
3,756,465 - 102,748,867 106,505,332
- - 14,063,298 14,063,298
723,685 - - 723,685
(511,760) - - (511,760)
- - (7,000,000) (7,000,000)
$ 3,968,390 $ - $ 109,812,165 $ 113,780,555

The accompanying notes are an integral part of these consolidated financial statements.
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LONE STAR LAND BANK, ACA

CONSOLIDATED STATEMENT OF CASH FLOWS

Cash flows from operating activities:

Net income

Adjustments to reconcile net income to net
cash provided by operating activities:
Provision for loan losses or (loan loss reversal)

Carrying value adjustments on other property owned

Loss on other property owned, net
Depreciation
(Gain) loss on sale of premises and equipment, net
Increase in accrued interest receivable
Increase in other receivable from the Bank
Decrease in deferred tax assets
(Increase) decrease in other assets
Increase (decrease) in accrued interest payable
Increase in other liabilities

Net cash provided by operating activities

Cash flows from investing activities:
Increase in loans, net
(Decrease) increase in advance conditional payments
Purchases of investment in the Bank
Purchases of premises and equipment
Proceeds from sales of premises and equipment
Proceeds from sales of other property owned
Net cash used in investing activities

Year Ended December 31,
2005 2004 2003
14,063,298 24,251,347  $ 14,446,420
101,629 (13,021,082) 1,120,821
(91,875) 91,375 149,690
117,520 159,840 -
255,948 234,411 223,846
(7,428) 1,004 533
(1,834,527) (368,423) (124,280)
(6,624) (2,387) -
- - 27,118
(21,236) (28,081) 40,519
843,023 290,140 (124,489)
473,003 1,938,528 30,320
13,892,731 13,546,672 15,790,498
(104,546,716) (27,709,533) (13,046,690)
- (41,633) 40,975
(999,405) (265,945) (81,915)
(308,796) (327,717) (160,926)
8,225 - 220
1,194,975 246,852 -
(104,651,717) (28,097,976) (13,248,336)

The accompanying notes are an integral part of these consolidated financial statements.
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LONE STAR LAND BANK, ACA

CONSOLIDATED STATEMENT OF CASH FLOWS

Cash flows from financing activities:
Net draws on (repayment of) note payable to the Bank
Increase (decrease) in drafts outstanding
Increase (decrease) in advance conditional payments
Issuance of capital stock and participation certificates
Retirement of capital stock and participation

certificates

Patronage distributions paid
Net cash provided by (used in) financing activities

Net increase in cash

Cash at the beginning of the year

Cash at the end of the year

Supplemental schedule of noncash investing and

financing activities:

Loans transferred to other property owned

Patronage distributions declared

Supplemental cash information:
Cash paid during the year for:

Interest

Year Ended December 31,
2005 2004 2003
98,169,325 23,472,524 (210,823)
636,349 (188,138) (225,374)
621,954
723,685 682,925 1,940,840
(511,760) (8,929,390) (1,886,250)
(6,000,000) - (1,000,000)
93,639,553 15,037,921 (1,381,607)
2,880,567 486,617 1,160,555
1,734,476 1,247,859 87,304
4,615,043 $ 1,734,476  $ 1,247,859
- $ 1,713,841  $ 2,136,630
7,000,000 6,000,000 -
19,086,587 $ 12,097,540 % 11,530,469

The accompanying notes are an integral part of these consolidated financial statements.
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LONE STAR LAND BANK, ACA
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 — ORGANIZATION, RESTRUCTURING AND OPERATIONS:

A. Organization: Lone Star Land Bank, ACA, including its wholly-owned subsidiaries, Lone Star Production Credit,
PCA and Lone Star Land Bank, FLCA (collectively called “the Association”), is a member-owned cooperative
which provides credit and credit-related services to, or for the benefit of, eligible borrowers/stockholders for
qualified agricultural purposes in the counties of Hood, Johnson, Somervell, Tarrant, Denton, Wise, Dallas, Bowie,
Camp, Cass, Morris, Titus, Delta, Lamar, Red River, Cooke, Fannin, Grayson, Eastland, Erath, Palo Pinto, Parker,
Shackelford, Stephens, Throckmorton, Young, Borden, Fisher, Kent, Mitchell, Nolan, Scurry, and Taylor in the
state of Texas.

The Association is a lending institution of the Farm Credit System (System), a nationwide system of cooperatively
owned banks and Associations that was established by Acts of Congress to meet the credit needs of American
agriculture and is subject to the provisions of the Farm Credit Act of 1971, as amended (Act). The most recent
significant amendment to the Act was the Agricultural Credit Act of 1987 (1987 Act). At December 31, 2005, the
System was composed of four Farm Credit Banks and one Agricultural Credit Bank and numerous associations.

The Farm Credit Bank of Texas (Bank) and its related associations are collectively referred to as the “District.” The
Bank provides funding to all associations within the District and is responsible for supervising certain activities of
the District associations. At December 31, 2005, the District consisted of the Bank, eight FLCAs and 13 ACA
parent companies, which have two wholly-owned subsidiaries, an FLCA and a PCA, operating in or servicing the
states of Alabama, Louisiana, Mississippi, New Mexico and Texas.

The Farm Credit Administration (FCA) is delegated authority by Congress to regulate the System banks and
associations. The FCA examines the activities of the associations, and certain actions by the associations are
subject to the prior approval of the FCA and the supervising Bank.

The Act established the Farm Credit System Insurance Corporation (FCSIC) to administer the Farm Credit
Insurance Fund (Insurance Fund). The Insurance Fund is required to be used (1) to ensure the timely payment of
principal and interest on Systemwide debt obligations, (2) to ensure the retirement of protected borrower capital at
par or stated value, and (3) for other specified purposes. The Insurance Fund is also available for the discretionary
uses by the FCSIC of providing assistance to certain troubled System institutions and to cover the operating
expenses of the FCSIC. Each System bank is required to pay premiums to the Insurance Fund, based on its annual
average loan principal outstanding, until the monies in the Insurance Fund reach the “secure base amount,” which is
defined in the Farm Credit Act as 2.0 percent of the aggregate insured obligations (Systemwide debt obligations) or
other such percentage of the aggregate obligations as the Insurance Corporation in its sole discretion determines to
be actuarially sound. When the amount in the Insurance Fund exceeds the secure base amount, the FCSIC is
required to reduce premiums, but it still must ensure that reduced premiums are sufficient to maintain the level of
the Insurance Fund at the secure base amount. The Bank assesses each District entity for its portion of the
premiums. The premium is based on the average principal outstanding of accrual and nonaccrual loans for the year.

FCA regulations require borrower information to be held in strict confidence by Farm Credit institutions, their
directors, officers and employees. Directors and employees of the Farm Credit institutions are prohibited, except
under specified circumstances, from disclosing nonpublic personal information about members.

B. Restructuring: On January 1, 2001, pursuant to a restructuring plan approved by the FCA and the Association’s
shareholders, the Association reorganized to form an ACA as permitted by the 1987 Act. Pursuant to the
restructuring plan, a Production Credit Association (PCA) was formed, Lone Star Production, PCA (Lone Star
PCA), which, together with Lone Star Land Bank, FLCA (Lone Star FLCA), became wholly-owned subsidiaries of
the Association. The formation of the ACA and creation of the PCA enables the Association to make short- and
intermediate-term loans for agricultural production or operating purposes through the PCA as well as benefit from
the tax-exempt status of long-term mortgage interest for loans generated by the FLCA.

C. Operations: The Act sets forth the types of authorized lending activity, persons eligible to borrow, and financial
services that can be offered by the Association. The Association is authorized to provide, either directly or in
participation with other lenders, credit, credit commitments and related services to eligible borrowers. Eligible

Lone Star Land Bank, ACA—2005 Annual Report
26



borrowers include farmers, ranchers, producers or harvesters of aquatic products, rural residents and farm-related
businesses. The Association makes and services short- and intermediate-term loans for agricultural production or
operating purposes, and secured long-term real estate mortgage loans, with funding from the Bank.

The Association also serves as an intermediary in offering credit life insurance.

The Association’s financial condition may be affected by factors that affect the Bank. The financial condition and
results of operations of the Bank may materially affect stockholders’ investment in the Association. Upon request,
stockholders of the Association will be provided with the Tenth Farm Credit District’s Annual Report to
Stockholders, which includes the combined financial statements of the Bank and all of the District associations.
The District’s Annual Report discusses the material aspects of the financial condition, changes in financial
condition, and results of operations for the Bank and the District. In addition, the District’s Annual Report
identifies favorable and unfavorable trends, significant events, uncertainties and the impact of activities of the
Insurance Fund.

The lending and financial services offered by the Bank are described in Note 1 of the District’s Annual Report to
Stockholders.

NOTE 2 — SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES:

The accounting and reporting policies of the Association conform to accounting principles generally accepted in the
United States of America (GAAP) and prevailing practices within the banking industry. The preparation of consolidated
financial statements in conformity with GAAP requires management to make estimates and assumptions that affect the
amounts reported in the consolidated financial statements and accompanying notes. Significant estimates are discussed
in these footnotes, as applicable. Actual results could differ from those estimates. Certain amounts in prior years’
consolidated financial statements have been reclassified to conform to current financial statement presentation. The
consolidated financial statements include the accounts of Lone Star PCA and Lone Star FLCA. All significant
intercompany transactions have been eliminated in consolidation.

A. Cash and Cash Equivalents: Cash and cash equivalents, as included in the statement of cash flows, represent cash
on hand and on deposit at local banks.

B. Loans and Allowance for Loan Losses: Long-term real estate mortgage loans generally have original maturities
ranging from five to 40 years. Substantially all short- and intermediate-term loans for agricultural production or
operating purposes have maturities of 10 years or less.

Loans are carried at their principal amount outstanding less unearned income. Interest on loans is accrued and
credited to interest income based upon the daily principal amount outstanding.

Impaired loans are loans for which it is probable that not all principal and interest will be collected according to the
contractual terms of the loan. Impaired loans include nonaccrual loans, restructured loans, and loans past due 90 days
or more and still accruing interest. A loan is considered contractually past due when any principal repayment or interest
payment required by the loan instrument is not received on or before the due date. A loan shall remain contractually
past due until it is formally restructured or until the entire amount past due, including principal, accrued interest, and
penalty interest incurred as a result of past-due status, is collected or otherwise discharged in full.

Loans are generally placed in nonaccrual status when principal or interest is delinquent for 90 days (unless
adequately secured and in the process of collection) or circumstances indicate that collection of principal and/or
interest is in doubt. When a loan is placed in nonaccrual status, accrued interest deemed uncollectible is either
reversed (if accrued in the current year) or charged against the allowance for loan losses (if accrued in prior years).

Payments received on nonaccrual loans are generally applied to the recorded investment in the loan asset. If
collection of the recorded investment in the loan is fully expected and the loan does not have a remaining
unrecovered prior charge-off associated with it, the interest portion of payments is recognized as current interest
income. Nonaccrual loans may be transferred to accrual status when principal and interest are current, prior charge-
offs have been recovered, the ability of the borrower to fulfill the contractual repayment terms is fully expected,
and the loan is not classified as “doubtful” or “loss.” If previously unrecognized interest income exists upon
transfer of a nonaccrual loan to accrual status, interest income will be recognized as cash payments are received.
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In cases where a borrower experiences financial difficulties and the Association makes certain monetary
concessions to the borrower through modifications to the contractual terms of the loan, the loan is classified as a
restructured loan. If the borrower’s ability to meet the revised payment schedule is uncertain, the loan is classified
as a nonaccrual loan.

Loans are charged off, wholly or partially, as appropriate, at the time they are determined to be uncollectible.

Statement of Financial Accounting Standards (SFAS) No. 91, “Accounting for Nonrefundable Fees and Costs
Associated With Originating and Acquiring Loans and Initial Direct Costs of Leases,” requires loan origination
fees and direct loan origination costs, if material, to be capitalized and the net fee or cost to be amortized over the
life of the related loan as an adjustment to yield. SFAS No. 91 has not been implemented because the effects were
not material to the financial position or results of operations for any year presented.

The allowance for loan losses is maintained at a level considered adequate by management to provide for probable
losses inherent in the loan portfolio. The allowance is based on a periodic evaluation of the loan portfolio by
management in which numerous factors are considered, including economic conditions, loan portfolio composition,
and prior loan loss experience. It is based on estimates, appraisals and evaluations of loans which, by their nature,
contain elements of uncertainty and imprecision. The possibility exists that changes in the economy and its impact
on borrower repayment capacity will cause these estimates, appraisals and evaluations to change.

Capital Stock Investment in the Bank: The Association’s investment in the Bank is in the form of Class A voting
capital stock and allocated retained earnings. This investment is adjusted periodically based on the Association’s
proportional utilization of the Bank compared to other District associations. The Bank requires a minimum stock
investment of 2 percent of the Association’s average borrowing from the Bank. This investment is carried at cost
plus allocated equities in the accompanying consolidated balance sheet.

If needed to meet regulatory capital adequacy requirements, the board of directors of the Bank may increase the
percentage of stock held by an association from 2 percent of the average outstanding balance of borrowings from
the Bank to a maximum of 5 percent of the average outstanding balance of borrowings from the Bank.

Other Property Owned, Net: Other property owned, net, consisting of real and personal property acquired through a
collection action, is recorded at fair value less estimated selling costs upon acquisition. Revised estimates to the fair
value less cost to sell are reported as adjustments to the carrying amount of the asset, provided that such adjusted
value is not in excess of the carrying amount at acquisition. Income and expenses from operations and carrying
value adjustments are included in gains (losses) on other property owned, net.

Premises and Equipment: Premises and equipment are carried at cost less accumulated depreciation. Land is carried
at cost. Depreciation is provided on the straight-line method using estimated useful lives of the assets. Gains and
losses on dispositions are reflected in current operations. Maintenance and repairs are charged to operating
expense, and improvements are capitalized.

Advance Conditional Payments: The Association is authorized under the Act to accept advance payments from
borrowers. To the extent that the borrower’s access to such funds is restricted, the advance conditional payments
are netted against the borrower’s related loan balance. Amounts in excess of the related loan balance and amounts
to which the borrower has unrestricted access are presented as liabilities in the accompanying consolidated balance
sheet. Advance conditional payments are not insured. Interest is generally paid by the Association on such accounts
at rates established by the board of directors.

Employee Benefit Plans: Employees of the Association participate in either the defined benefit retirement plan (DB
Plan) or the defined contribution plan (DC Plan) and are eligible to participate in the District’s 401(k) plan. The
DB Plan is closed to new participants. Participants generally include employees hired prior to January 1, 1996. The
DB Plan is noncontributory and provides benefits based on salary and years of service. The “Projected Unit Credit”
actuarial method is used for financial reporting and funding purposes for the DB Plan.

Participants in the DC Plan generally include employees who elected to transfer from the DB Plan prior to January
1, 1996, and employees hired on or after January 1, 1996. Participants in the DC Plan direct the placement of their
employers’ contributions, 4.0 percent of salaries for the year ended December 31, 2005, made on their behalf into
various investment alternatives.
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The structure of the District’s retirement plans is characterized as multi-employer, since neither the assets,
liabilities nor costs of any plan are segregated or separately accounted for by the associations. No portion of any
surplus assets is available to the associations, nor are the associations required to pay for plan liabilities upon
withdrawal from the plans. As a result, the associations recognize as pension cost the required contribution to the
plans for the year. Contributions due and unpaid are recognized as a liability. The Association recognized pension
costs for the DC Plan of $105,579, $54,441 and $50,742 for the years ended December 31, 2005, 2004 and 2003,
respectively. For the DB Plan, the Association recognized pension costs of $577,746, $248,024 and $266,370 for
the years ended December 31, 2005, 2004 and 2003, respectively.

The Association also participates in a Districtwide 401(k) plan which requires the associations to match 100
percent of employee contributions up to 3.0 percent of base salary and to match 50 percent of employee
contributions for the next 2.0 percent of employee contributions, up to a maximum employer contribution of 4
percent of base salary. Association 401(k) plan costs are expensed as incurred. The Association’s contributions to
the 401(k) plan were $116,666, $86,739 and $64,107 for the years ended December 31, 2005, 2004 and 2003,
respectively.

In 2003 the Association also participated in a multi-employer Districtwide health and welfare plan, the Tenth Farm
Credit District 501(c)(9) Trust (Trust). The Trust provided substantially all employees and directors and/or their
dependents or beneficiaries with health care, life insurance and postretirement benefits during their working lives
and after retirement if they reach normal retirement age and meet the years of service criteria while working for the
Association. Neither the assets, liabilities nor cost of the Trust were segregated or separately accounted for by
participating associations. Amounts charged to benefit cost and contributed to the Trust by the Association totaled
$392,756 for the year ended December 31, 2003.

In 2004, the District discontinued the multi-employer health and welfare plan and the Association adopted a new
plan to provide the same benefits to its retirees, employees and directors. Under the new plan, the Association will
no longer participate in the joint and several liability with any other entities, which was intrinsic to the multi-
employer plan. For employers providing these benefits outside of a multi-employer plan, Statement of Financial
Accounting Standards No. 106, “Employers’ Accounting for Postretirement Benefits Other Than Pensions,”
requires the liability for the contractual obligation of these benefits be recognized as employees render the services
necessary to earn the benefits. Accordingly, in December 2004, the Association recognized as an expense the
unfunded liability for these postretirement benefits totaling $1,883,684. At December 31, 20053, the obligation for
these benefits was $1,928,483.

Income Taxes: Lone Star FLCA is exempt from federal and other income taxes as provided in the Act. Lone Star
ACA and Lone Star PCA are generally subject to federal and certain other income taxes; however, the Association
is exempt from the state franchise taxes. The Association is eligible to operate as a cooperative that qualifies for
tax treatment under Subchapter T of the Internal Revenue Code. Accordingly, under specified conditions, the
Association can exclude from taxable income amounts distributed as qualified patronage refunds in the form of
cash, stock or allocated retained earnings. Provisions for income taxes are made only on those earnings that will
not be distributed as qualified patronage refunds. Deferred taxes are provided on the Association’s taxable income
on the basis of a proportionate share of the tax effect of temporary differences not allocated in patronage form.
Deferred taxes are recorded on the tax effect of all the temporary differences based on the assumption that such
temporary differences are retained by the institution and will therefore impact future tax payments. A valuation
allowance is provided against deferred tax assets to the extent that it is more likely than not (over 50 percent
probability), based on management's estimate, that they will not be realized.

Patronage Refunds from the Farm Credit Bank of Texas: The Association records patronage refunds from the
Bank upon receipt of the patronage.
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NOTE 3 — LOANS AND ALLOWANCE FOR LOAN LOSSES:

A summary of loans as of December 31 follows:

2005 2004
Loan Type Amount Yo Amount Y%

Production agriculture:

Real estate mortgage $ 526,365,415 80.1% $ 474,542,258 85.8%

Production and

intermediate term 73,658,210 11.2% 42,867,667 7.8%

Agribusiness:

Processing and marketing 27,891,254 4.2% 11,286,732 2.0%

Farm-related business 10,017,950 1.5% 8,118,668 1.5%
Rural residential real estate 13,779,743 2.1% 11,460,973 2.1%
Communication 3,216,170 0.5% 1,980,000 0.3%
Energy 2,568,662 0.4% 2,700,000 0.5%
International 5,610 0.0% - 0.0%

Total $ 657,503,014 100.0% $ 552,956,298 100.0%

Note: Certain 2003 loan information is not available.

The Association’s concentration of credit risk in various agricultural commodities is shown in the following table.
While the amounts represent the Association’s maximum potential credit risk as it relates to recorded loan principal, a
substantial portion of the Association’s lending activities is collateralized and the Association’s exposure to credit loss
associated with lending activities is reduced accordingly. An estimate of the Association’s credit risk exposure is
considered in the determination of the allowance for loan losses.

2005 2004 2003
Operation/Commodity Amount Y0 Amount % Amount %

Livestock except dairy and poultry $ 416,744,142 63.4% $ 324,398,752 58.6% $ 307,238,000 58.3%
Field crops except cash grains 51,359,769 7.8% 58,394,233 10.5% 54,201,181 10.3%
Timber 43,357,790 6.6% 41,306,981 7.5% 39,540,285 7.5%
Dairy farms 41,556,750 6.3% 20,424,518 3.7% 20,724,463 3.9%
Animal specialties 24,540,016 3.7% 23,685,693 4.3% - 0.0%
General farms, primarily crops 20,789,573 3.2% 5,474,077 1.0% - 0.0%
Cash grains 12,828,023 2.0% 29,505,434 5.3% 37,385,558 7.1%
Rural home loans 11,715,606 1.8% 6,179,871 1.1% 3,276,919 0.6%
Poultry and eggs 7,222,027 1.1% 3,169,929 0.6% 5,869,797 1.1%
Agricultural services 4,325,505 0.7 % 5,355,281 1.0% 5,929,512 1.1%
Food and kindred products 3,432,834 0.5% 7,651,722 1.4% 5,505,647 1.1%
Communications 3,216,170 0.5% 1,980,000 0.4% - 0.0%
Electric services 2,568,662 0.4% 2,700,000 0.5% - 0.0%
Paper and allied products 1,579,969 0.2% 553,201 0.1% - 0.0%
Commercial fishing 330,974 0.1% 10,266 0.0% - 0.0%
Other 11,935,204 1.7% 22,166,340 4.0% 47,382,339 9.0%

Total $ 657,503,014 100% $ 552,956,298 100% $ 527,053,791 100%

The amount of collateral obtained, if deemed necessary upon extension of credit, is based on management’s credit
evaluation of the borrower. Collateral held varies, but typically includes farmland and income-producing property, such
as crops and livestock, as well as receivables. Long-term real estate loans are secured by the first liens on the underlying
real property. Federal regulations state that long-term real estate loans are not to exceed 85 percent (or 97 percent if
guaranteed by a government agency) of the property’s appraised value. However, a decline in a property’s market value
subsequent to loan origination or advances, or other actions necessary to protect the financial interest of the Association in

the collateral, may result in the loan-to-value ratios in excess of the regulatory maximum.
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The Association has obtained loan guarantees in the form of standby commitments to purchase qualifying loans from
the Federal Agricultural Mortgage Corporation through an arrangement with the Bank. At December 31, 2005 and
2004, loans totaling $17,145,532 and $20,933,821, respectively, were guaranteed by these commitments. Fees paid for
these guarantees totaled $104,257 and $111,082 in 2005 and 2004, respectively, and are reflected in “other noninterest
expense.”

Impaired loans are loans for which it is probable that not all principal and interest will be collected according to the
contractual terms. The following presents information relating to impaired loans as of December 31:

2005 2004 2003
Amount %0 Amount % Amount %

Nonaccrual loans

Current as to principal

and interest $ 382,718 46.2% $ 352,199 44.8% $ 626,532 24.6%

Past due 445,415 53.8% 433,915 55.2% 1,917,636 75.4%
Total nonaccrual loans 828,133 100.0 % 786,114 100.0% 2,544,168 100.0%
Accrual loans

90 days or more past due - 0.0% - 0.0% - 0.0%

Formally restructured - 0.0% - 0.0% - 0.0%
Total impaired accrual loans - 0.0% - 0.0% - 0.0%
Total impaired loans $ 828,133 100.0% $ 786,114 100.0% $ 2,544,168 100.0%

There were no material commitments to lend additional funds to debtors whose loans were classified as impaired at
December 31, 2005.

Interest income is recognized and cash payments are applied on nonaccrual impaired loans as described in Note 2. The
following table presents interest income recognized on impaired loans.

2005 2004 2003
Interest income recognized on nonaccrual loans $ 31,087 $ 72,654 $ 144,303
Interest income recognized on impaired accrual loans - - 677
Interest income recognized on impaired loans $ 31,087 $ 72,654 $ 144,980

During 2004, the Association conducted a study to further refine its allowance for loan losses methodology, taking into
account recently issued guidance by the Farm Credit Administration (FCA), the System’s regulator, as well as the
Securities and Exchange Commission (SEC) and Federal Financial Institutions Examination Council guidelines.

The Association’s allowance for loan losses methodology was adjusted and revised in the late 1980s to take into
account credit losses in that period. Given the long cyclical nature of the agricultural economy, loss factors utilized to
determine the allowance for loan losses subsequent to 1989 continued to reflect, to some extent, the loss history of the
mid-to-late 1980s, which resulted in conservative estimates of the allowance for loan losses. The Association’s
allowance for loan losses methodology utilized throughout the period was in accordance with generally accepted
accounting principles and was consistently applied.

While conservative in estimating the allowance for loan losses, the methodology used by the Association resulted in
annual provisions for loan losses over the periods that reflected changes in credit quality and loss experience.
Accordingly, the reserves provided in the mid-to-late 1980s have, in effect, remained part of the allowance for loan
losses. The Association’s conservative approach to calculating the allowance for loan losses methodology has
consistently adhered to proper accounting policies, under the regulatory supervision of the Farm Credit Administration
in its role as a “safety and soundness” regulator. It was the Farm Credit Administration’s view that the allowance for
loan losses should include among others, an assessment of probable losses, historical loss experience and economic
conditions.
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In April 2004, the Farm Credit Administration issued an “Informational Memorandum” to System institutions regarding
the criteria and methodologies that would be used in evaluating the adequacy of a System institution’s allowance for
loan losses. The Farm Credit Administration endorsed the direction provided by these other bank regulators and the
SEC and indicated that the conceptual framework addressed in their guidance would be included as part of their
examination process.

During the fourth quarter of 2004, the Association completed its study and refined its methodology to be in compliance
with the guidance discussed in the previous paragraph. The refinement in methodology resulted in a calculated
allowance for loan losses that was significantly less than the previously recorded balance due to revised loss factors that
are more indicative of actual loss experience in recent years and current borrower analysis. As a result of this study and
the resulting refinements in methodology, during the fourth quarter of 2004, the Association recorded a $13,021,081
reversal of the allowance for loan losses.

A summary of the allowance for loan losses as of December 31 follows:

2005 2004 2003
Beginning balance $ 259,001 $ 13,373,267 $ 12,252,446
Nonrecurring provision for loan loss reversal - (13,021,081) -
Provision for loan losses 101,629 - 1,120,821
Loans charged off - (93,185) -
Allowance for loan losses $ 360,630 $ 259,001 $ 13,373,267

The following table presents information concerning impaired loans as of December 31:

2005 2004 2003
Impaired loans with related allowance $ 86,027 $ 105,773  $ 2,544,168
Impaired loans with no related allowance 742,106 680,341 -
Total impaired loans $ 828,133 % 786,114  $ 2,544,168
Allowance on impaired loans $ 20,900 $ 20,900 $ 38,900

The following table summarizes impaired loan information for the years ended December 31:

2005 2004 2003
Average impaired loans $ 681,561 $ 1,683,312 §$ 2,876,791

Interest income on nonaccrual and accruing restructured loans that would have been recognized under the original terms
of the loans at December 31:

2005 2004 2003
Interest income which would have been recognized
under the original terms $ 87,591 $ 133,336  $ 244,942
Less: interest income recognized (31,087) (72,654) (144,980)
Foregone interest income $ 56,504 $ 60,682 $ 99,962
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NOTE 4 — PREMISES AND EQUIPMENT:

Premises and equipment consisted of the following at December 31:

2005 2004 2003

Land and improvements $ 555,145 $ 555,145 $ 555,145
Building and improvements 1,794,623 1,718,883 1,714,682
Furniture and equipment 402,901 400,938 391,213
Computer equipment and software 256,947 244,343 205,755
Automobiles 517,533 529,002 375,475
3,527,149 3,448 311 3,242,270

Accumulated depreciation (1,218,943) (1,192,156) (1,078,418)
Total $ 2,308,206 $ 2,256,155  $ 2,163,852

The Association leases office space in Sherman, Linden, Abilene, Mt. Pleasant and Gainesville. Lease expense was
$58,789, $63,613 and $58,145 for 2005, 2004 and 2003, respectively.

Minimum annual lease payments for the next five years are as follows:

Operating

2006 50,365
2007 38,453
2008 8,934
2009 7,932
Thereafter 2,953
Total $ 108,637

NOTE 5 — OTHER PROPERTY OWNED, NET:

Net gain or loss on other property owned, net consists of the following for the years ended December 31:

2005 2004 2003
Gain (loss) on sale, net $ (113,403) $ 159,841  $ -
Carrying value adjustments - - -
Operating income (expense), net 131,806 92,896 -
Net gain (loss) on other property owned $ 18,403 $ 252,737 $ -

NOTE 6 — NOTE PAYABLE TO THE BANK:

The interest rate risk inherent in the Association’s loan portfolio is substantially mitigated through the funding
relationship with the Bank. The Bank manages interest rate risk through its direct loan pricing and asset/liability
management process. The Association’s indebtedness to the Bank represents borrowings by the Association to fund the
majority of its loan portfolio. The indebtedness is collateralized by a pledge of substantially all of the Association’s
assets, and is governed by a general financing agreement. The interest rate on the direct loan is based upon the Bank’s
cost of funding the loans the Association has outstanding to its borrowers.

The total amount and the weighted average interest rate of the Association’s direct loan from the Bank at December 31,
2005, 2004 and 2003, was $555,405,747 at 3.95 percent, $457,236,422 at 3.28 percent and $433,763,898 at 2.70
percent, respectively.

Under the Act, the Association is obligated to borrow only from the Bank unless the Bank approves borrowing from
other funding sources. The Bank and FCA regulations have established limitations on the Association’s ability to
borrow funds based on specified factors or formulas relating primarily to credit quality and financial condition. At
December 31, 2005, 2004 and 2003, the Association’s note payable was within the specified limitations. The maximum
amount the Association may borrow from the Bank as of December 31, 2005, was $658,561,318, as defined by the
general financing agreement.

Lone Star Land Bank, ACA—2005 Annual Report
33



In addition to borrowing limits, the financing agreement establishes certain covenants including limits on leases,
investments, other debt, and dividend and patronage distributions, minimum standards for return on assets and for
liquidity, and provisions for conducting business, maintaining records, reporting financial information, and establishing
policies and procedures. Remedies specified in the financing agreement associated with the covenants include
additional reporting requirements, development of action plans, increases in interest rates on indebtedness, reduction of
lending limits, or repayment of indebtedness. As of and for the years ended December 31, 2005, 2004 and 2003, the
Association was not subject to remedies associated with the covenants in the financing agreement.

NOTE 7 — MEMBERS’ EQUITY:

Protection of certain borrower equity is provided under the Act that requires the Association, when retiring protected
borrower equity, to retire such equity at par or stated value regardless of its book value. Protected borrower equity
includes capital stock, participation certificates and allocated equities that were outstanding as of January 6, 1988, or
were issued or allocated prior to October 6, 1988. If an Association is unable to retire protected borrower equity at par
value or stated value, amounts required to retire this equity would be obtained from the Insurance Fund.

In accordance with the Act and Association’s capitalization bylaws, each borrower is required to invest in the
Association as a condition of borrowing. The investment in Class B capital stock (for farm loans) or participation
certificates (for rural home loans and farm-related business loans) is equal to 2 percent of the loan amount, up to a
maximum amount of $1,000. Effective first quarter 2004, the requirements for all new and existing loans were changed
to be 2 percent of the loan amount up to a maximum of $1,000; prior to that the requirement for owning capital stock or
participation certificates in the Association was 2 percent of the original loan balance. The borrower acquires
ownership of the capital stock or participation certificates at the time the loan is made, usually by adding the aggregate
par value of the capital stock or participation certificates to the principal amount of the related loan obligation. The
capital stock or participation certificates are subject to a first lien by the Association. Retirement of such equities will
generally be at the lower of par or book value, and repayment of a loan does not automatically result in retirement of the
corresponding capital stock or participation certificates.

If needed to meet regulatory capital adequacy requirements, the board of directors of the Association may increase the
percentage of stock requirement for each borrower up to a maximum of 5 percent of the loan amount.

Each owner of Class B capital stock is entitled to a single vote, while participation certificates provide no voting rights
to their owners.

Within two years of repayment of a loan, the Association capital bylaws require the conversion of any borrower’s
outstanding Class B capital stock to Class A stock. Class A stock has no voting rights except in a case where a new
issuance of preferred stock has been submitted to stockholders affected by the preference. Redemption of Class A
shares is made solely at the discretion of the Association’s board of directors. At December 31, 2005, 2004 and 2003,
the Association had $6,130, $6,125 and $6,125, respectively, of Class A stock.

All borrower stock is at-risk. As such, losses that result in impairment of capital stock or participation certificates shall
be borne on a pro rata basis by all holders of Class A, Class B capital stock and participation certificates. In the event of
liquidation of the Association, capital stock and participation certificates would be utilized as necessary to satisfy any
remaining obligations in excess of the amounts realized on the sale or liquidation of assets. Any excess of the amounts
realized on the sale or liquidation of assets over the Association’s obligations to external parties and to the Bank would
be distributed to the Association’s stockholders.
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Dividends and patronage distributions may be paid on the capital stock and participation certificates of the Association,
as the board of directors may determine by resolution subject to capitalization requirements as defined by the FCA.
Amounts not distributed are retained as unallocated retained earnings. The following dividends and patronage
distributions were declared and paid in 2005, 2004 and 2003, respectively:

Date Declared Date Paid Patronage

December 2005 Prior to April 30, 2006 $ 7,000,000
Total 2005 $ 7,000,000

December 2004 April 2005 $ 6,000,000
Total 2004 $ 6,000,000

The FCA’s capital adequacy regulations require the Association to achieve permanent capital and total surplus of at
least 7.0 percent and core surplus of at least 3.5 percent of risk-adjusted assets and off-balance-sheet commitments.
Failure to meet the ratio requirements can initiate certain mandatory and possibly additional discretionary actions by the
FCA that, if undertaken, could have a direct material effect on the Association’s financial statements. The Association is
prohibited from reducing permanent capital by retiring stock or making certain other distributions to stockholders unless
prescribed capital standards are met. The Association’s permanent capital ratio, core surplus ratio and total surplus
ratio at December 31, 2005, were 17.0 percent, 16.3 percent and 16.3 percent, respectively.

The Association Capital Adequacy Plan directs the Association management to manage the capital position in a manner
which:

e Permits the Association to operate profitability over the long term;

e Provides reasonable protection against risks inherent in Association operations;

e  Meets all regulatory requirements;

e Recognizes the cost to shareholders related to investing capital in the Association; and

e Isan integral part of the Association’s business plan.

An FCA regulation empowers the FCA to direct a transfer of funds or equities by one or more System institutions to
another System institution under specified circumstances. The Association has not been called upon to initiate any
transfers and is not aware of any proposed action under this regulation.

At December 31, the Association had the following shares of Class A capital stock, Class B stock and participation
certificates outstanding at a par value of $5 per share:

2005 2004 2003
Class A stock 1,226 1,225 1,225
Class B stock 752,942 710,896 2,339,077
Participation certificates 39,510 39,172 60,284
Total 793,678 751,293 2,400,586
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NOTE 8 — INCOME TAXES:

The provision for (benefit from) income taxes follows for the years ended December 31:

2005 2004 2003
Current:
Federal $ - 3 1,174 $ 1,305
Total current - (1,174) 1,305
Deferred:
Federal - (131) 44,949
Total deferred - (131) 44,949
Total provision for (benefit from) income taxes $ - $ (1,305) $ 46,254

The provision for (benefit from) income tax differs from the amount of income tax determined by applying the
applicable U.S. statutory federal income tax rate to pretax income as follows for the years ended December 31:

2005 2004 2003
Federal tax at statutory rate $ 4,781,521 $ 8,245,014  $ 4,927,509
Effect of nontaxable FLCA subsidiary (4,833,098) (8,269,851) (4,984,232)
Change in Valuation Allowance 44,580) (10,759) 76,294
Other 96,157 34,291 26,683
Provision for (benefit from) income taxes $ - 3 (1,305) $ 46,254

Deferred tax assets and liabilities in accordance with SFAS No. 109, “Accounting for Income Taxes,” result from the
following at December 31:

2005 2004 2003
Deferred Tax Assets
Allowance for loan losses $ 18,191 $ 7,808 % 70,524
Loss carryforwards 45,872 41,056 44,759
Postretirement benefits, other - 57,796 -
Other 1,782 3,765 5,901
Gross deferred taxassets 65,845 110,425 121,184
Deferred tax asset valuation allowance (65,845) (110,425) (121,184)
Deferred Tax Liabilities
Treasury-funded interest payable - - (131)
Gross deferred tax liabilities - - (131)
Net deferred tax asset (liability) $ - $ - 9% (131)

The Association recorded valuation allowances of $65,845, $110,425 and $121,184 during 2005, 2004 and 2003,

respectively. The Association will continue to evaluate the realizability of these deferred tax assets and adjust the
valuation allowance accordingly.
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NOTE 9 — EMPLOYEE BENEFIT PLANS:

Employee Retirement Plans: Employees of the Association participate in either the defined benefit retirement plan
(DB Plan) or the defined contribution plan (DC Plan) and are eligible to participate in the Thrift Plus Plan of the
District. The DB Plan is closed to new participants. Participants generally include employees hired prior to January 1,
1996. The DB Plan is noncontributory and provides benefits based on salary and years of service. The “Projected Unit
Credit” actuarial method is used for financial reporting and funding purposes for the DB Plan.

Participants in the DC Plan generally include employees who elected to transfer from the DB Plan prior to January 1,
1996, and employees hired on or after January 1, 1996. Participants in the DC Plan direct the placement of their
employers’ contributions, 4.0 percent of salaries for the year ended December 31, 2005, made on their behalf into
various investment alternatives.

Participants in the District’s 401(k) plan direct the placement of their contributions and their employers’ contributions
made on their behalf into various investment alternatives. District employers are required to match 100 percent of
employee contributions to the District’s 401(k) plan up to 3.0 percent of base salary, and to match 50 percent of
employee contributions for the next two percent of base salary, for a maximum employer contribution of 4.0 percent.

The structure of the District’s retirement plans is characterized as multi-employer, since neither the assets, liabilities nor
costs of any plan are segregated or separately accounted for by the associations. No portion of any surplus assets is
available to the associations, nor are the associations required to pay for plan liabilities upon withdrawal from the plans.
As a result, the associations recognize as pension cost the required contribution to the plans for the year. Contributions
due and unpaid are recognized as a liability. The Association recognized pension costs for the DC Plan of $105,579,
$54,441 and $50,742 for the years ended December 31, 2005, 2004 and 2003, respectively. For the DB Plan, the
Association recognized pension costs of $577,746, $248,024 and $266,370 for the years ended December 31, 2005,
2004 and 2003, respectively.

Other Postretirement Benefits: Until December 2004, the Association participated in the District’s multi-employer
health and welfare plan, which provided substantially all employees and directors and/or their dependents or
beneficiaries with postretirement health care and life insurance benefits. Neither the assets, liabilities nor cost of the
multi-employer plan were segregated or separately accounted for by participating associations. Costs were recognized
only to the extent of contributions to the plan. In December 2004, the District discontinued its multi-employer health
and welfare plan and the Association adopted a new plan to provide the same benefits to its retirees, employees and
directors. Under the new plan, the Association will no longer be jointly and severally liable with any other employers.
As such, at December 31, 2004, the Association recorded an expense and liability of $1,883,684, reflecting the
unfunded accumulated benefit obligation for its retirees and employees at that time.
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The following table reflects the benefit obligation, cost and actuarial assumptions for the Association’s other

postretirement benefits:

2005 2004

Liabilities and Assets
Accumulated postretirement benefit obligation, December 31 $ (1,431,837) $ (1,685,820)
Fair value of plan assets, December 31 $ - $ -
Funded status of the plan $ (1,431,837) $ (1,685,820)
Unrecognized net transition obligation (asset) - -
Unrecognized prior service cost (1,418,942) (1,080,769)
Unrecognized net loss (gain) 918,028 874,499
4th quarter contributions 4,268 8,406
Prepaid (Accrued) postretirement benefit cost $ (1,928,483) $ (1,883,684)
Amounts Recognized in the Statement of Financial Position Consist of:
Prepaid benefit cost $ - $ -
Accrued benefit liability (1,928,483) (1,883,684)
Intangible asset - -
Accumulated other comprehensive income - -
Total recognized $ (1,928,483) $ (1,883,684)
Contributions and Benefit Payments
Employer contributions during fiscal 2005 $ 51,238 $ 40,695
Participant contributions during fiscal 2005 $ 25,928 $ -
Weighted-Average Assumptions Used to Determine Obligations at Year-End
Measurement date 9/30/2005 9/30/2004
Discount rate 5.25% 6.00%
Health care cost trend rate assumed for next year (pre-/post-65) - Medical 9.5%17.0 % 11.00%/11.50%
Health care cost trend rate assumed for next year - Drugs 13.50% 11.00%/11.50%
Ultimate health care cost trend rate 4.75% 5%15.50%
Year that the rate reaches the ultimate trend rate 2016 2015
Total Cost for Fiscal 2005
Service cost $ 75,981
Interest cost 99,719
Expected return on plan assets
Amortization of:

Unrecognized net transition obligation (asset) -

Unrecognized prior service cost (113,669)

Unrecognized net loss (gain) 34,006
Net postretirement benefit cost $ 96,037
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Expected Future Cash Flows

Expected Benefit Payments (net of employee contributions)

Fiscal 2006 35,846
Fiscal 2007 35,120
Fiscal 2008 39,131
Fiscal 2009 39,041
Fiscal 2010 44,950
Fiscal 2011-2015 334,143

Expected Contributions
Fiscal 2006 35,846

Postretirement Benefit Cost for Fiscal 2006

Service cost $ 61,369
Interest cost 74,231
Expected return on plan assets -
Amortization of:

Unrecognized net transition obligation (asset) -

Unrecognized prior service cost (148,426)
Unrecognized net loss (gain) 42,533
Net periodic pension cost $ 29,707

Weighted-Average Assumptions Used to Determine
Net Postretirement Benefit Cost

Measurement date 9/30/2005 9/30/2004
Discount rate 5.25% 6.00%
Long-term expected return on plan assets 1.00% 1.00%
Health care cost trend rate assumed for next year (pre-/post-65) - Medical 9.5%17.0 % 11.00%/11.50%
Health care cost trend rate assumed for next year - Drugs 13.50 % 11.00%/11.50%
Ultimate health care cost trend rate medical (pre/post-65) and drugs 4.75% 5.00%/5.50%
Year that the rate reaches the ultimate trend rate 2016 2012

NOTE 10 — INTRA-SYSTEM FINANCIAL ASSISTANCE:

The Farm Credit Financial Assistance Corporation (FAC) was established in 1988 primarily to provide capital to
System institutions experiencing financial difficulty. Such assistance was funded through the FAC’s issuance of $1.26
billion of 15-year U.S. Treasury-guaranteed debt. The interest rates on these issuances range from 8.80 percent to 9.45
percent. The repayment of this debt and related interest is the responsibility of System banks. In June 2005, the last
outstanding Financial Assistance Corporation debt of $325 million matured and was redeemed. All other debt has
either matured or was called and redeemed. The Bank prorates the District’s portion of FAC expense to all District
entities based upon accruing loan volume over the past several years.

Each System bank may be required to pay premiums into the Insurance Fund based on its annual average loan principal
outstanding. The Bank, in turn, may also assess the Association for insurance premiums based on the average principal
outstanding of accrual and nonaccrual loans of the Association for each year. At December 31, 2005, the assets in the
Insurance Fund aggregated $2.062 billion. However, due to the other authorized uses of the Insurance Fund, explained
above, there is no assurance that such Fund assets will be available or sufficient to insure the payment of principal of, or
interest on, insured debt securities in the event of a default by any System bank having primary liability thereon.
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NOTE 11 — RELATED PARTY TRANSACTIONS:

Directors of the Association, except for any director-elected directors, are required to be borrowers/stockholders of the
Association. Also, in the ordinary course of business, the Association may enter into loan origination or servicing
transactions with its officers, relatives of officers and directors, or with organizations with which such persons are
associated. Such loans are subject to special approval requirements contained in FCA regulations and are made on the
same terms, including interest rates and collateral, as those prevailing at the time for comparable transactions with
unrelated borrowers.

Total loans to such persons for the Association amounted to $10,318,029, $10,222,489 and $10,432,145 at December
31, 2005, 2004 and 2003, respectively. During 2005, $19,742,984 of new loans/disbursements were made and
repayments totaled $19,557,510. In the opinion of management, no such loans outstanding at December 31, 2005, 2004
and 2003 involved more than a normal risk of collectibility.

Expenses included in purchased services may include purchased services such as administrative services, marketing,
information systems and accounting services obtained from the Bank. The Bank charges the individual associations
directly for these services based on each association’s proportionate usage. These expenses totaled $486,269, $487,991
and $585,550 in 2005, 2004 and 2003, respectively. Other expenses included in purchased services include outside
legal counsel, as well as outside accounting, tax and auditing services.

The Association received patronage payments from the Bank totaling $1,874,608, $1,165,104 and $4,170,532 during
2005, 2004 and 2003, respectively.

NOTE 12 — COMMITMENTS AND CONTINGENCIES:

In addition to those commitments and contingencies discussed in Note 2, “Summary of Significant Accounting
Policies,” the Association is involved in various legal proceedings in the ordinary course of business. In the opinion of
legal counsel and management, there are no legal proceedings at this time that are likely to materially affect the
Association.

NOTE 13 — DISCLOSURE ABOUT THE FAIR VALUE OF FINANCIAL INSTRUMENTS:

The following table presents the carrying amounts and estimated fair values of the Association’s financial instruments at
December 31, 2005, 2004 and 2003. The fair value of a financial instrument is generally defined as the amount at which
the instrument could be exchanged in a current transaction between willing parties, other than in a forced or liquidation
sale. Quoted market prices are generally not available for certain System financial instruments, as described below.
Accordingly, fair values are based on judgments regarding anticipated cash flows, future expected loss experience,
discount rates, current economic conditions, risk characteristics of various financial instruments and other factors. These
estimates involve uncertainties and matters of judgment, and therefore cannot be determined with precision. Changes in
assumptions could significantly affect the estimates.

The estimated fair values of the Association’s financial instruments as of December 31 follow:

2005 2004 2003
Carrying Carrying Carrying
Amount Fair Value Amount Fair Value Amount Fair Value
Financial assets
Cash $ 4,615,043 $ 4,615,043 $ 1,734,476 $ 1,734476 $ 1,247,859 $ 1,247,859
Loans, net 657,142,384 633,932,224 552,697,297 581,700,180 513,680,524 531,458,202
Financial liabilities
Note payable to
the Bank 555,405,747 535,789,142 457,236,422 464,635,295 433,763,898 437,294,760
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A description of the methods and assumptions used to estimate the fair value of each class of the Association’s financial
instruments for which it is practicable to estimate that value follows:

A. Cash:
The carrying value is a reasonable estimate of fair value.
B. Loans:

Because no active market exists for the Association’s loans, fair value is estimated by discounting the expected
future cash flows using the Association’s current interest rates at which similar loans would be made to borrowers
with similar credit risk. As the discount rates are based on the Association’s loan rates as well as on management
estimates, management has no basis to determine whether the fair values presented would be indicative of the value
negotiated in an actual sale.

For purposes of determining fair value of accruing loans, the loan portfolio is segregated into pools of loans with
homogeneous characteristics. Expected future cash flows and discount rates reflecting appropriate credit risk are
determined separately for each individual pool.

Fair value of loans in nonaccrual status that are current as to principal and interest is estimated as described above,
with appropriately higher discount rates to reflect the uncertainty of continued cash flows. For noncurrent
nonaccrual loans, it is assumed that collection will result only from the disposition of the underlying collateral. Fair
value of these loans is estimated to equal the aggregate net realizable value of the underlying collateral, discounted
at an interest rate that appropriately reflects the uncertainty of the expected future cash flows over the average
disposal period. Where the net realizable value of the collateral exceeds the legal obligation for a particular loan,
the legal obligation is generally used in place of net realizable value.

The carrying value of accrued interest approximates its fair value.
C. Investment in the Bank:

Estimating the fair value of the Association’s investment in the Bank is not practicable because the stock is not
traded. As described in Note 2, “Summary of Significant Accounting Policies,” the investment is a requirement of
borrowing from the Bank and is carried at cost plus allocated equities in the accompanying consolidated balance
sheet. The Association owns 6.9 percent of the equity of the Bank as of December 31, 2005. As of that date, the
Bank’s assets totaled $11.3 billion and members’ equity totaled $624.3 million. The Bank’s earnings were $57.6
million during 2005.

D. Note Payable to the Bank:

The note payable to the Bank is not regularly traded; thus, quoted market prices are not available. Fair value of this
instrument is discounted based on the Association’s and Bank’s loan rates as well as on management estimates. For
the purposes of this estimate it is assumed that the cash flow on the note is equal to the principal payments on the
Association’s loan receivables plus accrued interest on the note payable. This assumption implies that earnings on
the Association’s interest margin are used to fund operating expenses and capital expenditures. Management has
no basis to determine whether the fair values would be indicative of the value negotiated in an actual sale.

E. Commitments to Extend Credit:

The Association does not normally assess fees on its commitments to extend credit; hence, there is no fair value to
be assigned to these commitments until they are funded.
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NOTE 14 - QUARTERLY FINANCIAL INFORMATION (UNAUDITED):

Quarterly results of operations for the years ended December 31 (in thousands) follow:

Net interest income

(Provision for) reversal of loan losses

and acquired property
Noninterest income (expense), net
Net income

Net interest income

(Provision for) reversal of loan losses
and acquired property

Noninterest income (expense), net
Net income

Net interest income

(Provision for) reversal of loan losses
and acquired property

Noninterest income (expense), net
Net income

2005

First Second Third Fourth Total

$ 4,722 $ 4509 $ 4599 $ 4810 $ 18,640

70 (12) 39 (29) 10)
(1,523) (1,154) (1,259) (631) (4,567)

$ 3269 $ 3343 $ 3301 $ 4,150 $ 14,063

2004

First Second Third Fourth Total

$ 4357 $ 4376 $ 4475 $ 4,625 $§ 17,833

- 92) - 13,022 12,930
(1,281) (1,329) (1,258) (2,644) (6,512)

$ 3,076 $§ 2955 $ 3217 $ 15003 $ 24,251

2003

First Second Third Fourth Total

$ 4032 $ 4107 $ 4,198 $ 4406 $ 16,743

(450) (382) (289) (150) (1,271)
(898)  (1,085)  (1,226) 2,183 (1,026)

$ 2,684 $§ 2640 $ 2683 $ 6439 $§ 14,446
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PRICEWATERHOUSE(QOPERS

PricewaterhouseCoopers LLP
300 West 6th Street

Suite 1800

Austin TX 78701

Telephone (512) 477 1300
Facsimile (512) 477 8681

REPORT OF INDEPENDENT AUDITORS

To the Board of Directors and Stockholders
of Lone Star Land Bank, ACA

We have audited the accompanying consolidated balance sheet of Lone Star
Land Bank, ACA (Association) as of December 31, 2005, 2004 and 2003, and
the related consolidated statements of income, of changes in members’ equity
and of cash flows for the years then ended. These financial statements are the
responsibility of the Association’s management. Our responsibility is to express
an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present
fairly, in all material respects, the financial position of Lone Star Land Bank,
ACA at December 31, 2005, 2004 and 2003, and the results of their operations
and their cash flows for the years then ended in conformity with accounting
principles generally accepted in the United States of America.

/aDM'ew tstsuas Coopera LLP

March 6, 2006
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