FINANCIAL SHARE.S INC.




FINANCIAL SHARES INC.

C O N T E N T S Earnings Per Share, Diluted

$1.80
$1.61
Chairmans’ Letter to Shareholders 1 Ry _
$1.50 S|
Select Financial Information 2 $133 [
$1.17
Consolidated Financial Statements $1.20 _
Consolidated balance sheets 3
$0.90
Consolidated statements of income 4-5
Consolidated statements of cash flows % #7 20.60
Consolidated statements of changes in $0.30
shareholders’ equity 8-9
Notes to consolidated financial 0
statements }9==30 2002 2003 2004 2005 2006
Independent Auditor’s Report
on the Financial Statements 31 Dividends Paid
$0.45
Management’s Discussion & Analysis
of Financial Condition and Results $0.40 L 34385
of Operations =& Tl 0340
: | I—
Directors and Officers 36 5030 $0.290
: I
$0.25 $0.250
$0.20
$0.15
$0.10
$0.05

2002 2003 2004 2005 2006

Front Cover: The Turkey Day Regatta held on the Rapphanock River.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

The obligations of CFS with respect to the issuance of the Capital Securities constitute a full and
unconditional guarantee by the Corporation of the Trust’s obligations with respect to the Capital Securities.

Subject to certain exceptions and limitations, CFS may elect from time to time to defer interest payments on
the junior subordinated debt securities, which would result in a deferral of distribution payments on the related
Capital Securities.

Note 19. Condensed Parent Company Financial Statements

The following parent company accounting policies should be read in conjunction with the related condensed
balance sheets, statements of Income, and statements of cash flows.

Investments in subsidiaries are accounted for using the equity method of accounting. The parent company
and its subsidiaries file a consolidated federal income tax return. The subsidiaries' individual tax provisions and
liabilities are stated as if they filed separate returns and any benefits or detriments of filing the consolidated tax
return are absorbed by the parent company.

The parent company's principal assets are its investments in its wholly-owned subsidiaries. Dividends from
the Bank are the primary source of funds for the parent company. The payment of dividends by the Bank is
restricted by various statutory limitations. Banking regulations also prohibit extensions of credit by the Bank to
the parent company unless appropriately secured by assets. As of December 31, 2006, the amount available for
payment of additional dividends without prior regulatory approval from the Bank to the parent company is
$9,951,962 or 32.1% of consolidated net assets.

Balance Sheets (Condensed)
December 31,

2006 2005
Assets
Cash $ 1,330,089 $ 2,238,738
Investment in subsidiaries 39,411,009 35,664,783
Premises and equipment, net 1,162,467 1,262,738
Other assets 259,127 717,426
Total assets $ 42,152,692 $ 39,783,685
Liabilities and Shareholders' Equity
Long-term debt $ 615,494 $ 654,754
Trust preferred capital notes 10,310,000 10,310,000
Other liabilities 263,970 248,750
Shareholders' equity 30,963,228 28,570,181
Total liabilities and shareholders' equity $ 42,152,692 $ 39,783,685
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Statements of Income (Condensed)

2006 2005 2004
Income - Dividends from subsidiaries $ 1,219,775 $ 1,215,249 $ 1,210,943
Other 196,944 164,870 113,778
Total income $ 1,416,719 $ 1,380,119 $ 1,324,721
Expenses - Interest expense $ 928,486 $ 735941 $ 547,414
Other expenses 659,554 545,824 558,877
Total expenses $ 1,588,040 $ 1,281,765 $ 1,106,291
Income (loss) before income taxes and
equity in undistributed earnings
of subsidiaries $ (@171,321) $ 98,354 $ 218,430
Allocated income tax benefit 405,679 354,515 313,763
Income before equity in undistri-
buted earnings of subsidiaries $ 234,358 $ 452,869 $ 532,193
Equity in undistributed
earnings of subsidiaries 3,716,186 3,219,645 3,016,131
Net income $ 3,950,544 $ 3,672,514 $ 3,648,324
Statements of Cash Flows (Condendsed)
2006 2005 2004
Cash Flows from Operating Activities
Net income $ 3,950,544 $ 3,672,514 $ 3,648,324
Adjustments to reconcile net income
to net cash provided by operating
activities:
Depreciation 112,340 109,711 59,715
Equity in undistributed earnings
of subsidiaries (3,716,186) (3,219,645) (3,016,131)
Issuance of common stock for services 308,458 176,630 94,706
Stock-based compensation 118,000 — —
Changes in other assets and liabilities:
(Increase) decrease in other assets 464,241 (180,883) 66,019
Increase in other liabilities 15,220 24,597 19,229
Net cash provided by operating activities $ 1,252,617 $ 582,924 $ 771,862
Cash Flows from Investing Activities
Purchases of premises and equipment $ (2,069) $ (376,211) $ (309,344)
Investment in subsidiaries (250,000) (5600,000) —
Net cash (used in) investing activities $  (252,069) $  (876,211) $ (309,344)
Cash Flows from Financing Activities
Dividends paid $  (927,950) $ (882,654) $ (817,387)
Curtailment of note payable (39,260) (37,164) (35,180)
Repurchase of common stock (1,164,312) (995,909) (12,232)
Net proceeds from issuance of common stock 222,325 311,125 172,650
Net cash (used in) financing activities $ (1,909,197) $ (1,604,602) $ (692,149)
Net (decrease) in cash $  (908,649) $ (1,897,889) $ (229,631)
Cash at beginning of year 2,238,738 4,136,627 4,366,258
Cash at end of year $ 1,330,089 $ 2,238,738 $ 4,136,627
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INDEPENDENT AUDITOR’S REPORT

To the Board of Directors and Shareholders
Chesapeake Financial Shares, Inc. and Subsidiaries

Kilmarnock, Virginia

We have audited the accompanying consolidated balance sheets of Chesapeake Financial Shares, Inc. and
Subsidiaries as of December 31, 2006 and 2005, and the related consolidated statements of income, changes in
shareholders' equity, and cash flows for the years ended December 31, 2006, 2005 and 2004. These financial
statements are the responsibility of the Corporation'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 Chesapeake Financial Shares, Inc. and Subsidiaries as of December 31, 2006 and 2005,
and the results of their operations and their cash flows for the years ended December 31, 2006, 2005 and 2004, in
conformity with accounting principles generally accepted in the United States of America.

As noted in Note 1 to the consolidated financial statements, the Corporation changed its method of
accounting for stock-based compensation to adopt Statement of Financial Accounting Standards No. 123 (revised

2004), “Share-Based Payment.”

W/%a kv L.

Winchester, Virginia
February 19, 2007
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF

Financial Overview: Chesapeake Financial Shares, Inc. had a return on average equity in 2006 of 13.6% and a
return on average assets of 0.98% compared to 13.7% and 0.98%, respectively, in 2005. Total assets at year-end
were $418.1 million, representing a 9.3% increase over the December 31, 2005 balance of $382.7 million. The
Company ended the year with total gross loans of $301.5 million, and total deposits of $358.8 million, up 7.1%
and 9.2%, respectively. Asset quality remained strong with net allowance for loan losses to gross loans of 1.4%,
and loans over thirty days delinquent at 0.83% of total loans. The Holding Company and the Bank continued to

maintain their “well capitalized” status, the highest ranking available from the Federal Deposit Insurance

Corporation (FDIC).

Summary of Results of Operations: Earnings for 2006 were $3,950,544 or $1.61 per share (fully diluted)
compared to $3,672,514 or $1.48 per share in 2005, an increase of $278,030. The 7.6% increase in net income
resulted from a 17.7% increase or $1,747,678 in noninterest income. Noninterest expense increased by only 8.1%
or $1,474,561 in 2006 over 2005. In 2005 noninterest expense was up $2,690,645 or 17.4% over the prior year.
All noninterest income items were up in 2006 except Cash Flow Services. There was also a significant gain on
sale of premises and equipment of $483,877. Total noninterest expense was up for the year due primarily to
normal increases in operating expenses, however there was a significant decrease in Cash Flow expenses and a
small decrease in ATM expenses.

Earnings for 2005 were $3,672,514 or $1.48 per share (fully diluted) compared to $3,5648,324 or $1.44 per
share in 2004, an increase of $124,190. The 3.5% increase in net income resulted from an 8.4% increase or
$1,027,166 in net interest income after provision for loan losses. Noninterest expense increased by 17.4% or
$2,690,645 in 2005 over 2004. In 2004 noninterest expense was up $1,118,537 or 7.8% over the prior year.
Income from Cash Flow Services was up $780,297 or 35.7% over the prior year, while Merchant Card and ATM
income were up 24.9% and 21.1%, respectively, and Other Income was up $1,825,111, or 32.8%. F iduciary
income was flat for the year, service charges were up $65,522 or 6.6%, and there was a net gain on securities sold

of $111,220. Total noninterest expense was up 17.4% or $2,690,645 for the year.

Assets: Loan Portfolio: The loan portfolio is the largest component of earning assets for the Company and
accounts for the greatest portion of total interest income. The gross loan portfolio totaled $301.5, $281.6 and
$264.6 million for 2006, 2005, and 2004, respectively, representing an increase of 7.1% for 2006 over 2005, 6.4%
for 2005 over 2004, and 21.6% for 2004 over 2003. The increase in 2006 was primarily in commercial loans, up
9.1% or $15.4 million, real estate mortgage, up 8.8% or $5.6 million, and consumer loans, up 12.8% or $2.9
million. Participations with other banks decreased $3.2 million or 42.7% as did the real estate construction loans,

down 10.7% or $1,725,434. All other loans increased $878.6 thousand.

On December 31, 2006, the loan portfolio consisted of 62% commercial loans, 27.9% single-family residential
and residential construction loans, and 8.5% consumer loans. The commercial loans consisted principally of
business loans such as owner-occupied commercial development, retail, builders/contractors, medical, service and
professional, hospitality, non-profits, marine industry, and a small portion of agricultural and seafood loans.

Total nonperforming assets consist of nonaccrual loans, restructured loans, repossessed and foreclosed
properties, and Other Real Estate Owned. Nonperforming assets were $6,506,510 at December 31, 2006, which
represented an increase from $4,234,378 at December 31, 2005. Past due loans over thirty days were 0.8% of
total loans at December 31, 2006. A significant portion of the nonperforming asset total is attributable to a group
of residential construction loans in one of the Bank’s markets. Any potential loss related to these loans has been
incorporated in the allowance for loan losses.

Investment Securities: All of the Company's securities are classified as securities available for sale. Securities
may be classified as investment securities (held to maturity) when management has the intent and the Company

32 Chesapeake Financial Shares, Inc.



MANAGEMENT’S DISCUSSION AND ANALYSIS OF

has the ability at the time of purchase to hold the securities to maturity. Investment securities are carried at cost
adjusted for amortization of premiums and accretion of discounts. Securities available for sale include securities
that may be sold in response to changes in market interest rates, changes in the securities option or credit risk,
increases in loan demand, general liquidity needs and other similar factors. Securities available for sale are
carried at fair market value. Deposit growth, overnight and term borrowing, and investment portfolio liquidity
provided funding for the increases in the loan portfolio.

The fair market value of the portfolio exceeded book value by $620,713, net of the tax effect, at December
31, 2006, and by $734,731, net of the tax effect, at December 31, 2005. This is within risk limits established by
the Board and the Asset/Liability Management Committee.

At year-end, total securities at fair market value were $66.4 million, up $13 million from the $53.4 million
on December 31, 2005. Investments in mortgage-backed securities increased from the 2005 levels of $24.8
million to $45.7 million or 84.3%. Investments in securities of state and political subdivisions decreased by

$5,922,633 or 23.6%.

Asset Quality-Provision/Allowance for Loan Losses: The provision for loan losses is a charge against earnings
necessary to maintain the allowance for loan losses at a level consistent with management's evaluation of the
credit quality and risk adverseness of the loan portfolio. The allowance for loan losses represents management’s
estimate of the amount adequate to provide for potential losses inherent in the loan portfolio. To achieve this goal,
the loan loss provision must be sufficient to cover loans charged off plus any growth in the loan portfolio. In
determining the adequacy of the allowance for loan losses, management uses a methodology, which specifically
identifies and reserves for higher risk loans. A general reserve is established for non-specifically reserved loans.
Loans in a non-accrual status and over ninety days past due are considered in this evaluation as well as other
loans, which may be a potential loss. The status of nonaccrual and past due loans varies from quarter to quarter
based on seasonality, local economic conditions, and the cash flow of customers.

The net allowance for loan losses was $4,342,174 or 1.4% of gross loans less unearned discounts at year-end.
The 2006 provision was $833,333. This ratio was also 1.5% on December 31, 2005, and 1.3% in 2004. There
was a provision of $990,000 in 2005 compared to the 2004 provision of $1,095,004. Loans charged off totaled
$747,721 in 2006, $167,856 in 2005, and $554,604 in 2004. Recoveries for the same periods were $56,817,
$36,255, and $169,903, respectively. Management and the Board of Directors believe that the total allowance at
year-end was adequate relative to current levels of risk in the portfolio. However, continued loan growth may
warrant additional provisions in the future.

Liabilities: Deposits: The Company depends on deposits to fund most of its lending activities, generate fee income
opportunities, and create a market for other financial service products. Deposits are also the largest component
of the Company’s liabilities and account for the greatest portion of interest expense.

Deposits totaled $358.8, $328.5, and $309.4 million for 2006, 2005, and 2004, respectively, and represented an
increase of 9.2% for 2006 over 2005 and an increase of 6.2% for 2005 over 2004. There was a 13.9% increase in
certificates of deposit during 2006 while noninterest bearing deposits decreased by $1.5 million or 2.3% from
$67.8 million on December 31, 2005. Savings and interest bearing demand deposit balances increased during

2006 by 10.3% or $12.8 million to $137.7 million.

Net Interest Income: The principal source of earnings for CFS is net interest income. Net interest income is the
difference between interest plus fees generated by earning assets and interest expense paid to fund those assets.
As such, net interest income represents the gross profit from the Bank's lending, investment, and funding
activities.
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A large number of variables interact to affect net interest income. Included are variables such as changes in
the mix and volume of earning assets and interest bearing liabilities, market interest rates, and the statutory
Federal tax rate. It is management's on-going policy to maximize net interest income through the development of
balance sheet and pricing strategies while maintaining appropriate risk levels as set by the board.

Net interest income totaled $14.3, $14.2, and $13.3 million for 2006, 2005, and 2004, respectively,
representing an increase of 0.3% for 2006 over 2005, 6.9% for 2005 over 2004, and 13.9% for 2004 over 2003.
Loan demand was strong this year with gross total loans up 7.1% or $19.9 million for 2006 over 2005. Total
interest expense was $10.4, $6.4, and $4.3 million for 2006, 2005 and 2004, respectively. On a tax equivalent
annualized basis, the net interest margin was 4.2%, 4.8% and 4.7% for 2006, 2005 and 2004, respectively. The
Bank’s margins have been very stable and generally above peer through numerous rate cycles. The decline in the
margin in 2006 was consistent with decreased margins in the industry. This is due to the tremendous competition
for deposits in an inverse yield curve environment and deposit competition from credit unions expanding
trade areas.

Noninterest Income: For the year ended December 31, 2006 noninterest income was $11.6 million, a 17.7%
increase over the 2005 amount of $9.9 million, which was a 22.9% increase over the 2004 amount of $8.0 million.
The increase in 2006 was due, in part, to a gain on the sale of the old Hayes office of $483,877. The category still
had a substantial increase of $1,263,801, or 12.8%, without the gain. This was due to the increases in service
charges on deposit accounts of $370,797 or 35.1%, Merchant Card income of $305,474 or 13.9%, fiduciary
income of $291,926 or 22.2%, other income of $254,048, or 16.1%, and ATM income of $105,102 or 17.2%.
Income from Cash Flow Services was actually down slightly, as was the gain on securities sold from the

previous year.

Noninterest Expenses: Total noninterest expenses increased 8.1% or $1,474,561 in 2006 over 2005. In 2005,
total noninterest expenses increased 17.4% over 2004 and increased 7.7% in 2004 over 2003. The 2006 increase
was mitigated by a significant decrease in Cash Flow expenses for the year of $339,229, a 39.5% reduction due
primarily to a change in software provider. ATM expenses were also down slightly. There was an increase in
salaries and benefits of 11.8% or $1,050,619. Other expenses were up $260,532 or 9.5% while merchant card
expenses were up $240,305 or 14.4%. Occupancy expenses were up 5.5% or $144,311.

Liquidity, Interest Rate Sensitivity, and Inflation: The objectives of the Company's liquidity management policy
includes providing adequate funds to meet the needs of depositors and borrowers at all times, as well as providing
funds to meet the basic needs for ongoing operations of the Cornpany, and to allow funding of ]onger-term
investment opportunities and regulatory requirements. The objective of providing adequate funding should be
accomplished at reasonable costs and on a timely basis. Management considers the Company's liquidity to be
adequate.

The Bank's primary sources of asset liquidity continue to be federal funds purchased, time deposits with other
banks, securities maturing within one year, loan curtailments, and short-term borrowings. On December 31,
2006, approximately 36.1% of the total invested portfolio dollars matured or were repricing within one year as

compared to 22.2% on December 31, 2005. The Bank's loan portfolio was liquid with 58.7% of all loan dollars
maturing or repricing within one year. This loan liquidity ratio was 57.4% on December 31, 2005.

Other sources of asset liquidity include the normal amortization and prepayment of loans, sale of loans, and
proceeds from the sale of repossessed assets and other real estate owned. The sale of loans through the secondary
market operation enhances the liquidity position by providing both fixed and adjustable rate long-term mortgage
options to our client base. Mortgage loans held for resale are stated at the lower of cost or market (or contract
value), however, due to the quick turning of these assets, seldom do these loans represent more than 1% of total
assets.
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Bank management maintains overnight borrowing relationships with correspondent banks for up to
$23,500,000, secured and unsecured. The Bank and CFS have access to additional secured borrowing for
$4,000,000.

As of December 31, 2006, the Bank held no repossessed assets and $2,720,016 in other real estate owned.
These assets are being actively marketed through real estate channels and a near term secondary sources of
liquidity. The Bank should realize no loss on disposal of these assets.

Since the assets and liabilities of a bank are primarily monetary in nature (payable in fixed, determinable
amounts), the performance of a bank is affected more by changes in interest rates than by inflation. Interest rates
generally increase as the rate of inflation increases, but the magnitude of the change in rates may not be the same.
Interest rate sensitivity refers to the difference between assets and liabilities subject to repricing, maturity, or
volatility during a specified period. Management’s objective in controlling interest rate sensitivity is to reprice
loans and deposits and make investments that will maintain a profitable net interest margin (see “Net Interest
Income”).

While the effect of inflation is normally not as significant as is its influence on those businesses that have large
investments in plant and inventories, it does have an effect. There are normally corresponding increases in the
money supply, and banks will normally experience above average growth in assets, loans and deposits. Also,
general increases in the prices of goods and services will result in increased operating expenses.

Shareholders' Equity: Capital represents funds, earned or obtained, over which management can exercise greater
control in comparison with deposits and borrowed funds. Future growth and expansion of the Company is
dictated by the ability to produce capital. The adequacy of the Company's capital is reviewed by management on
an ongoing basis with reference to the size, composition and quality of the Company's asset and liability levels
and consistent with regulatory requirements and industry standards. Management seeks to maintain a capital
structure that assures an adequate level to support anticipated asset growth and absorb potential losses.

Federal regulators have adopted minimum capital standards. Specifically, the guidelines categorize assets and
off balance sheet items into four risk weighted categories. The minimum ratio of qualifying total capital to risk
weighted assets is 8%. For CFS, Tier 1 capital is composed of common equity and retained earnings. Tier 1
capital to risk weighted assets and Tier 1 capital to average assets (called leveraged capital) must be 4%. On
December 31, 2006, the Company had ratios of Tier 1 risk based capital to risk weighted assets of 11.1%, total
risk based capital to risk weighted assets of 12.5%, and Tier 1 leverage capital of 9.6%. At December 31, 2005,
these ratios were 11.0%, 12.5% and 9.6%, respectively. At December 31, 2006, these ratios for the bank were
10.3%, 11.5% and 8.9%, respectively, well above the regulatory minimums and exceeded the requirements for
FDIC’s “well capitalized” designation. As of December 31, 2006, the Company's primary capital to asset ratio
was 8.2%.

Dividend and Market Information: The Company’s stock trades on the “OTC” (Over The Counter) market
under the symbol “CPKF”. There was a 2-for-1 stock split with a record date of November 15, 2005 and all per
share information for all periods presented has been retroactively restated. The Company raised its dividend to
$0.385 per share in 2006, an increase of $0.02 over 2005. This increase followed a $0.025 per share dividend
increase from $0.34 in 2004 to $0.365 in 2005. Trades in the Company's common stock occurred infrequently
and generally involved a relatively small number of shares. Based on information available, the selling price for
the Company's common stock ranged during 2006 from $19.25 to $18.60, and during 2005, from $21.00 to
$18.93. Such transactions may not be representative of all transactions during the indicated periods, of the fair
value of the stock at the time of such transactions, due to the infrequency of trades and the limited market for the
stock. At December 31, 2006, there were 2,386,918 shares of Company’s common stock outstanding held by
approximately 242 holders of record.
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Go through a fire,
a world war,
a depression,
another world war,
floods and

hurricanes with
people and

they know you're
staying put.

grown along with you, continually
introducing the latest products and
services to help you simplify your

At Chesapeake Bank, our roots run
deep. From the great Irvington fire
of 1917 to Tropical Storm Ernesto in
2006, we have always stood by the
communities we serve. At the same
time, we’ve always continued to
move ahead. Chesapeake Bank has

@ Equal Housing Lender « Member FDIC

personal finances or manage your
business. And with more than $418
million in assets, rest assured: we
will be here for you tomorrow, too.

A Tradition of Innovation Since 1900




