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FIRST MERCHANTS CORPORATION

FORM 10-Q
PART I. FINANCIAL INFORMATION
Item 1. FINANCIAL STATEMENTS
CONSOLIDATED CONDENSED BALANCE SHEETS
(Dollars in thousands, except per share amounts)

December 31,
2005

$ 70,417
8,748
422,627
11, 639
4,910
2,432,239
39,417
23,200
19,690
17,567
121,266
43,579
21,780

March 31,
2006
(Unaudited)
ASSETS:
Cash and due from banKks ...ttt ittt ettt ettt eeeee e S 59,176
Interest-bearing deposits. .« ittt ittt et ettt e 9,104
Investment securities available for sale ........c.iiiiiinnenn. 431,190
Investment securities held to maturity ...........ciiieiinee... 10,461
Mortgage loans held for Sale.......iii ittt ttneeeeeeeenneaeens 5,170
Loans, net of allowance for loan losses of $25,623 and $25,188. 2,465,865
Premises and equipment . ... ...ttt ittt et 39,029
Federal Reserve and Federal Home Loan Bank stock............... 23,421
Interest recelvable ...ttt et et e e et et e e 19,035
Core deposit Intangibles ... ..ttt ittt ettt eeeeeeeeeannnn 16,805
(€YY e 121,369
Cash surrender value of life INSUranNCe........itieeeeeeeannnn 43,964
(@ 1ol o TS = = i ORI 25,346
I o= = = = i $ 3,269,935
LIABILITIES:
Deposits:
NoNIinterest—earing ...ttt ettt ettt eeeeeeeennneeeenns S 325,548
Interest—bearing ...ttt ittt e et e et e e e e e e 2,120,524
Total depPOSi it S ittt ittt et ettt e et e e e e e 2,446,072
2 e ) A 15 o L = 469,002
Interest pavable ...t ittt e e e e e e e e e e 6,412
Other 11abilities . vttt ettt eeeeeeeeeeeeannnans 31,711
Total liabilitdes ..t iiii ittt ittt et teeeeennnans 2,953,197

COMMITMENTS AND CONTINGENT LIABILITIES

STOCKHOLDERS' EQUITY:
Perferred stock, no-par value:

Authorized and unissued - 500,000 shares
Common Stock, $.125 stated value:

$ 314,335
2,068,241
2,382,576

508,236
5,874
26,997

2,923,683
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Authorized --- 50,000,000 shares
Issued and outstanding - 18,440,316 and 18,416,714 shares.... 2,305 2,302
Additional paid-in capital . ...t it e e e e 146,374 145,682
Retained earnings ... ittt ittt ettt ettt eeeeeeeeeeannenn 177,975 174,717
Accumulated other comprehensive 10SS ...t iiie et ennnennns (9,9106) (9,305)
Total stockholders' equUity ...t iii ittt iie e eeaennn 316,738 313,396
Total liabilities and stockholders' equity ................ $ 3,269,935 $ 3,237,079
See notes to consolidated condensed financial statements.
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FIRST MERCHANTS CORPORATION

FORM 10-0Q
CONSOLIDATED CONDENSED STATEMENTS OF INCOME
(Dollars in thousands, except per share amounts)

Three Months Ended

(Unaudited)
Ma
2006
Interest Income:
Loans receivable
==Y o 2 = $ 43,079
TaAX EXEMPE vttt it et ettt e et e e ettt e e 168
Investment securities
== o 2,726
TaAX EXEMPE vttt it ettt ittt et e e ettt e e 1,647
Federal funds s0ld ...ttt ittt ettt ettt eeaaeaeeneens 17
Deposits with financial institutions ............ ... .. ..., 114
Federal Reserve and Federal Home Loan Bank stock ............ 311
Total dnterest INCOmMEe . ... ittt ittt ittt ittt eeeeeeeeeenns 48,062
Interest expense:
I T = e 14,419
2t ) 5 o L = 6,054
Total Interest eXPENSE &t ittt ittt ettt eeeeeeeeeeannnn 20,473
Net Interest InCOME . i i it ittt ittt ettt et e eeeeeeeeeeeeeenns 27,589
Provision for 1oan 1OSSES i it ittt ittt et teeeeeeeeeeneeeeeeneean 1,726
Net Interest Income After Provision for Loan LOSS€S ....euev.e... 25,863
Total OLher INCOME . ittt ittt ittt ettt ettt et ettt eeetneeeeeenens 8,597
Total other expenses:
Salaries and benefits ...ttt ittt e e e e e e 14,392

rch 31,
2005
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(O ol TS oD o o = = O 9,396 9,410
Total OLRET GXPERSES - r e oene e s ;;:;éé __;;:;;1
Income before 1ncome LaX ..t ii it ittt ittt eeeetneeeeeeneenns 10,672 9,090
TNCOME TAX EXPEINSE vt v vttt teee e e o e aeeeeeeseeneeeeeseenneeeens 3,163 2,523
NEE THCOME .. et e es e e e et et e et e e e a8 7,509 5 6,567

Per share:

= = I S .41 S .35
0 T I Y o .41 .35
DivIidends & ittt e e e e e e e e e e e e e e e e .23 .23

See notes to consolidated condensed financial statements.
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FIRST MERCHANTS CORPORATION
FORM 10-0Q
CONSOLIDATED CONDENSED STATEMENTS OF COMPREHENSIVE INCOME
(Dollars in thousands)
(Unaudited)
Three Months E
March 31
2006
L= SN 5o ) 1= $ 7,509 S
Other comprehensive income (loss), net of tax:
Unrealized losses on securities available for sale:
Unrealized holding losses arising during the period, net of
income tax benefit of $407, and S$2, 522 ..ttt ittt ettt e e e (611) (
ComPrenensSive 1NCOME ..ttt ittt et ettt ettt et et e eeaeeeeeeeeeeenneeeeeseeeennaneens $ 6,898 S
See notes to consolidated condensed financial statements.
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FIRST MERCHANTS CORPORATION

FORM 10-0Q

CONSOLIDATED CONDENSED STATEMENTS OF STOCKHOLDERS' EQUITY

(Dollars in thousands)
(Unaudited)

2006 2005
Balances, JanUaTY L et ittt e enneeeeeeeeeeeeeaeeeeeeeeeennnees $ 313,396 $ 314,603
1 S i 1o Yo 1 7,509 6,567
Cash dividends on common SEOCK . it ittt ittt ittt eeeenenens (4,238) (4,264)
Cash dividends on restricted stock awards ........ueiiiiiinennn. (13)
Other comprehensive income (loss), net of tax...............o... (611) (3,783)
Stock issued under dividend reinvestment and stock purchase plan 291 335
Stock options exercised . ...t e e e e e e e 255 757
Tax benefit from stock options exercised ...........ciiiiiiee... 24
SEOCK redeemed . v i vttt it ettt et e e e e e e e e e e e e e (69) (3,617)
Share-based cCOmMPEensation ...ttt it ettt ettt eeaeeeeanens 194
Balances, MarcCh 31 ...ttt ittt ettt et e e e e e e e $ 316,738 $ 310,598
See notes to consolidated condensed financial statements.
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FIRST MERCHANTS CORPORATION
FORM 10-0Q
CONSOLIDATED CONDENSED STATEMENTS OF CASH FLOWS
(Dollars in thousands)
(Unaudited)
Thre
2006
Cash Flows From Operating Activities:
LSS e o )11 S 7
Adjustments to reconcile net income to net cash provided by operating activities
Provision fOr 108N L1OSSES . i ittt ittt ittt et eee et eeeeeeeeeeaneeeeeeeeaeeeeeenas 1
Depreciation and amortization. . ...ttt ittt ittt et et ettt e e et e 1
Share-based COmMPENSAL IO . @ v ittt it e ittt e et et ettt aeeeeeeeeeaeeeeeeeenaeeens
Tax benefits from stock options exercised. ... ...ttt teeeeeeeeeeennenns
Mortgage loans originated for Sale. ... ...ttt ittt ittt eeneeeeeeeenneenns (28
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Proceeds from sales Of MOrtgage L1oanS . .. v i i ittt itmeeeeeeeenneeeeeeeeaeeeeeenns 28

Change in interest recelvable. .. ...ttt ittt ittt ettt eee et eaaeeeaennn

Change 1in interest payable. ...ttt ittt et e ettt et ettt eaaeeaeees

Other adjustment s . ottt it e ettt e et et ettt eee ettt aeeeeeeeeeaaeeaeeeen 2
Net cash provided by operating activities.. ... ...ttt teeeeeeeeeenns 13

Cash Flows From Investing Activities:
Net change in interest-bearing depPOSit S . .. ittt t ittt et te et eeanenns
Purchases of
Securities available fOr SAlE ...ttt ettt ettt ettt eeeeeeanaen (22
Proceeds from maturities of
Securities available for Sale. ...ttt ittt ittt et ettt eeaeeeeeeeenaaeens 13
Securities held to MaLUL Ity . vttt ittt ittt e e et e ettt ae ettt eaeeeeeeeenaaenns
Proceeds from sales of securities available for sale........uiiiiiitttneeneeeeenns
Purchase of Federal Reserve and
Federal Home Loan Bank StoOCK. ... it ittt ittt ittt et ee ittt teeeeeeeeeaaeeaeeenn
Net Change 1N 10N S . i v ittt it et e ettt e et et et et et eeeeee e e eeeeeeeseeaeeeeeeeenneeens (35
Other adjustment s . @ ottt ittt ettt et e e ettt e e et ettt eaeeeeeeeenaaaeeeeeenns

Net cash provided (used) by investing activities.........ii it eennn. (45

Cash Flows From Financing Activities:
Net change in

Demand and sSavings depPosSits. .. ittt ittt et e e ettt e e (56
Certificates of deposit and other time deposits......i it ieenneennn 120
=t ) A 5 o U = O 36
Repayment Of DO rOWing S . @ v v v vt ittt ittt e et e e e e ettt ae e e et e eaeeeeeeeeneeeeeeeeenns (75
Cash dividends on COMMON ST OCK . & it ittt ittt i et e e e et e et ettt ettt ettt ettt et teeeeeens (4
Cash dividends on restricted stock awards......... ittt ittt tnnnnneeeeeeenenn
Stock issued under dividend reinvestment and stock purchase plan..................
StoCk OpPLionSs EXerCisSed. @ v vttt it it ittt e e e e e e e et e e e
Tax benefit from stock options exercised. ... ...ttt tteeeeeeeeaeneeeennn
Stock redeemed. .o v it i i et e e e et e e i i e e e e
Net cash provided (used) by financing activities.........ii it nennnn. 20
Net Change in Cash and Cash Equivalents. ... ...ttt ittt et eeeeeneeeeeeeeneeeeenns (11
Cash and Cash Equivalents, JanUary L. ... ittt oeeeeeeenneeeeeeeaeeeeeeeeeaneens 70
Cash and Cash Equivalents, MarcCh 3l ... .. ittt ittt ettt eaeeeeeeeeeaneens S 59

Additional cash flows information:
I o Nl et Y A o7 Y I« S 19
[ oTe o3 (LS it - G oY ¥

See notes to consolidated condensed financial statements.
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FIRST MERCHANTS CORPORATION

FORM 10-0Q
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(Table dollars in thousands)
(Unaudited)
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NOTE 1. General
Financial Statement Preparation

The significant accounting policies followed by First Merchants Corporation
("Corporation™) and its wholly owned subsidiaries for interim financial
reporting are consistent with the accounting policies followed for annual
financial reporting, except as discussed below within the caption "Change in
Accounting Principle". All adjustments, which are of a normal recurring nature
and are in the opinion of management necessary for a fair statement of the
results for the periods reported, have been 1included in the accompanying
consolidated condensed financial statements.

The consolidated condensed Dbalance sheet of the Corporation as of December 31,
2005 has Dbeen derived from the audited consolidated balance sheet of the
Corporation as of that date. Certain information and note disclosures normally
included in the Corporation's annual financial statements prepared in accordance
with accounting principles generally accepted in the United States of America
have Dbeen condensed or omitted. These consolidated condensed financial
statements should Dbe read 1in conjunction with the consolidated financial
statements and notes thereto included in the Corporation's Form 10-K annual
report filed with the Securities and Exchange Commission. The results of
operations for the three month period ended March 31, 2006 are not necessarily
indicative of the results to be expected for the year.

Change in Accounting Principle

Effective January 1, 2006, the Corporation adopted Statement of Financial

Accounting Standards No. 123(R), Share-Based Payment ("SFAS 123(R)"). SFAS
123 (R) addresses all forms of share-based payment awards, including shares under
employee stock purchase plans, stock options, restricted stock and stock

appreciation rights. SFAS 123(R) requires all share-based payments to be
recognized as expense, based upon their fair values, in the financial statements
over the vesting period of the awards. The Corporation has elected the modified
prospective application and, as a result, has recorded approximately $194,000 in
compensation expense related to vested stock options, Employee Stock Purchase
Plan options and restricted stock awards, less estimated forfeitures, for the
three month period ended March 31, 2006.

NOTE 2. Share-Based Compensation

Stock options and restricted stock awards ("RSAs") have been issued to
directors, officers and other management employees under the Corporation's 1994
Stock Option Plan and The 1999 Long-term Equity Incentive Plan. The stock
options, which have a ten year life, become 100 percent vested ranging from
three months to two years and are fully exercisable when vested. Option exercise
prices equal the Corporation's common stock closing price on NASDAQ on the date
of grant. RSAs provide for the issuance of shares of the Corporation's common
stock at no cost to the holder and generally vest after three years. The RSAs
vest only if the employee is actively employed by the Corporation on the vesting
date and, therefore, any unvested shares are forfeited.

The Corporation's 2004 Employee Stock Purchase Plan ("ESPP") provides eligible
employees of the Corporation and its subsidiaries an opportunity to purchase
shares of common stock of the Corporation through annual offerings financed by
payroll deductions. The price of the stock to be paid by the employees may not
be less than 85 percent of the lesser of the fair market wvalue of the
Corporation's common stock at the beginning or at the end of the offering
period. Common stock purchases are made annually and are paid through advance
payroll deductions of up to 20 percent of eligible compensation.

SFAS 123 (R) requires the Corporation to begin recording compensation expense in
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2006 related to unvested share-based awards outstanding as of December 31, 2005,
by recognizing the unamortized grant date fair value of these awards over the
remaining service periods of those awards, with no change in historical reported
fair values and earnings. Awards granted after December 31, 2005 are valued at
fair value in accordance with provisions of SFAS 123 (R) and are recognized on a
straight-line ©basis over the service periods of each award. To complete the
exercise of vested stock options, RSA's and ESPP options, the Corporation
generally 1issues new shares from its authorized but unissued share pool. At
March 31, 2006, share-based compensation for the three months ended March 31,
2006 totaled $194,000, and has been recognized as a component of salaries and
benefits expense 1in the accompanying Consolidated Condensed Statements of
Income.

Page 8
FIRST MERCHANTS CORPORATION

FORM 10-0Q
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(Table dollars in thousands)
(Unaudited)

NOTE 2. Share-Based Compensation continued

Prior to 2006, the Corporation accounted for share-based compensation in
accordance with APB 25 using the intrinsic wvalue method, which did not require
that compensation expense be recognized for the Corporation's stock and ESPP
options; however, under APB 25, the Corporation was required to record
compensation expense over the vesting period for the value of RSAs granted, if
any.

The Corporation provided pro forma disclosure amounts in accordance with SFAS

No. 148, "Accounting for Stock-Based Compensation - Transition and Disclosure"
(SFAS No. 148), as if the fair value method defined by SFAS No. 123 had been
applied to its share-based compensation. The Corporation's net income and net
income per share for the three months ended March 31, 2005 would have been

reduced 1f compensation expense related to stock and ESPP options had been
recorded in the financial statements, based on fair value at the grant dates.

The estimated fair value of the stock options granted during 2006 and in prior
years was calculated wusing a Black Scholes option pricing model. The following
summarizes the assumptions used in the 2006 Black Scholes model:

Risk-free interest rate 4.59%
Expected price volatility 29.84%
Dividend yield 3.54%
Forfeiture rate 4.00%
Weighted-average expected life, until exercise 5.75 years

The Black Scholes model incorporates assumptions to value share-based awards.
The risk-free rate of interest, for periods equal to the expected life of the
option, 1is based on a zero-coupon U.S. government instrument over a similar
contractual term of the equity instrument. Expected price volatility is based on
historical wvolatility of the Corporation's common stock. In addition, the
Corporation generally wuses historical information to determine the dividend
yield and weighted-average expected 1life of the options, wuntil exercise.
Separate groups of employees that have similar historical exercise behavior with
regard to option exercise timing and forfeiture rates are considered separately
for valuation and attribution purposes.

Share-based compensation expense recognized in the Consolidated Condensed
Statements of Income 1is based on awards ultimately expected to vest and is
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reduced for estimated forfeitures. SFAS 123(R) requires forfeitures to be
estimated at the time of grant and revised, if necessary, in subsequent periods,
if actual forfeitures differ from those estimates. Pre-vesting forfeitures were

estimated to be approximately 4 percent for the three months ended March 31,
2006, based on historical experience. In the Corporation's pro forma disclosures
required under SFAS 123 (R) for the periods prior to fiscal 2006, the Corporation
accounted for forfeitures as they occurred.

As a result of adopting SFAS 123 (R), net income of the Corporation for the three
months ended March 31, 2006 was $161,000 lower (net of $33,000 in tax benefits),
than if it had continued to account for share-based compensation under APB 25.
The impact on both basic and diluted earnings per share for the three months
ended March 31, 2006 was less than $.01 per share.

Page 9

FIRST MERCHANTS CORPORATION

FORM 10-Q
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(Table dollars in thousands)
(Unaudited)

NOTE 2. Share-Based Compensation continued

Pro forma net income, as if the fair value based method had been applied to all
awards, 1s as follows:

(In thousands, except for per share amounts)

Net income as reported ...t ittt ittt it ettt e e ettt eaeeeee e
Add: Share-based compensation awards recorded as expense,

net O0f 1NCOME LaXES i i it ittt ittt et et e e ettt ettt eaeeeeeeen
Less: Share-based compensation cost, determined under

the fair value based method, net of income taxes .........c.oiiiuiuenee.n.

Pro forma Net d1nCOmMe . ..ttt ittt it ettt ettt ee et eeeeeee e

Earnings per share:
BasicC — @S TepPOrLed ..ttt it e e e e e e e e e e e e e e et e
BasSicC — PrO fOrmMa .+ ittt it et e e e e e e e e e e e e e e e e
Diluted — as reported ... it ittt ittt ettt ettt e e e e
Diluted — Pro fOrmMa . i ittt it e et it e e e e e e et e e e e e

The following table summarizes the components of the Corporation's share-based
compensation awards recorded as expense:

Three Months Ended

Three Months
March 3

$ 7,509

March 31,
2006

$

I <
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Stock and ESPP Options:

Pre-tax compensation eXPENSe ... i ittt iteeeeeeeeeeeeeeeeeaneeeeenns S 136
Income tax bDenef it i i ittt e e e e e e e e e e e e e e e e (12)
Stock and ESPP option expense, net of income taxes ........iiiiiinnnnennnn. S 124

Restricted Stock Awards:

Pre-tax compensation eXPENSe .. i it ittt e ettt eeneeeeeeeeaneeeeenns S 58
Income tax bDenef il ittt e e e e e e e e e e e e e e e e e (21)
Restricted stock awards expense, net of income taxes ........cceeiieeeeenn. S 37

Total Share-Based Compensation:

Pre-tax compensation eXPENSe .. i it ittt e et eeeeneeeeeeeeaneeeeeens S 194

Income tax bDenef it i ittt e e e e e e e e e e e e e e e e e e e e (33)

Total share-based compensation expense, net of income taxes .............. S 161
Page 10

FIRST MERCHANTS CORPORATION

FORM 10-0Q
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(Table dollars in thousands)
(Unaudited)

NOTE 2. Share-Based Compensation continued

As of March 31, 2006, wunrecognized compensation expense related to stock
options, RSAs and ESPP options totaling $437,000, $1,219,000 and $53,000,
respectively, 1is expected to be recognized over weighted-average periods of
1.60, 2.83 and .25 years, respectively.

Stock option activity under the Corporation's stock option plans as of March 31,
2006 and changes during the three months ended March 31, 2006 were as follows:

Weighted-
Average
Weighted- Remaining
Number Average Contractual
of Exercise Term
Shares Price (in Years)
Outstanding at January 1, 2006 .........ccceeie... 1,104,787 S 23.28
[ ar=1a i =Y 74,570 25.14
F = o o 1= =Y (13,929) 16.89
CancCelled v ittt et e e e e e e e e e e e e e e e e e e (217) 26.27
Outstanding at March 31, 2006 .........ceuiienenen.. 1,165,211 S 23.48 6.35

11
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Vested and Expected to Vest at March 31, 2006.... 1,159,772 S 23.47 .11
Exercisable at March 31, 2006 ......oiiiiinennn.. 1,079,140 S 23.34 6.08

The weighted-average grant date fair value was $6.15 for stock options granted
during the three months ended March 31, 2006.

The aggregate intrinsic value in the table above represents the total pre-tax
intrinsic value (the difference between the Corporation's closing stock price on
the last trading day of the first quarter of 2006 and the exercise price,
multiplied by the number of in-the-money options) that would have been received
by the option holders had all option holders exercised their stock options on
March 31, 2006. The amount of aggregate intrinsic value will change based on the
fair market value of the Corporation's common stock.

The aggregate intrinsic value of stock options exercised during first quarter
2006 was $130,000. Exercise of options during this same period resulted in cash
receipts of $166,000. The Corporation recognized a tax benefit of approximately
$24,000 in the first quarter 2006, related to the exercise of employee stock
options and has been recorded as an increase to additional paid-in capital.

The following table summarizes information on unvested restricted stock awards
outstanding as of March 31, 2006:

Weighted-Average

Number of Grant-Date Fair
Shares Value
Unvested RSAs at January 1, 2006 ............. 0 0
[ ar= o ) =Y 58,167 S 25.10
Forfeited ...t ittt e et et
BN Y O
Unvested RSAs at March 31, 2006 .............. 58,167 S 25.10
Page 11
FIRST MERCHANTS CORPORATION
FORM 10-0Q
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(Table dollars in thousands)
(Unaudited)
NOTE 2. Share-Based Compensation continued

The grant date fair value of ESPP options was estimated at the beginning of the
July 1, 2005 offering period and approximates $212,000. The ESPP options vest
during the twelve month period ending June 30, 2006. At March 31, 2006, total
unrecognized compensation expense related to unvested ESPP options was $53,000,
which is expected to be recognized over a period of three months.

NOTE 3. Investment Securities
Gross Gross
Amortized Unrealized Unrealized Fair

12
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Cost Gains Losses Value
Available for sale at March 31, 2006
U.S. TreaSULY et vveeeeeeeeeennnnneens $ 1,595 S (1) $ 1,594
U.S. Government-sponsored
agency securities.............. ... 94,737 S 23 (2,036) 92,724
State and municipal ........... ... 162,593 2,075 (1,244) 163,424
Mortgage-backed securities ........... 169,542 106 (6,247) 163,401
Marketable equity securities.......... 10,423 (376) 10,047
Total available for sale ......... 438,890 2,204 (9,904) 431,190
Held to maturity at March 31, 2006
State and municipal..........oin.. 10,437 306 (338) 10,405
Mortgage-backed securities............ 24 24
Total held to maturity ........... 10,461 306 (338) 10,429
Total investment securities ...... $449,351 $ 2,510 $(10,242) $441,619
Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Available for sale at December 31, 2005
U.S. TreaSULY vt eeeneeennnnneens $ 1,586 S (1) $ 1,585
U.S. Government-sponsored
agency securities ....... ... 0. 83,026 S 1 (1,836) 81,191
State and municipal ........... . ... 167,095 2,159 (1,131) 168,123
Mortgage-backed securities ........... 168,019 139 (5,656) 162,502
Other asset-backed securities......... 1 1
Marketable equity securities ......... 9,660 (435) 9,225
Total available for sale .......... 429,387 2,299 (9,059) 422,627
Held to maturity at December 31, 2005
State and municipal ........... .00 11,609 283 (412) 11,480
Mortgage-backed securities ........... 30 30
Total held to maturity ............ 11,639 283 (412) 11,510
Total investment securities ....... $441,026 $ 2,582 S (9,471) $434,137

FIRST MERCHANTS CORPORATION

Page 12
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FORM 10-0Q
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(Table dollars in thousands)

(Unaudited)
NOTE 4. Loans and Allowance
March 31,
2006
Loans:
Commercial and induUstrial 1OaNS v i ittt ittt ittt eeeeeeeeeeneeeeeeeeeneeaes S 486,411
Agricultural production financing and other loans to farmers ................. 87,433
Real estate loans:
(O3 s = ol & ¥ e ¥ o R 175,784
Commercial and farmland ... ..ot ittt tneteeeeeeneeeeeeeeeoeeeeeeeneeneean 743,905
Residential ittt ittt it e e e e ettt e ettt ettt et e e e e e 746,410
Individuals' loans for household and other personal expenditures ............. 202,478
TaxX—eXEMPEL OGNS vttt ittt et et ettt e ae et e et eeeeeeeeeeeeeeeeeeeeaeeeeeeeeeaeeens 13,656
Lease financing receivables, net of unearned income.........c.ooiiiietemennnennn 8,193
(@ 1wl o1 STl o Y=o = 27,218
2,491,488
AlloWAncCe FOr 10AN L1 OS S e S i v it ittt ettt ettt ettt et et ettt eeeeeeeeeeeeeeaeanaen (25,623)
1 ot N T Y o $ 2,465,865
Three Month
March
2006
Allowance for loan losses:
Balances, JaNUATY L et vttt e eeeeeeeeeeeeeeeeneeeeeeeeeeenenaeeeeeeeeeeenneees S 25,188
Provision fOr LOSSES v i ittt ittt it ittt ettt et ettt ettt et e e 1,726
RECOVETIES ON L0AIMS &ttt ittt ittt e e et ettt aee e eeaeeeeeeeeneeeeeeeeaeeeeeenes 308
Loans charged Off ..t ittt e ettt et ettt et e e (1,599)
Balances, MarcCh Bl ..ttt ittt e e e e e e e e e e e e e e et e e e $ 25,623

Information on nonaccruing, contractually
past due 90 days or more other than

nonaccruing and restructured loans is March 31, December 31,
summarized below: 2006 2005
NON—ACCTUAL L1OAINS e v v it vttt ettt ettt e et neeenennn $ 11,424 $ 10,030

Loans contractually past due 90 days

or more other than nonaccruing................. 5,188 3,965
Restructured 10ansS. ...ttt eeeeeeennneeens 114 310
o X o $ 16,726 $ 14,305
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FIRST MERCHANTS CORPORATION

FORM 10-0Q
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(Table dollars in thousands)
(Unaudited)

NOTE 5. Net Income Per Share

Basic net income per share is computed by dividing net income by the weighted-
average shares outstanding during the reporting period. Diluted net income per
share is computed by dividing net income by the combination of all dilutive
common share equivalents, comprised of shares issuable under the Corporation's
share-based compensation plans, and the weighted-average shares outstanding
during the reporting period.

Dilutive common share equivalents include the dilutive effect of in-the-money
share-based awards, which are calculated based on the average share price for
each period using the treasury stock method. Under the treasury stock method,
the exercise price of share-based awards, the amount of compensation expense, if
any, for future service that the Corporation has not yet recognized, and the
amount of estimated tax Dbenefits that would be recorded 1in additional
paid-in-captial when share-based awards are exercised, are assumed to be used to
repurchase common stock in the current period.

Three Months Ended March

2006
Weighted-
Net Average Per Share
Income Shares Amount
Basic net income per share:
Net income available to
common stockholders.......oueeeeeeennnennn S 7,509 18,425,047 S .41
Effect of dilutive common
share equivalents ........cciiiiiiinnnnn.. 107,089
Diluted net income per share:
Net income available to
common stockholders
and assumed CONVErSiOoNS. .. uueeeeeeennnenenns S 7,509 18,532,136 S .41

Net
Income

Stock options to purchase 397,339 and 152,158 shares for the three months ended
March 31, 2006 and 2005 were not included in the earnings per share calculation
because the exercise price exceeded the average market price.

Page 14
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FIRST MERCHANTS CORPORATION

FORM 10-0Q
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(Table dollars in thousands)
(Unaudited)

Note 6. Defined Benefit Pension Costs

The Corporation has defined Dbenefit pension plans covering substantially all
employees. The plans provide Dbenefits that are Dbased on the employees'
compensation and years of service. The Corporation uses an actuarial calculation
to determine pension plan costs and paid no contributions to its defined-benefit
pension plans during the first quarter of 2006.

In January 2005, the Board of Directors of the Corporation approved the
curtailment of the accumulation of defined benefits for future services provided
by certain participants in the First Merchants Corporation Retirement Pension
Plan (the "Plan"). Employees of the Corporation and certain of its subsidiaries
who are participants in the Plan were notified that, on and after March 1, 2005,
no additional ©pension Dbenefits will be earned by employees who have not both
attained the age of fifty-five (55) and accrued at least ten (10) vyears of
"Vesting Service". As a result of this action, the Corporation recorded a
$1,630,000 pension curtailment loss to record previously unrecognized prior
service <costs in accordance with SFAS No. 88, "Employers' Accounting for
Settlements and Curtailments of Defined Benefit Plans and for Termination
Benefits." This loss was recognized and recorded by the Corporation in the first
quarter of 2005.

The following represents the pension cost for the three months ended March 31,
2006.

Three Months Ended

March 31,

2006 2005
Pension Cost
SErVICE COST ittt ittt i i e i i e e e $ 131 $ 145
Interest COStL ...t i i i e 683 658
Expected return on plan assets ...ttt iineneeeeennnnns (728) (768)
Amortization of the transition asset........oviiiiinenenn.. (7)
Amortization of prior service coSt........iiiiiiiiinn. 1 1
Amortization of the net loss......... ... 87 24
CUrLailment 10S S . i i ittt ittt ettt ettt et e eeeeeeeneean 1,630
Total Pension CoOST .t ii it ittt tteeeeeeneenennn ;______1;; ;____I:gé;

Page 15
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FIRST MERCHANTS CORPORATION

FORM 10-0Q
NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS
(Table dollars in thousands)
(Unaudited)

Note 7. Impact of Accounting Changes

In March 2006, the Financial Accounting Standards Board issued Statement of
Financial Accounting Standard No. 156 ("SFAS No. 156"). This Statement amends
SFAS No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, with respect to the accounting for separately
recognized servicing assets and servicing liabilities.

SFAS No. 156 requires an entity to initially recognize a servicing asset or
servicing 1liability at fair value each time it wundertakes an obligation to
service a financial asset by entering into a servicing contract in other
specific situations.

In addition, SFAS No. 156 permits an entity to choose either of the following
subsequent measurement methods for each class of separately recognized servicing
assets and servicing liabilities:

o Amortization method- Amortize servicing assets or servicing liabilities in
proportion to and over the period of estimated net servicing income or net
servicing loss and assess servicing assets or servicing liabilities for
impairment or increased obligation, based on fair value at each reporting
date.

o Fair wvalue measurement method- Measure servicing assets or servicing
liabilities at fair value at each reporting date and report changes in fair
value in earnings in the period in which the changes occur.

SFAS No. 156 is effective for the Corporation at the beginning of its first
fiscal vyear that Dbegins after September 15, 2006, and should be applied
prospectively for recognition and initial measurement of servicing assets and

servicing liabilities. Earlier adoption is permitted as of the beginning of an
entity's fiscal vyear, ©provided the entity has not vyet issued financial
statements, including interim financial statements, for any period of that

fiscal year.
The Corporation did not early adopt SFAS No. 156 on January 1, 2006. The
Corporation is currently evaluating the effect of adoption of this Statement on
its financial condition and results of operations.
Page 16
FIRST MERCHANTS CORPORATION

FORM 10-0Q

Item 2. Management's Discussion and Analysis of Financial Condition and Results

FORWARD-LOOKING STATEMENTS

We from time to time include forward-looking statements in our oral and written
communication. We may include forward-looking statements in filings with the
Securities and Exchange Commission, such as this Form 10-Q, 1in other written
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materials and in oral statements made by senior management to analysts,
investors, representatives of the media and others. We intend these
forward-looking statements to be covered by the safe harbor provisions for
forward-looking statements contained in the Private Securities Litigation Reform

Act of 1995, and we are including this statement for purposes of these safe
harbor provisions. Forward-looking statements can often be identified by the use
of words like "believe", "continue", "pattern", "estimate", "project", "intend",
"anticipate", "expect" and similar expressions or future or conditional verbs
such as "will", "would", "should", "could", "might", "can", "may", or similar

expressions. These forward-looking statements include:
* statements of our goals, intentions and expectations;
* statements regarding our business plan and growth strategies;

* statements regarding the asset quality of our loan and investment
portfolios; and

* estimates of our risks and future costs and benefits.

These forward-looking statements are subject to significant risks, assumptions
and uncertainties, including, among other things, the following important
factors which could affect the actual outcome of future events:

* fluctuations in market rates of interest and loan and deposit pricing,
which could negatively affect our net interest margin, asset valuations
and expense expectations;

* adverse changes in the economy, which might affect our business
prospects and could cause credit-related losses and expenses;

* adverse developments in our loan and investment portfolios;

* competitive factors in the banking industry, such as the trend towards
consolidation in our market;

* changes in the banking legislation or the regulatory requirements of
federal and state agencies applicable to bank holding companies and
banks like our affiliate banks;

* acquisitions of other businesses by us and integration of such acquired
businesses;

* changes in market, economic, operational, liquidity, credit and interest
rate risks associated with our business; and

* the continued availability of earnings and excess capital sufficient
for the lawful and prudent declaration and payment of cash dividends.

Because of these and other uncertainties, our actual future results may be
materially different from the results indicated Dby these forward- looking
statements. In addition, our past results of operations do not necessarily

indicate our anticipated future results.

Page 17
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of Operations continued

CRITICAL ACCOUNTING POLICIES

Generally accepted accounting principles are complex and require us to apply
significant Jjudgments to various accounting, reporting and disclosure matters.
We must use assumptions and estimates to apply these principles where actual
measurement 1is not possible or practical. For a complete discussion of our
significant accounting policies, see "Notes to the Consolidated Financial
Statements" in the Corporation's Annual Report on Form 10-K for the year ended
December 31, 2005. Certain policies are considered <critical Dbecause they are
highly dependent upon subjective or complex judgments, assumptions and
estimates. Changes 1in such estimates may have a significant impact on the
financial statements. We have reviewed the application of these policies with
the Audit Committee of our Board of Directors.

We believe there have been no significant changes during the quarter ended March
31, 2006 to the items that we disclosed as our critical accounting policies and
estimates in Management's Discussion and Analysis of Financial Condition and
Results of Operations in the Corporation's Annual Report on Form 10-K for the
year ended December 31, 2005.

BUSINESS SUMMARY

We are a financial holding company headquartered in Muncie, In