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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C.  20549

FORM 10-Q
(Mark One)

x        QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended  September 30, 2006

OR

o        TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF

THE SECURITIES EXCHANGE ACT OF 1934

FOR THE TRANSITION PERIOD FROM                     to                            

Commission file number  0-12247

SOUTHSIDE BANCSHARES, INC.
(Exact name of registrant as specified in its charter)

TEXAS 75-1848732
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

1201 S. Beckham, Tyler, Texas 75701

903-531-7111

(Registrant�s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.  Yes  x.  No  o.
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Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer.  See definition of
�accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act.

Large accelerated filer  o Accelerated filer  x Non-accelerated filer  o

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).  Yes  o.  Nox.

The number of shares of the issuer�s common stock, par value $1.25, outstanding as of October 25, 2006 was 12,309,981 shares.
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ITEM 1.   FINANCIAL STATEMENTS

SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

(UNAUDITED)

(in thousands, except share amounts)

September 30, December 31,
2006 2005

ASSETS
Cash and due from banks $ 42,578 $ 51,279
Interest earning deposits 550 550
Total cash and cash equivalents 43,128 51,829
Federal funds sold 6,225 �
Investment securities:
Available for sale, at estimated fair value 85,679 121,240
Held to maturity, at cost 1,349 �
Mortgage-backed and related securities:
Available for sale, at estimated fair value 656,787 592,435
Held to maturity, at cost 236,259 229,321
Federal Home Loan Bank stock, at cost 26,308 28,729
Other investments, at cost 881 878
Loans held for sale 2,044 4,281
Loans:
Loans 741,534 680,364
Less: allowance for loan losses (7,354 ) (7,090 )
Net Loans 734,180 673,274
Premises and equipment, net 33,087 33,610
Interest receivable 9,469 9,304
Deferred tax asset 4,058 3,226
Other assets 41,837 35,335

TOTAL ASSETS $ 1,881,291 $ 1,783,462

LIABILITIES AND SHAREHOLDERS� EQUITY

Deposits:
Noninterest bearing $ 316,307 $ 310,541
Interest bearing 894,574 800,272
Total Deposits 1,210,881 1,110,813
Short-term obligations:
Federal funds purchased 4,950 2,400
FHLB Dallas advances 360,112 312,271
Other obligations 1,783 2,174
Total Short-term obligations 366,845 316,845
Long-term obligations:
FHLB Dallas advances 144,268 208,413
Long-term debt 20,619 20,619
Total Long-term obligations 164,887 229,032
Other liabilities 22,029 17,482
TOTAL LIABILITIES 1,764,642 1,674,172

Off-Balance-Sheet Arrangements, Commitments and Contingencies (Note 8)

Shareholders� equity:
Common stock:  ($1.25 par, 20,000,000 shares authorized, 14,028,718 and 13,306,241 shares issued) 17,536 16,633
Paid-in capital 100,219 87,962
Retained earnings 27,194 32,054
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Treasury stock (1,718,737 shares at cost) (22,850 ) (22,850 )
Accumulated other comprehensive loss (5,450 ) (4,509 )
TOTAL SHAREHOLDERS� EQUITY 116,649 109,290

TOTAL LIABILITIES AND SHAREHOLDERS� EQUITY $ 1,881,291 $ 1,783,462

The accompanying notes are an integral part of these consolidated financial statements.
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SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME

(UNAUDITED)

(in thousands, except per share data)

Three Months Nine Months
Ended September 30, Ended September 30,
2006 2005 2006 2005

Interest income
Loans $ 12,089 $ 10,072 $ 34,045 $ 28,490
Investment securities � taxable 569 473 1,906 1,451
Investment securities � tax-exempt 541 762 1,630 2,506
Mortgage-backed and related securities 11,521 8,833 32,907 25,379
Federal Home Loan Bank stock and other investments 352 283 1,046 736
Other interest earning assets 29 15 61 40
Total interest income 25,101 20,438 71,595 58,602
Interest expense
Deposits 8,126 4,574 21,784 12,001
Short-term obligations 4,649 2,721 12,236 6,810
Long-term obligations 1,964 2,755 6,107 8,813
Total interest expense 14,739 10,050 40,127 27,624
Net interest income 10,362 10,388 31,468 30,978
Provision for loan losses 226 485 955 947
Net interest income after provision for loan losses 10,136 9,903 30,513 30,031
Noninterest income
Deposit services 4,036 3,775 11,452 10,849
Gain (loss) on sale of securities available for sale 254 24 478 (32 )
Gain on sale of loans 521 414 1,363 1,433
Trust income 423 394 1,230 1,033
Bank owned life insurance income 260 231 769 673
Other 692 536 1,959 1,788
Total noninterest income 6,186 5,374 17,251 15,744
Noninterest expense
Salaries and employee benefits 6,944 6,776 21,674 20,782
Occupancy expense 1,224 1,056 3,598 3,179
Equipment expense 239 204 667 624
Advertising, travel & entertainment 366 440 1,290 1,457
ATM expense 254 165 699 467
Director fees 131 144 443 459
Supplies 152 134 504 455
Professional fees 373 355 1,006 854
Postage 155 149 460 423
Other 1,282 1,100 3,776 3,456
Total noninterest expense 11,120 10,523 34,117 32,156

Income before federal income tax expense 5,202 4,754 13,647 13,619
Provision for federal income tax expense 1,150 921 2,824 2,514

Net Income $ 4,052 $ 3,833 $ 10,823 $ 11,105

Earnings per common share � basic $ 0.33 $ 0.32 $ 0.88 $ 0.92
Earnings per common share � diluted $ 0.32 $ 0.31 $ 0.85 $ 0.88
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Dividends declared per common share $ 0.11 $ 0.11 $ 0.33 $ 0.33

The accompanying notes are an integral part of these consolidated financial statements.
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SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF SHAREHOLDERS� EQUITY

(UNAUDITED)

(in thousands, except share amounts)

Accumulated
Other Total

Comprehensive Common Paid-in Retained Treasury Comprehensive Shareholders�
Income Stock Capital Earnings Stock (Loss) Equity

Balance at December 31, 2004 $ 15,608 $ 75,268 $ 33,718 $ (17,853) $ (2,044 ) $ 104,697
Net Income $ 11,105 11,105 11,105
Other comprehensive loss, net of tax
Unrealized losses on securities, net of
reclassification adjustment (see Note
3) (3,707 ) (3,707 ) (3,707 )
Comprehensive income $ 7,398
Common stock issued (208,733
shares) 261 1,228 1,489
Tax benefit of incentive stock options 571 571
Dividends paid on common stock (3,711 ) (3,711 )
Purchase of 233,550 shares of
common stock (4,997 ) (4,997 )
Stock dividend 680 10,362 (11,042 ) �
Balance at September 30, 2005 $ 16,549 $ 87,429 $ 30,070 $ (22,850) $ (5.751 ) $ 105,447
Balance at December 31, 2005 $ 16,633 $ 87,962 $ 32,054 $ (22,850) $ (4,509 ) $ 109,290
Net Income $ 10,823 10,823 10,823
Other comprehensive loss, net of tax
Unrealized losses on securities, net of
reclassification adjustment (see Note
3) (941 ) (941 ) (941 )
Comprehensive income $ 9,882
Common stock issued (139,723
shares) 175 1,098 1,273
Stock compensation expense 20 20
Tax benefit of incentive stock options 161 161
Dividends paid on common stock (3,977 ) (3,977 )
Stock dividend 728 10,978 (11,706 ) �
Balance at September 30, 2006 $ 17,536 $ 100,219 $ 27,194 $ (22,850) $ (5,450 ) $ 116,649

The accompanying notes are an integral part of these consolidated financial statements.
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SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOW

(UNAUDITED)

(in thousands)

Nine Months Ended
September 30,
2006 2005

OPERATING ACTIVITIES:
Net income $ 10,823 $ 11,105
Adjustments to reconcile net income to net cash provided by operations:
Depreciation 1,708 1,625
Amortization of premium 4,479 6,661
Accretion of discount and loan fees (1,477 ) (845 )
Provision for loan losses 955 947
Stock compensation expense 20 �
(Increase) decrease in interest receivable (165 ) 43
Increase in other assets (6,119 ) (5,324 )
Net change in deferred taxes (347 ) (67 )
Increase in interest payable 739 659
Increase in other liabilities 3,417 3,581
Decrease in loans held for sale 2,237 1,622
(Gain) loss on sale of available for sale securities (478 ) 32
Gain on sale of assets (1 ) (66 )
Loss (gain) on sale of other real estate owned 10 (13 )
Net cash provided by operating activities 15,801 19,960

INVESTING ACTIVITIES:
Net increase in federal funds sold (6,225 ) �
Proceeds from sales of investment securities available for sale 47,634 77,292
Proceeds from sales of mortgage-backed securities available for sale 50,617 75,206
Proceeds from maturities of investment securities available for sale 14,888 61,406
Proceeds from maturities of mortgage-backed securities available for sale 80,104 95,352
Proceeds from maturities of mortgage-backed securities held to maturity 25,970 20,327
Proceeds from redemption of Federal Home Loan Bank stock 3,413 �
Purchases of investment securities available for sale (27,369 ) (113,670 )
Purchases of investment securities held to maturity (1,348 ) �
Purchases of mortgage-backed securities available for sale (197,451 ) (266,899 )
Purchases of mortgage-backed securities held to maturity (33,749 ) (9,539 )
Purchases of Federal Home Loan Bank stock and other investments (995 ) (2,502 )
Net increase in loans (63,245 ) (57,102 )
Purchases of premises and equipment (1,185 ) (4,762 )
Proceeds from sales of premises and equipment 1 66
Proceeds from sales of other real estate owned 469 166
Proceeds from sales of repossessed assets 302 711
Net cash used in investing activities (108,169 ) (123,948 )

The accompanying notes are an integral part of these consolidated financial statements.
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SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOW

(UNAUDITED)

(in thousands)

Nine Months Ended
September 30,
2006 2005

FINANCING ACTIVITIES:
Net (decrease) increase in demand and savings accounts $ (14,409 ) $ 33,077
Net increase in certificates of deposit 114,373 47,257
Net increase (decrease) in federal funds purchased 2,550 (7,500 )
Proceeds from FHLB Advances 5,588,804 2,639,154
Repayment of FHLB Advances (5,605,108 ) (2,602,886 )
Tax benefit of incentive stock options 161 571
Proceeds from the issuance of common stock 1,273 1,489
Purchase of common stock � (4,997 )
Dividends paid (3,977 ) (3,711 )
Net cash provided by financing activities 83,667 102,454

Net decrease in cash and cash equivalents (8,701 ) (1,534 )
Cash and cash equivalents at beginning of period 51,829 49,832
Cash and cash equivalents at end of period $ 43,128 $ 48,298

SUPPLEMENTAL DISCLOSURES FOR CASH FLOW INFORMATION:
Interest paid $ 39,388 $ 26,965
Income taxes paid 2,350 1,900

SUPPLEMENTAL DISCLOSURES OF NONCASH INVESTING AND FINANCING ACTIVITIES:
Acquisition of other repossessed assets and real estate through foreclosure $ 1,164 $ 910
Payment of 5% stock dividend 11,706 11,042

The accompanying notes are an integral part of these consolidated financial statements
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SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES

NOTES TO FINANCIAL STATEMENTS

1.  Basis of Presentation

The term �Company� is used throughout this report to refer to Southside Bancshares, Inc. and its subsidiaries.  The term �Bank� is used to refer to
Southside Bank wherever a distinction between Southside Bancshares, Inc. and Southside Bank aids in the understanding of this report.

The consolidated balance sheet as of September 30, 2006, and the related consolidated statements of income, shareholders� equity and cash flow
and notes to the financial statements for the three and nine month periods ended September 30, 2006 and 2005 are unaudited; in the opinion of
management, all adjustments necessary for a fair presentation of such financial statements have been included.  Such adjustments consisted only
of normal recurring items.  All significant intercompany accounts and transactions are eliminated in consolidation.  The preparation of these
consolidated financial statements in conformity with U.S. generally accepted accounting principles (�GAAP�) requires the use of management�s
estimates. These estimates are subjective in nature and involve matters of judgment.  Actual amounts could differ from these estimates.

Interim results are not necessarily indicative of results for a full year.  These financial statements should be read in conjunction with the financial
statements and notes thereto in the Company�s latest Annual Report on Form 10-K.  All share data has been adjusted to give retroactive
recognition to stock splits and stock dividends.  For a description of the Company�s significant accounting and reporting policies, refer to Note 1
of the Notes to Financial Statements in the Company�s Form 10-K for the year ended December 31, 2005.

2.  Earnings Per Share

Earnings per share on a basic and diluted basis has been adjusted to give retroactive recognition to stock splits and stock dividends and is
calculated as follows (in thousands, except per share amounts):

Three Months Nine Months
Ended September 30, Ended September 30,
2006 2005 2006 2005

Basic Earnings and Shares:
Net Income $ 4,052 $ 3,833 $ 10,823 $ 11,105

Weighted-average basic shares outstanding 12,280 12,034 12,239 12,019

Basic Earnings Per Share:
Net Income $ 0.33 $ 0.32 $ 0.88 $ 0.92

Diluted Earnings and Shares:
Net Income $ 4,052 $ 3,833 $ 10,823 $ 11,105

Weighted-average basic shares outstanding 12,280 12,034 12,239 12,019
Add: Stock options 475 579 475 619
Weighted-average diluted shares outstanding 12,755 12,613 12,714 12,638

Diluted Earnings Per Share:
Net Income $ 0.32 $ 0.31 $ 0.85 $ 0.88

For the three and nine month periods ended September 30, 2006 and 2005, there were no antidilutive options.

6
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3.  Comprehensive Income (Loss)

The components of other comprehensive income (loss) are as follows (in thousands):

Nine Months Ended September 30, 2006
Before-Tax Tax (Expense) Net-of-Tax
Amount Benefit Amount

Unrealized losses on securities:
Unrealized holding losses arising during period $ (948 ) $ 322 $ (626 )
Less: reclassification adjustment for gains included in net income 478 (163 ) 315
Net unrealized losses on securities (1,426 ) 485 (941 )

Other comprehensive loss $ (1,426 ) $ 485 $ (941 )

Three Months Ended September 30, 2006
Before-Tax Tax (Expense) Net-of-Tax
Amount Benefit Amount

Unrealized gains on securities:
Unrealized holding gains arising during period $ 12,717 $ (4,324 ) $ 8,393
Less: reclassification adjustment for gains included in net income 254 (87 ) 167
Net unrealized gains on securities 12,463 (4,237 ) 8,226

Other comprehensive income $ 12,463 $ (4,237 ) $ 8,226

Nine Months Ended September 30, 2005
Before-Tax Tax (Expense) Net-of-Tax
Amount Benefit Amount

Unrealized losses on securities:
Unrealized holding losses arising during period $ (5,649 ) $ 1,921 $ (3,728 )
Less: reclassification adjustment for losses included in net income (32 ) 11 (21 )
Net unrealized losses on securities (5,617 ) 1,910 (3,707 )

Other comprehensive loss $ (5,617 ) $ 1,910 $ (3,707 )

Three Months Ended September 30, 2005
Before-Tax Tax (Expense) Net-of-Tax
Amount Benefit Amount

Unrealized losses on securities:
Unrealized holding losses arising during period $ (5,340 ) $ 1,816 $ (3,524 )
Less: reclassification adjustment for gains included in net income 24 (8 ) 16
Net unrealized losses on securities (5,364 ) 1,824 (3,540 )

Other comprehensive loss $ (5,364 ) $ 1,824 $ (3,540 )

7
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4.  Allowance for Probable Loan Losses

The summaries of the Allowance for Loan Losses are as follows (in thousands):

Three Months Nine Months
Ended September 30, Ended September 30
2006 2005 2006 2005

Balance at beginning of period $ 7,346 $ 6,839 $ 7,090 $ 6,942
Provision for loan losses 226 485 955 947
Loans charged off (727 ) (791 ) (2,174 ) (2,067 )
Recoveries of loans charged off 509 505 1,483 1,216
Balance at end of period $ 7,354 $ 7,038 $ 7,354 $ 7,038

5.  Employee Benefit Plans

The components of net periodic benefit cost are as follows (in thousands):

Nine Months Ended September 30,
Defined Benefit
Pension Plan Restoration Plan
2006 2005 2006 2005

Service cost $ 1,004 $ 1,509 $ 51 $ 76
Interest cost 1,642 1,518 138 139
Expected return on assets (1,743 ) (1,594 ) � �
Transition (asset) obligation recognition � � 2 2
Net loss recognition 588 482 135 152
Prior service cost amortization (31 ) � (2 ) (1 )
Net periodic benefit cost $ 1,460 $ 1,915 $ 324 $ 368

Three Months Ended September 30,
Defined Benefit
Pension Plan Restoration Plan
2006 2005 2006 2005

Service cost $ 335 $ 503 $ 17 $ 25
Interest cost 547 506 46 47
Expected return on assets (581 ) (532 ) � �
Transition (asset) obligation recognition � � 1 1
Net loss recognition 196 161 45 51
Prior service cost amortization (10 ) � (1 ) (1 )
Net periodic benefit cost $ 487 $ 638 $ 108 $ 123

Employer Contributions

The Company previously disclosed in its financial statements for the year ended December 31, 2005, that it expected to contribute $1.5 million
to its defined benefit pension plan and $86,000 to its post retirement benefit plan in 2006.  Based on discussions with the Company�s actuaries
related to the Pension Protection Act of 2006, the Company revised its expected contribution to its defined benefit pension plan and presently
anticipates contributing $2.0 million to its defined benefit plan in 2006.  As of September 30, 2006, $1.0 million of contributions had been made
to the defined benefit pension plan, and $60,000 of contributions had been made to the post retirement benefit plan. 

8
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6.  Incentive Stock Options

In April 1993, the Company adopted the Southside Bancshares, Inc. 1993 Incentive Stock Option Plan (�the ISO Plan�), a stock-based incentive
compensation plan.  The ISO Plan expired March 31, 2003.  Prior to January 1, 2006, the Company applied APB Opinion 25 and related
Interpretations in accounting for the ISO Plan and discloses the pro forma information required by SFAS 123 and SFAS 148.  There was no
compensation expense recognized for the stock options.

As of January 1, 2006, the Company transitioned to fair value based accounting for stock-based compensation using a modified version of
prospective application in accordance with Statement of Financial Accounting Standards No. 123R, (�SFAS 123R�), Share-Based Payment.  The
compensation cost charged against income for the ISO Plan was $6,000 and $20,000 for the three and nine months ended September 30, 2006,
respectively.  The financial statements for the three and nine months ended September 30, 2005 have not been restated in connection with the
transition to SFAS 123R and do not reflect the recognition of the compensation cost related to the stock options. 

A summary of the status of the Company�s nonvested options as of September 30, 2006 is as follows:

Three Months Ended 
September 30, 2006

Nine Months Ended 
September 30, 2006

# Shares of 
Underlying 
Options

Weighted 
Average 
Grant-Date 
Fair Value

# Shares of 
Underlying 
Options

Weighted 
Average 
Grant-Date 
Fair Value

Nonvested at beginning of the period 13,138 $ 4.91 19,697 $ 4.91
Granted � � � �
Vested � � (6,559 ) $ 4.91
Forfeited (1,460 ) $ 4.91 (1,460 ) $ 4.91
Nonvested at end of period 11,678 $ 4.91 11,678 $ 4.91

As of September 30, 2006, there was $40,000 of total unrecognized compensation cost related to the ISO Plan for nonvested options granted in
March 2003.  The cost is expected to be recognized over a weighted-average period of 1.50 years. 

The fair value of each stock option granted is estimated on the date of grant using the Black-Scholes method of option pricing with the following
weighted-average assumptions for grants in 2003:  dividend yield of 1.93%; risk-free interest rate of 4.93%; expected life of 6 years; and
expected volatility of 28.90%.

Pro Forma Net Income and Net Income Per Common Share

Had the compensation cost for the Company�s stock-based compensation plans been determined consistent with the requirements of SFAS 123R,
the Company�s net income and net income per common share for the three and nine month periods ending September 30, 2005, would
approximate the pro forma amounts below (in thousands, except per share amounts, net of taxes):

Three Months Ended 
September 30,

Nine Months Ended
September 30,

2005 2005
As Reported Pro Forma As Reported Pro Forma

FAS 123 Charge � $ 15 � $ 56
Net Income $ 3,833 $ 3,818 $ 11,105 $ 11,049
Net Income per Common Share-Basic $ 0.32 $ 0.32 $ 0.92 $ 0.92
Net Income per Common Share-Diluted $ 0.31 $ 0.31 $ 0.88 $ 0.88

The effects of applying SFAS 123R in this pro forma disclosure are not indicative of future amounts.
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Under the ISO Plan, the Company was authorized to issue shares of common stock pursuant to �Awards� granted in the form of incentive stock
options (intended to qualify under Section 422 of the Internal Revenue Code of 1986, as amended).  Before the ISO Plan expired, awards were
granted to selected employees and directors of the Company or its subsidiaries.  No stock options have been available for grant under the ISO
Plan since its expiration in March 2003.  Currently, the Company does not offer share-based payment programs to its employees.

The ISO Plan provided that the exercise price of any stock option not be less than the fair market value of the common stock on the date of
grant.  The outstanding stock options have contractual terms of 10 years.  All options vest on a graded schedule, 20% per year for 5 years,
beginning on the first anniversary date of the grant date. 

A summary of the status of the Company�s stock options as of September 30, 2006 and 2005 and the changes during the three and nine month
periods ended on those dates is presented below:

Three Months Ended September 30, Nine Months Ended September 30,
2006 2005 2006 2005

# Shares of 
Underlying 
Options

Weighted 
Average 
Exercise 
Prices

# Shares of 
Underlying 
Options

Weighted 
Average 
Exercise 
Prices

# Shares of 
Underlying 
Options

Weighted 
Average 
Exercise 
Price

# Shares of 
Underlying 
Options

Weighted 
Average 
Exercise 
Prices

Outstanding at
beginning of
the period 649,650 $ 6.05 856,480 $ 5.80 725,942 $ 5.96 970,553 $ 5.65
Granted � � � � � � � �
Exercised (36,341 ) $ 6.20 (73,225 ) $ 4.60 (112,633 ) $ 5.51 (186,312 ) $ 4.55
Forfeited (1,460 ) $ 13.24 (214 ) $ 5.51 (1,460 ) $ 13.24 (1,200 ) $ 5.51
Expired � � � � � � � �
Outstanding at
end of period 611,849 $ 6.03 783,041 $ 5.91 611,849 $ 6.03 783,041 $ 5.91
Exercisable at
end of period 600,171 $ 5.89 762,309 $ 5.72 600,171 $ 5.89 762,309 $ 5.72

The following table summarizes information about stock options outstanding and exercisable at September 30, 2006:

Options Outstanding Options Exercisable
Weighted Avg.
Remaining

Range of Number Contract Life Weighted Avg. Number Weighted Avg.
Exercise Prices Outstanding (Years) Exercise Price Exercisable Exercise Price

$5.44 to $6.18 588,161 2.77 $ 5.74 588,161 $ 5.74
$13.24 to $13.24 23,688 6.50 $ 13.24 12,010 $ 13.24
$5.44 to $13.24 611,849 2.91 $ 6.03 600,171 $ 5.89

The total intrinsic value of stock options for the nine months ended September 30, 2006 is summarized as follows (dollars in thousands):

Number of Shares Aggregate Intrinsic Value
Options Outstanding 611,849 $ 12,641
Options Exercisable 600,171 $ 12,484

The total intrinsic value (i.e., the amount by which the fair value of the underlying common stock exceeds the exercise price of a stock option on
exercise date) of stock options exercised during the nine months ended September 30, 2006 and 2005 were $1.8 million and $2.7 million,
respectively.

Cash received from stock option exercises for the nine months ended September 30, 2006 and 2005 was $621,000 and $847,000, respectively. 
The tax benefit realized for the deductions related to the stock option exercises were $161,000 and $571,000 for the nine months ended
September 30, 2006 and 2005, respectively.
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7.  Accounting Pronouncements

Statements of Financial Accounting Standards

In September 2006, the Financial Accounting Standards Board (�FASB�) issued SFAS No. 158, �Employers� Accounting for Defined Benefit
Pension and Other Postretirement Plans.�  SFAS 158 amends SFAS 87, �Employers� Accounting for Pensions,� SFAS 88, �Employers� Accounting
for Settlements and Curtailments of Defined Benefit Pension Plans and for Termination Benefits,� SFAS 106, �Employers� Accounting for
Postretirement Benefits Other Than Pensions� and SFAS 132(R), �Employers� Disclosures about Pensions and Other Postretirement Benefits.� 
SFAS 158 requires an employer to recognize the overfunded or underfunded status of a defined benefit postretirement plan as an asset or
liability in its statement of financial position and to recognize changes in that funded status in the year in which the changes occur through
comprehensive income.  SFAS 158 is effective for fiscal years beginning after December 15, 2006.  The Company is currently assessing the
impact that the adoption of this Statement will have on its consolidated financial statements.

In September 2006, the FASB issued SFAS 157, �Fair Value Measurements.�  SFAS 157 defines fair value, establishes a framework for
measuring fair value in generally accepted accounting principles, and expands disclosures about fair value measurements.  SFAS 157 is effective
for financial statements issued for fiscal years beginning after November 15, 2007.  The Company is currently assessing the impact of SFAS 157
on its consolidated financial statements.

SFAS No. 155, �Accounting for Certain Hybrid Financial Instruments.� SFAS 155 amends SFAS 133, �Accounting for Derivative Instruments and
Hedging Activities� and SFAS 140, �Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities.� SFAS 155 (i)
permits fair value remeasurement for any hybrid financial instrument that contains an embedded derivative that otherwise would require
bifurcation, (ii) clarifies which interest-only strips and principal-only strips are not subject to the requirements of SFAS 133, (iii) establishes a
requirement to evaluate interests in securitized financial assets to identify interests that are freestanding derivatives or that are hybrid financial
instruments that contain an embedded derivative requiring bifurcation, (iv) clarifies that concentrations of credit risk in the form of subordination
are not embedded derivatives, and (v) amends SFAS 140 to eliminate the prohibition on a qualifying special purpose entity from holding a
derivative financial instrument that pertains to a beneficial interest other than another derivative financial instrument. SFAS 155 is effective for
the Company on January 1, 2007.  The FASB recently began to discuss making limited exceptions to the scope of SFAS 155.  The new limited
scope exception may eliminate SFAS 155�s impact on some mortgage-backed securities.  The Company will not know the impact on its
consolidated financial statements until the FASB reaches a final consensus on this issue.

Emerging Issues Task Force Concensuses

In September 2006, the Emerging Issues Task Force (�EITF�) reached a final consensus on Issue 06-4, �Accounting for Deferred Compensation
and Postretirement Benefit Aspects of Endorsement Split-Dollar Life Insurance Arrangements.�  EITF 06-4 requires that for a split-dollar life
insurance arrangement, an employer should recognize a liability for future benefits in accordance with SFAS 106, �Employers� Accounting for
Postretirement Benefits Other Than Pensions.�  Under the guidance, the purchase of an endorsement type policy does not constitute a settlement
since the policy does not qualify as nonparticipating because the policyholders are subject to the favorable and unfavorable experience of the
insurance company.  EITF 06-4 is effective for fiscal years beginning after December 15, 2006.  The Company is currently assessing the impact
that the adoption of EITF 06-4 will have on its consolidated financial statements.

In September 2006, the EITF reached a final consensus on Issue 06-5, �Accounting for Purchases of Life Insurance.�  EITF 06-5 provides
guidance on FASB Technical Bulletin No. 85-4, �Accounting for Purchases of Life Insurance.�  Under the guidance, the policyholder should
consider any additional amounts included in the contractual terms of the policy in determining the amount that could be realized under the
insurance contract.  In addition, the policyholder should also determine the amount that could be realized under the life insurance contract
assuming the surrender of an individual-life by individual-life policy.  EITF 06-5 is effective for fiscal years beginning after December 15,
2006.  The Company is currently assessing the impact that the adoption of EITF 06-5 will have on its consolidated financial statements.
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Financial Accounting Standards Board Interpretations

In June 2006, the FASB issued Interpretation (�FIN�) No. 48, �Accounting for Uncertainty in Income Taxes - an interpretation of FASB Statement
No. 109.� This Interpretation prescribes a recognition threshold and measurement attribute for the financial statement recognition and
measurement of a tax position taken, or expected to be taken in a tax return, and provides guidance on derecognition, classification, interest and
penalties, accounting in interim periods, disclosure and transition. This Interpretation is effective for fiscal years beginning after December 15,
2006. The Company is currently assessing the impact, if any, that the adoption of this Interpretation will have on its consolidated financial
statements.

SEC Staff Accounting Bulletins

Staff Accounting Bulletin (SAB) No. 108, �Considering the Effects of a Prior Year Misstatements When Quantifying Misstatements in Current
Year Financial Statements.� SAB 108 addresses how the effects of prior year uncorrected errors must be considered in quantifying misstatements
in the current year financial statements. The effects of prior year uncorrected errors include the potential accumulation of improper amounts that
may result in a material misstatement on the balance sheet or the reversal of prior period errors in the current period that result in a material
misstatement of the current period income statement amounts. Adjustments to current or prior period financial statements would be required in
the event that after application of various approaches for assessing materiality of a misstatement in current period financial statements and
consideration of all relevant quantitative and qualitative factors, a misstatement is determined to be material. SAB 108 will be applicable to all
financial statements issued by the Company after November 15, 2006.

8.  Off-Balance-Sheet Arrangements, Commitments and Contingencies

Financial Instruments with Off-Balance-Sheet-Risk. In the normal course of business, the Company is a party to certain
financial instruments, with off-balance-sheet risk, to meet the financing needs of its customers.  These
off-balance-sheet instruments include commitments to extend credit and standby letters of credit.  These instruments
involve, to varying degrees, elements of credit and interest rate risk in excess of the amount reflected in the financial
statements.  The contract or notional amounts of these instruments reflect the extent of involvement and exposure to
credit loss the Company has in these particular classes of financial instruments.

Commitments to extend credit are agreements to lend to a customer provided that the terms established in the contract are met.  Commitments
generally have fixed expiration dates and may require payment of fees.  Since some commitments are expected to expire without being drawn
upon, the total commitment amounts do not necessarily represent future cash requirements.  Standby letters of credit are conditional
commitments issued to guarantee the performance of a customer to a third party.  These guarantees are primarily issued to support public and
private borrowing arrangements.  The credit risk involved in issuing letters of credit is essentially the same as that involved in extending loan
commitments to customers.

The Company had outstanding unused commitments to extend credit of $107.5 million and $88.8 million at September 30, 2006 and 2005,
respectively.  Each commitment has a maturity date and the commitment expires on that date with the exception of credit card and ready reserve
commitments, which have no stated maturity date.  Unused commitments for credit card and ready reserve at September 30, 2006 and 2005 were
$11.9 million and $11.0 million, respectively, and are reflected in the due after one year category.  The Company had outstanding standby letters
of credit of $3.3 million and $3.2 million at September 30, 2006 and 2005, respectively.

The scheduled maturities of unused commitments as of September 30, 2006 and 2005 were as follows (in thousands):

September 30,
2006 2005

Unused commitments:
Due in one year or less $ 55,541 $ 56,595
Due after one year 51,919 32,155
Total $ 107,460 $ 88,750
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The Company applies the same credit policies in making commitments and standby letters of credit as it does for on-balance-sheet instruments. 
The Company evaluates each customer�s credit worthiness on a case-by-case basis.  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 may include cash or cash
equivalents, negotiable instruments, real estate, accounts receivable, inventory and property, plant, and equipment.

Lease Commitments. The Company leases certain branch facilities and office equipment under operating leases.  It is
expected that certain leases will be renewed or equipment replaced with new leased equipment as these leases expire.

Securities. In the normal course of business the Company buys and sells securities.  There were $7.8 million unsettled
trades to purchase and $4.2 million to sell securities at September 30, 2006.  At December 31, 2005, the Company had
recorded in its balance sheet unsettled trades to purchase $7.5 million in securities.  There were no unsettled trades to
sell securities at December 31, 2005.

Litigation. The Company is involved with various litigation in the normal course of business.  Management of the
Company, after consulting with its legal counsel, believes that any liability resulting from litigation will not have a
material effect on the financial position and results of operations and the liquidity of the Company.
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ITEM 2.  MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following is a discussion of the consolidated financial condition, changes in financial condition, and results of operations of the Company,
and should be read and reviewed in conjunction with the financial statements, and the notes thereto, in this presentation and in the Company�s
latest report on Form 10-K.

The Company reported an increase in net income for the three months and a decrease in net income for the nine months ended September 30,
2006 compared to the same periods in 2005.  Net income for the three and nine months ended September 30, 2006 was $4.1 million and $10.8
million, respectively, compared to $3.8 million and $11.1 million, respectively, for the same periods in 2005.

All share data has been adjusted to give retroactive recognition to stock splits and stock dividends.

Forward Looking Statements

Certain statements of other than historical fact that are contained in this document and in written material, press releases and oral statements
issued by or on behalf of the Company, a bank holding company, may be considered to be �forward-looking statements� within the meaning of
and subject to the protections of the Private Securities Litigation Reform Act of 1995.  These forward-looking statements are not guarantees of
future performance, nor should they be relied upon as representing management�s views as of any subsequent date.  These statements may
include words such as �expect,� �estimate,� �project,� �anticipate,� �appear,� �believe,� �could,� �should,� �may,� �intend,� �probability,� �risk,� �target,� �objective,� �plans,�
�potential,� and similar expressions.  Forward-looking statements are statements with respect to the Company�s beliefs, plans, expectations,
objectives, goals, anticipations, assumptions, estimates, intentions and future performance, and are subject to significant known and unknown
risks and uncertainties, many of which are beyond our control, and the Company�s actual results may differ materially from the results discussed
in the forward-looking statements.  For example, discussions of the effect of the Company�s expansion, including expectations of the costs and
profitability of such expansion, trends in asset quality and earnings from growth, and certain market risk disclosures are based upon information
presently available to management and are dependent on choices about key model characteristics and assumptions and are subject to various
limitations.  By their nature, certain of the market risk disclosures are only estimates and could be materially different from what actually occurs
in the future.  As a result, actual income gains and losses could materially differ from those that have been estimated.  Other factors that could
cause actual results to differ materially from forward-looking statements include, but are not limited to, the following:

•  general economic conditions, either globally, nationally, in the State of Texas, or in the specific markets in
which the Company operates;

•  legislation or regulatory changes which adversely affect the businesses in which the Company is engaged;

•  adverse changes in Government Sponsored Enterprises (the �GSE�) status or financial condition impacting the
GSE guarantees or ability to pay or issue debt;

•  economic or other disruptions caused by acts of terrorism in the United States, Europe or other areas;

•  changes in the interest rate yield curve such as flat, inverted or steep yield curves, or changes in the interest
rate environment which impact interest margins and may impact prepayments on the mortgage-backed securities
portfolio;

•  unexpected outcomes of existing or new litigation involving the Company;

•  changes impacting the leverage strategy;

•  significant increases in competition in the banking and financial services industry;

•  changes in consumer spending, borrowing and saving habits;

•  technological changes;
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•  the Company�s ability to increase market share and control expenses;

•  the effect of changes in federal or state tax laws;
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•  the effect of compliance with legislation or regulatory changes;

•  the effect of changes in accounting policies and practices; and

•  the costs and effects of unanticipated litigation.

Additional information concerning the Company and its business, including additional factors that could materially affect the Company�s
financial results, is included in the Company�s filings with the Securities and Exchange Commission.  All written or oral forward-looking
statements made by us or attributable to us are expressly qualified by this cautionary notice.  The Company disclaims any obligation to update
any factors or to announce publicly the result of revisions to any of the forward-looking statements included herein to reflect future events or
developments.

Critical Accounting Estimates

The accounting and reporting estimates of the Company conform with accounting principles generally accepted in the United States and general
practices within the financial services industry.  The preparation of financial statements in conformity with U.S. generally accepted accounting
principles (�GAAP�) requires management to make estimates and assumptions that affect the amounts reported in the financial statements and
accompanying notes.  Actual results could differ from those estimates.  The Company considers its critical accounting policies to include the
following:

Allowance for Losses on Loans.  The allowance for losses on loans represents management�s best estimate of probable losses
inherent in the existing loan portfolio.  The allowance for losses on loans is increased by the provision for losses on
loans charged to expense and reduced by loans charged-off, net of recoveries.  The provision for losses on loans is
determined based on management�s assessment of several factors:  reviews and evaluations of specific loans, changes
in the nature and volume of the loan portfolio, and current economic conditions and the related impact on specific
borrowers and industry groups, historical loan loss experience, the level of classified and nonperforming loans and the
results of regulatory examinations.

The loan loss allowance is based on the most current review of the loan portfolio.  The servicing officer has the primary responsibility for
updating significant changes in a customer�s financial position.  Each officer prepares status updates on any credit deemed to be experiencing
repayment difficulties which, in the officer�s opinion, would place the collection of principal or interest in doubt.  The internal loan review
department for the Company is responsible for an ongoing review of the Company�s loan portfolio with specific goals set for the loans to be
reviewed on an annual basis.

At each review, a subjective analysis methodology is used to grade the respective loan.  Categories of grading vary in severity from loans that do
not appear to have a significant probability of loss at the time of review to loans that indicate a probability that the entire balance of the loan will
be uncollectible.  If full collection of the loan balance appears unlikely at the time of review, estimates or appraisals of the collateral securing the
debt are used to allocate the necessary allowances.  The internal loan review department maintains a list of all loans or loan relationships that are
graded as having more than the normal degree of risk associated with them.  This list for loans or loan relationships of $50,000 or more is
updated on a periodic basis, but no less than quarterly, in order to properly allocate necessary allowance and keep management informed on the
status of attempts to correct the deficiencies noted with respect to the loan.

Loans are considered impaired if, based on current information and events, it is probable that the Company will be unable to collect the
scheduled payments of principal or interest when due according to the contractual terms of the loan agreement.  The measurement of impaired
loans is generally based on the present value of expected future cash flows discounted at the historical effective interest rate stipulated in the
loan agreement, except that all collateral-dependent loans are measured for impairment based on fair value of the collateral.  In measuring the
fair value of the collateral, management uses assumptions, such as discount rates, and methodologies, such as comparison to the recent selling
price of similar assets, consistent with those that would be utilized by unrelated third parties performing a valuation.
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Changes in the financial condition of individual borrowers, economic conditions, historical loss experience and the conditions of the various
markets in which collateral may be sold may all affect the required level of the allowance for losses on loans and the associated provision for
loan losses.

As of September 30, 2006, the Company�s review of the loan portfolio indicated that a loan loss allowance of $7.4 million was adequate to cover
probable losses in the portfolio.

Refer to Part II, �Item 7. Management�s Discussion and Analysis of Financial Condition and Results of Operations - Loan Loss Experience and
Allowance for Loan Loss� and �Note 1 � Summary of Significant Accounting and Reporting Policies� of the Notes to Consolidated Financial
Statements in the Company�s latest report on Form 10-K for a detailed description of the Company�s estimation process and methodology related
to the allowance for loan losses.

Estimation of Fair Value. The estimation of fair value is significant to a number of the Company�s assets and liabilities. 
GAAP requires disclosure of the fair value of financial instruments as a part of the notes to the consolidated financial
statements.  Fair values are volatile and may be influenced by a number of factors, including market interest rates,
prepayment speeds, discount rates and the shape of yield curves.

Fair values for most investment and mortgage-backed securities are based on quoted market prices, where available.  If quoted market prices are
not available, fair values are based on the quoted prices of similar instruments.  The fair value of fixed rate loans is estimated by discounting the
future cash flows using the current rates at which similar loans would be made to borrowers with similar credit ratings and for the same
remaining maturities.  Nonperforming loans are estimated using discounted cash flow analyses or underlying value of the collateral where
applicable.  Fair values for fixed rate certificates of deposits are estimated using a discounted cash flow calculation that applies interest rates
currently being offered for deposits of similar remaining maturities. The fair value of Federal Home Loan Bank (�FHLB�) advances is estimated
by discounting the future cash flows using rates at which advances would be made to borrowers with similar credit ratings and for the same
remaining maturities.  The fair values of other real estate owned (�OREO�) are typically determined based on appraisals by
third parties, less estimated costs to sell and recorded at the lower of cost or fair value.

Defined Benefit Pension Plan. The plan obligations and related assets of the defined benefit pension plan (the �Plan�) are
presented in �Note 12 � Employee Benefits� of the Notes to Consolidated Financial Statements in the Company�s latest
report on Form 10-K.  Plan assets, which consist primarily of marketable equity and debt instruments, are valued
using market quotations.  Plan obligations and the annual pension expense are determined by independent actuaries
and through the use of a number of assumptions.  Key assumptions in measuring the plan obligations include the
discount rate, the rate of salary increases and the estimated future return on plan assets.  In determining the discount
rate, the Company utilizes a cash flow matching analysis to determine a range of appropriate discount rates for the
Company�s defined benefit pension and restoration plans.  In developing the cashflow matching analysis, the Company
constructed a portfolio of high quality non-callable bonds (rated AA- or better) to match as closely as possible the
timing of future benefit payments of the plans at December 31, 2005.  Based on this cash flow matching analysis, the
Company was able to determine an appropriate discount rate.

Salary increase assumptions are based upon historical experience and anticipated future management actions.  The expected long-term rate of
return assumption reflects the average return expected based on the investment strategies and asset allocation on the assets invested to provide
for the Plan�s liabilities.  The Company considered broad equity and bond indices, long-term return projections, and actual long-term historical
Plan performance when evaluating the expected long-term rate of return assumption.  At September 30, 2006, the weighted-average
actuarial assumptions of the Plan were: a discount rate of 5.625%; a long-term rate of return on plan assets of 7.875%;
and assumed salary increases of 4.50%.  Material changes in pension benefit costs may occur in the future due to
changes in these assumptions.  Future annual amounts could be impacted by changes in the number of plan
participants, changes in the level of benefits provided, changes in the discount rates, changes in the expected
long-term rate of return, changes in the level of contributions to the Plan and other factors.

16

Edgar Filing: SOUTHSIDE BANCSHARES INC - Form 10-Q

Forward Looking Statements 25



Edgar Filing: SOUTHSIDE BANCSHARES INC - Form 10-Q

Forward Looking Statements 26



Impairment of Investment Securities and Mortgage-backed Securities.  Investment and mortgage-backed securities classified as
available for sale (�AFS�) are carried at fair value and the impact of changes in fair value are recorded on the Company�s
consolidated balance sheet as an unrealized gain or loss in �Accumulated other comprehensive income (loss),� a
separate component of shareholders� equity.  Securities classified as AFS or held to maturity (�HTM�) are subject to the
Company�s review to identify when a decline in value is other than temporary.  Factors considered in determining
whether a decline in value is other than temporary include: whether the decline is substantial; the duration of the
decline; the reasons for the decline in value; whether the decline is related to a credit event or to a change in interest
rate; the Company�s ability and intent to hold the investment for a period of time that will allow for a recovery of
value; and the financial condition and near-term prospects of the issuer.  When it is determined that a decline in value
is other than temporary, the carrying value of the security is reduced to its estimated fair value, with a corresponding
charge to earnings.

Off-Balance-Sheet Arrangements, Commitments and Contingencies

Details of the Company�s off-balance-sheet arrangements, commitments and contingencies as of September 30, 2006 and 2005, are included in
�Note 8 � Off-Balance-Sheet Arrangements, Commitments and Contingencies� in the accompanying Notes to Financial Statements included in this
report.

Leverage Strategy

The Company utilizes wholesale funding and securities to enhance its profitability and balance sheet composition by determining acceptable
levels of credit, interest rate and liquidity risk consistent with prudent capital management.  The leverage strategy consists of borrowing a
combination of long and short-term funds from the FHLB and, when determined appropriate, issuing brokered CDs. These funds are invested
primarily in mortgage-backed securities, and to a lesser extent, long-term municipal securities.  Although mortgage-backed securities often carry
lower yields than traditional mortgage loans and other types of loans the Company makes, these securities generally increase the overall quality
of the Company�s assets because of underlying insurance or guarantees, are more liquid than individual loans and may be used to collateralize the
Company�s borrowings or other obligations.  While the strategy of investing a substantial portion of the Company�s assets in mortgage-backed
and municipal securities has resulted in lower interest rate spreads and margins, the Company believes that the lower operating expenses and
reduced credit risk combined with the managed interest rate risk of this strategy have enhanced its overall profitability over the last several
years.  At this time, the Company utilizes the leverage strategy with the goal of enhancing overall profitability by maximizing the use of the
Company�s capital.

Risks associated with the asset structure the Company maintains include a lower net interest rate spread and margin when compared to its peers,
changes in the slope of the yield curve, which can reduce the Company�s net interest rate spread and margin, increased interest rate risk, the
length of interest rate cycles, and the unpredictable nature of mortgage-backed securities prepayments.  See �Item 1A.  Risk Factors � Risks
Related to the Company�s Business� in the Company�s latest report on Form 10-K.  During 2005, the overnight Fed Funds rate increased
significantly while interest rates on long-term, two to ten year, U.S. Treasury notes increased less, creating a relatively flat yield curve at the end
of 2005.  During the first nine months of 2006, the interest rate yield curve inverted.  An inverted yield curve is defined as shorter interest rates
at a higher level than longer term interest rates.  The Federal Reserve increased the overnight Fed Funds rate by 100 basis points during the first
nine months of 2006.  Despite that increase, the yield on the two year treasury only increased 23 basis points and the yield on the 10 year
treasury only increased 28 basis points.  During the third quarter ended September 30, 2006, the inversion in the yield curve became more
pronounced as the overnight Fed Funds rate did not change while the yield on the two year treasury decreased 47 basis points and the yield on
the ten year treasury decreased 51 basis points.  Should the inverted yield curve continue or should the yield curve invert more, the Company�s
net interest margin and spread could continue to decrease.  The Company�s asset structure, spread and margin requires an increase in the need to
monitor the Company�s interest rate risk.  An additional risk is the change in market value of the AFS securities portfolio as a result of changes in
interest rates.  Significant increases in interest rates, especially long-term interest rates, could adversely impact the market value of the AFS
securities portfolio which could also significantly impact the Company�s equity capital.  Due to the unpredictable nature of mortgage-backed
securities prepayments, the length of interest rate cycles, and the slope of the interest
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rate yield curve, net interest income could fluctuate more than simulated under the scenarios modeled by the Company�s Asset/Liability
Committee (�ALCO�) and described under �Item 3.  Quantitative and Qualitative Disclosures about Market Risk� included in this report.

In conjunction with the leverage strategy, the Company will attempt to manage the securities portfolio as a percentage of earning assets in
combination with adequate quality loan growth.  If adequate quality loan growth is not available to achieve the Company�s goal of enhancing
profitability by maximizing the use of capital, as described above, then the Company could purchase additional securities, if appropriate, which
could cause securities as a percentage of earning assets to increase.  Should the Company determine that increasing the securities portfolio or
replacing the current securities maturities and principal payments is not an efficient use of capital, the Company could adjust the level of
securities through proceeds from maturities, principal payments on mortgage-backed securities or sales.  During the nine months ended
September 30, 2006, the Company�s loan growth was sufficient to allow the securities portfolio as a percentage of total
assets to decrease.  At September 30, 2006, the securities portfolio as a percentage of total assets decreased slightly to
53.5% from 54.5% at December 31, 2005.  Due to the current interest rate environment, the Company anticipates it
will continue reducing the securities portfolio during the fourth quarter of 2006 by reinvesting only a portion of
cashflows received.  During the third quarter of 2006, the Company reduced its investment and mortgage-backed
securities approximately $21 million as investment and mortgage-backed securities not including the net unrealized
loss on available securities decreased from $1,006.2 million at June 30, 2006 to $985.2 million at September 30,
2006.  The Company�s treasury strategy will be reevaluated as market conditions warrant. The leverage strategy is
dynamic and requires ongoing management.  As interest rates, yield curves, mortgage-backed securities prepayments,
funding costs and security spreads change, the Company�s determination of the proper types and maturities of
securities to own, proper amount of securities to own and funding needs and funding sources will continue to be
reevaluated.

With respect to liabilities, the Company will continue to utilize a combination of FHLB advances and deposits to achieve its strategy of
minimizing cost while achieving overall interest rate risk objectives as well as the objectives of the ALCO.  The Company�s FHLB borrowings at
September 30, 2006 decreased 3.1%, or $16.3 million, to $504.4 million from $520.7 million at December 31, 2005.  During the three and nine
months ended September 30, 2006, the Company issued $19.8 million and $86.8 million of callable brokered CDs, net of
discount, where the Company controls numerous options to call the CDs before the final maturity date.  At September
30, 2006, callable brokered CDs totaled $106.3 million.  These brokered CDs have maturities from approximately 2 to
5.0 years and have calls that the Company controls, all of which are currently six months or less.   The Company is
currently utilizing long-term brokered CDs to a greater extent than long-term FHLB funding because the brokered
CDs better match overall ALCO objectives by utilizing a long-term funding vehicle that assists in protecting the Bank
should interest rates increase, but provides the Bank options to call the funding should interest rates decrease.  The
Company�s wholesale funding policy currently allows maximum brokered CDs of $125 million; however, this amount
could be increased to match ALCO objectives.  The potential higher interest expense and lack of customer loyalty are
risks associated with the use of brokered CDs.  The FHLB funding and the brokered CDs represent wholesale funding
sources for the Company.  Due to the dollar amount of brokered CDs issued during the nine months ended September
30, 2006 and the fact that the increase in brokered CDs exceeded non-brokered deposit growth, the Company�s total
wholesale funding as a percentage of deposits, not including brokered CDs, increased to 55.3% at September 30,
2006, from 49.5% at December 31, 2005.

Net Interest Income

Net interest income is the difference between interest income earned on assets (loans and investments) and interest expense due on the
Company�s funding sources (deposits and borrowings) during a particular period.

Net interest income for the nine months ended September 30, 2006 was $31.5 million, an increase of $490,000, or 1.6%, when compared to the
same period in 2005.  Average interest earning assets increased $169.2  million, or 10.8%, to $1.7 billion, while the net interest spread decreased
from 2.38% for the nine months ended September 30, 2005 to 1.91% for the same period in 2006 and the net interest margin
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decreased from 2.89% for the nine months ended September 30, 2005 to 2.61% for the same period in 2006.  Net interest income increased as a
result of increases in the Company�s average interest earning assets during the nine months of 2006 when compared to the same period in 2005,
which more than offset the decrease in the Company�s net interest margin and spread during the same period.

For the three months ended September 30, 2006, when compared to the same period in 2005, net interest income decreased $26,000, or 0.3%, to
$10.4 million, primarily as a result of a decrease in the Company�s net interest margin and spread.  For the three months ended September 30,
2006, when compared to the same period in 2005, average interest earning assets increased $162.9 million, or 10.1%, to $1.8 billion, while the
net interest margin and net interest spread decreased to 2.51% and 1.75%, respectively, from 2.80% and 2.25%, respectively.  The decrease in
the Company�s net interest margin and net interest spread was due primarily to the inverted yield curve during the three months ended September
30, 2006.  Should the inverted yield curve continue or should the yield curve invert more, the Company�s net interest margin and spread could
continue to decrease.  Future changes in interest rates or the yield curve could influence the Company�s net interest margin and net interest spread
during future quarters.  Future changes in interest rates could also impact prepayment speeds on the Company�s mortgage-backed securities,
which could influence the Company�s net interest margin and net interest spread during future quarters.

During the nine months ended September 30, 2006, average loans, funded by the growth in average deposits, increased $62.9 million, or 9.7%,
to $713.8 million, compared to $650.9 million for the same period in 2005.  The average yield on loans increased from 6.17% for the nine
months ended September 30, 2005 to 6.66% for the nine months ended September 30, 2006.  For the three months ended September 30, 2006,
average loans increased $59.5 million, or 8.9%, to $731.3 million, compared to $671.9 million for the same period in 2005.  The average yield
on loans increased from 6.26% for the three months ended September 30, 2005 to 6.84% for the three months ended September 30, 2006.  The
increase in interest income on loans of $5.6 million, or 19.5%, to $34.0 million for the nine months ended September 30, 2006, when compared
to $28.5 million for the same period in 2005, and the increase in interest income on loans of $2.0 million, or 20.0%, to $12.1 million for the three
months ended September 30, 2006, when compared to $10.1 million for the same period in 2005 was the result of an increase in average loans
and the average yield.  The rate at which loan yields are increasing has been partially impacted by repricing characteristics of the loans, interest
rates at the time the loans repriced, and the competitive loan pricing environment.  Due to the competitive loan pricing environment, the
Company anticipates that it may be required to continue to offer lower interest rate loans that compete with those offered by other financial
institutions in order to retain quality loan relationships.  Offering lower interest rate loans could impact the overall loan yield and, therefore
profitability.

Average investment and mortgage-backed securities increased $105.3 million, or 11.9%, to $987.9 million, for the nine months ended
September 30, 2006, when compared to $882.6 million for the same period in 2005.  This increase was funded by the increase in average
deposits which included brokered CDs issued by the Company.  The overall yield on average investment and mortgage-backed securities
increased to 5.03% during the nine months ended September 30, 2006, from 4.62% during the same period in 2005.  Interest income from
investment and mortgage-backed securities for the nine months ended September 30, 2006 increased $7.1 million, or 24.2%, to $36.4 million
compared to $29.3 million for the same period in 2005 due to the increase in average balances and the increase in the overall yield.  For the three
months ended September 30, 2006, average investment and mortgage-backed securities increased $102.5 million, or 11.3%, to $1.0 billion,
when compared to $903.2 million for the same period in 2005.  The overall yield on average investment and mortgage-backed securities
increased to 5.08% during the three months ended September 30, 2006, from 4.59% during the same period in 2005.  Interest income from
investment and mortgage-backed securities increased $2.6 million, or 25.5%, to $12.6 million for the three months ended September 30, 2006,
compared to $10.1 million for the same period in 2005 due to the increase in average balance and average yield.  The increase in the average
yield primarily reflects decreased prepayment rates on mortgage-backed securities, which led to decreased amortization expense, combined with
reinvestment of proceeds from lower-yielding matured securities into higher yielding securities due to the overall higher interest rate
environment.  The higher overall interest rate environment during 2006 when compared to 2005 contributed to a decrease in residential
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mortgage refinancing nationwide and in the Company�s market area.  The decrease in prepayments on mortgage loans combined with a previous
restructuring of the securities portfolio reduced overall amortization expense which contributed to the increase in interest income.  A return to a
lower long-term interest rate level similar to that experienced in May and June of 2003 could impact the Company�s net interest margin in the
future due to increased prepayments and repricing.

Average FHLB stock and other investments, federal funds sold and other interest earning assets increased $688,000, or 2.3%, to $30.2 million,
for the nine months ended September 30, 2006 when compared to $29.5 million for the same period in 2005.  Interest income from FHLB stock
and other investments, federal funds sold and other interest earning assets increased $331,000, or 42.7%, to $1.1 million for the nine months
ended September 30, 2006, when compared to $776,000 for the same period in 2005 as a result of the increase in the average balance and the
average yield from 3.51% in 2005 to 4.90% for the nine months ended September 30, 2006, which was due to higher short-term interest rates. 
For the three months ended September 30, 2006, average FHLB stock and other investments, federal funds sold and other interest earning assets
decreased $348,000, or 1.2%, to $29.8 million, when compared to $30.1 million for the same period in 2005.  For the three months ended
September 30, 2006, interest income from FHLB stock and other investments, federal funds sold and other interest earning assets increased
$83,000, or 27.9%, to $381,000, when compared to $298,000 for the same period in 2005 primarily as a result of the increase in the average
yield from 3.93% in 2005 to 5.08% in 2006 which more than offset the decrease in the average balance.  The Federal Housing Finance Board,
the agency that regulates the FHLB, has proposed a regulation that would establish a minimum retained earnings requirement for each FHLB
and impose new restrictions on the timing and form of dividends.  The Company is not certain how or if the proposed legislation will impact
FHLB dividend payments to the Company in future periods.

Total interest expense increased $12.5 million, or 45.3%, to $40.1 million during the nine months ended September 30, 2006 as compared to
$27.6 million during the same period in 2005.  The increase was primarily attributable to increased funding costs associated with an increase in
average interest bearing liabilities, including deposits, brokered CDs and FHLB advances, of $128.6 million, or 10.0%, and an increase in the
average yield on interest bearing liabilities from 2.87% for the nine months ended September 30, 2005 to 3.79% for the nine months ended
September 30, 2006.  For the three months ended September 30, 2006, total interest expense increased $4.7 million, or 46.7%, to $14.7 million,
compared to $10.1 million for the same period in 2005 primarily as a result of the increase in average interest bearing liabilities and an increase
in the average yield on interest bearing liabilities.  Average interest bearing liabilities increased $124.7 million, or 9.5%, and the average yield
on interest bearing liabilities increased from 3.03% for the three month period ended September 30, 2005 to 4.06% for the three month period
ended September 30, 2006.

Average interest bearing deposits increased $145.1 million, or 20.5%, to $852.1 million during the nine months ended September 30, 2006,
when compared to $706.9 million for the same period in 2005, and the average rate paid increased from 2.27% for the nine month period ended
September 30, 2005 to 3.42% for the same period in 2006.  For the three months ended September 30, 2006, average interest bearing deposits
increased $148.1 million, or 20.5%, when compared to the same period in 2005 and the average rate paid increased from 2.51% for the three
month period ended September 30, 2005 to 3.70% for the three month period ended September 30, 2006.  Interest expense for interest bearing
deposits for the three and nine months ended September 30, 2006, increased $3.6 million, or 77.7%, and $9.8 million, or 81.5%, when compared
to the same periods in 2005 due to the increase in the average balance and yield.

Average short-term interest bearing liabilities, consisting primarily of FHLB advances and federal funds purchased, increased $113.8 million, or
42.6%, to $380.8 million for the nine months ended September 30, 2006, when compared to $266.9 million for the same period in 2005.  Interest
expense associated with short-term interest bearing liabilities increased $5.4 million, or 79.7%, and the average rate paid increased 89 basis
points to 4.30% for the nine month period ended September 30, 2006 when compared to 3.41% for the same period in 2005.  For the three
months ended September 30, 2006, average short-term interest bearing liabilities increased $93.5 million, or 30.1%, when compared to the same
period in 2005.  Interest expense associated with short-term interest bearing liabilities increased $1.9 million, or 70.9%, and the average rate paid
increased 109 basis points to 4.57% for the three month period ended September 30,
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2006 when compared to 3.48% for the same period in 2005.  The increase in the interest expense for the three and nine month periods ended
September 30, 2006 when compared to 2005 was due to an increase in the average balance and the average yield for short-term interest bearing
liabilities.

Average long-term interest bearing liabilities consisting of FHLB advances decreased $130.4 million, or 44.8%, during the nine months ended
September 30, 2006 to $160.5 million as compared to $290.9 million for the nine month period ending September 30, 2005.  Interest expense
associated with long-term FHLB advances decreased $3.0 million, or 38.2%, while the average rate paid increased 43 basis points to 4.05% for
the nine months ended September 30, 2006 when compared to 3.62% for the same period in 2005.  For the three months ended September 30,
2006, long-term interest bearing liabilities decreased $116.9 million, or 45.1%, when compared to the same period in 2005.  Interest expense
associated with long-term FHLB advances decreased $897,000, or 37.1%, and the average rate paid increased 53 basis points to 4.23% for the
three month period ended September 30, 2006 when compared to 3.70% for the same period in 2005.  The decrease in interest expense was due
to the fact the decrease in the average balance of long-term interest bearing liabilities more than offset the increase in the average rate paid. 
FHLB advances are collateralized by FHLB stock, securities and nonspecific real estate loans.

Average long-term debt consisting entirely of junior subordinated debentures issued by the Company in 2003 in connection with the issuance of
trust preferred securities by �Southside Statutory Trust III� remained the same from September 30, 2005 to September 30, 2006.  Interest expense
increased $305,000, or 32.5%, to $1.2 million for the nine months ended September 30, 2006 when compared to $938,000 for the same period in
2005 as a result of the increase in three month LIBOR.  Interest expense increased $106,000, or 31.3%, to $445,000 for the three months ended
September 30, 2006 when compared to $339,000 for the same period in 2005 as a result of the increase in three month LIBOR.  The long-term
debt adjusts quarterly at a rate equal to three month LIBOR plus 294 basis points.
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RESULTS OF OPERATIONS

The analysis below shows average interest earning assets and interest bearing liabilities together with the average yield on the interest earning
assets and the average cost of the interest bearing liabilities.

AVERAGE BALANCES AND YIELDS

(dollars in thousands)

(unaudited)

Nine Months Ended
September 30, 2006 September 30, 2005
AVG. AVG. AVG. AVG.
BALANCE INTEREST YIELD BALANCE INTEREST YIELD

ASSETS
INTEREST EARNING ASSETS:
Loans(1) (2) $ 713,764 $ 35,564 6.66 % $ 650,862 $ 30,043 6.17 %
Loans Held For Sale 4,783 191 5.34 % 4,467 160 4.79 %
Securities:
Investment Securities (Taxable)(4) 55,865 1,906 4.56 % 51,893 1,451 3.74 %
Investment Securities (Tax-Exempt)(3)(4) 44,793 2,389 7.13 % 69,499 3,691 7.10 %
Mortgage-backed Securities (4) 887,269 32,907 4.96 % 761,223 25,379 4.46 %
Federal Home Loan Bank stock and other
investments, at cost. 28,467 1,046 4.91 % 27,686 736 3.55 %
Interest Earning Deposits 703 24 4.56 % 666 15 3.01 %
Federal Funds Sold 1,038 37 4.77 % 1,168 25 2.86 %
Total Interest Earning Assets 1,736,682 74,064 5.70 % 1,567,464 61,500 5.25 %

NONINTEREST EARNING ASSETS:
Cash and Due From Banks 43,823 41,579
Bank Premises and Equipment 33,420 30,817
Other Assets 41,307 46,520
Less: Allowance for Loan Loss (7,212 ) (6,918 )
Total Assets $ 1,848,020 $ 1,679,462

LIABILITIES AND SHAREHOLDERS�
EQUITY

INTEREST BEARING LIABILITIES:
Savings Deposits $ 50,806 479 1.26 % $ 50,868 381 1.00 %
Time Deposits 450,543 14,340 4.26 % 347,037 7,871 3.03 %
Interest Bearing Demand Deposits 350,740 6,965 2.66 % 309,039 3,749 1.62 %
Short-term Interest Bearing Liabilities 380,764 12,236 4.30 % 266,924 6,810 3.41 %
Long-term Interest Bearing Liabilities �
FHLB Dallas 160,517 4,864 4.05 % 290,875 7,875 3.62 %
Long-term Debt (5) 20,619 1,243 7.95 % 20,619 938 6.00 %
Total Interest Bearing Liabilities 1,413,989 40,127 3.79 % 1,285,362 27,624 2.87 %

NONINTEREST BEARING LIABILITIES:
Demand Deposits 313,043 274,850
Other Liabilities 11,827 14,445
Total Liabilities 1,738,859 1,574,657

SHAREHOLDERS� EQUITY 109,161 104,805
Total Liabilities and Shareholders� Equity $ 1,848,020 $ 1,679,462

NET INTEREST INCOME $ 33,937 $ 33,876
NET YIELD ON AVERAGE EARNING
ASSETS 2.61 % 2.89 %

NET INTEREST SPREAD 1.91 % 2.38 %
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(1) Interest on loans includes fees on loans which are not material in amount.
(2) Interest income includes taxable-equivalent adjustments of $1,710 and $1,713 for the nine months ended September 30, 2006 and 2005,

respectively.
(3) Interest income includes taxable-equivalent adjustments of $759 and $1,185 for the nine months ended September 30, 2006 and 2005,

respectively.
(4) For the purpose of calculating the average yield, the average balance of securities is presented at historical cost.
(5) Southside Statutory Trust III

Note: As of September 30, 2006 and 2005, loans totaling $1,213 and $1,211, respectively, were on
nonaccrual status. The policy is to reverse previously accrued but unpaid interest on nonaccrual
loans; thereafter, interest income is recorded to the extent received when appropriate.
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AVERAGE BALANCES AND YIELDS

(dollars in thousands)

(unaudited)

Three Months Ended
September 30, 2006 September 30, 2005
AVG. AVG. AVG. AVG.
BALANCE INTEREST YIELD BALANCE INTEREST YIELD

ASSETS
INTEREST EARNING ASSETS:
Loans(1) (2) $ 731,345 $ 12,612 6.84 % $ 671,882 $ 10,602 6.26 %
Loans Held For Sale 5,054 74 5.81 % 3,791 52 5.44 %
Securities:
Investment Securities (Taxable)(4) 48,530 569 4.65 % 46,429 473 4.04 %
Investment Securities (Tax-Exempt)(3)(4) 44,398 798 7.13 % 63,334 1,138 7.13 %
Mortgage-backed Securities (4) 912,751 11,521 5.01 % 793,412 8,833 4.42 %
Federal Home Loan Bank stock and other
investments, at cost. 27,309 352 5.11 % 28,366 283 3.96 %
Interest Earning Deposits 726 7 3.83 % 550 5 3.61 %
Federal Funds Sold 1,718 22 5.08 % 1,185 10 3.35 %
Total Interest Earning Assets 1,771,831 25,955 5.81 % 1,608,949 21,396 5.28 %

NONINTEREST EARNING ASSETS:
Cash and Due From Banks 39,685 41,058
Bank Premises and Equipment 33,197 31,747
Other Assets 40,230 47,395
Less: Allowance for Loan Loss (7,356 ) (6,914 )
Total Assets $ 1,877,587 $ 1,722,235

LIABILITIES AND SHAREHOLDERS�
EQUITY

INTEREST BEARING LIABILITIES:
Savings Deposits $ 51,089 167 1.30 % $ 50,857 142 1.11 %
Time Deposits 484,344 5,513 4.52 % 361,048 2,981 3.28 %
Interest Bearing Demand Deposits 336,778 2,446 2.88 % 312,195 1,451 1.84 %
Short-term Interest Bearing Liabilities 403,981 4,649 4.57 % 310,463 2,721 3.48 %
Long-term Interest Bearing Liabilities �
FHLB Dallas 142,352 1,519 4.23 % 259,245 2,416 3.70 %
Long-term Debt (5) 20,619 445 8.44 % 20,619 339 6.43 %
Total Interest Bearing Liabilities 1,439,163 14,739 4.06 % 1,314,427 10,050 3.03 %

NONINTEREST BEARING LIABILITIES:
Demand Deposits 315,404
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