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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 March 31, 2009

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
(Address of principal executive offices) (Zip Code)

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 

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
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any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files).  Yes o No o 

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or
a smaller reporting company.  See the definitions of “large accelerated filer,” “accelerated filer” and “smaller reporting
company” in Rule 12b-2 of the Exchange Act.  (Check one):

Large accelerated filer o Accelerated filer  x
Non-accelerated filer o Smaller reporting company o

(Do not check if a smaller reporting
company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).  Yes
o  No x 

The number of shares of the issuer's common stock, par value $1.25, outstanding as of April 24, 2009 was 14,845,817
shares.
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PART I.   FINANCIAL INFORMATION
ITEM 1.   FINANCIAL STATEMENTS

SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
(UNAUDITED)
(in thousands, except share amounts)

March 31,
December

31,
ASSETS 2009 2008

Cash and due from banks $ 44,391 $ 64,067
Interest earning deposits 33,554 557
Federal funds sold 8,000 2,150
Total cash and cash equivalents 85,945 66,774
Investment securities:
Available for sale, at estimated fair value 154,756 278,378
Held to maturity, at cost 478 478
Mortgage-backed and related securities:
Available for sale, at estimated fair value 1,136,827 1,026,513
Held to maturity, at cost 223,876 157,287
Federal Home Loan Bank stock, at cost 39,459 39,411
Other investments, at cost 2,063 2,065
Loans held for sale 3,882 511
Loans:
Loans 1,012,460 1,022,549
Less:  allowance for loan loss (17,432) (16,112)
      Net Loans 995,028 1,006,437
Premises and equipment, net 43,925 42,722
Goodwill 22,034 22,034
Other intangible assets, net 1,377 1,479
Interest receivable 13,686 16,352
Deferred tax asset 1,829 2,852
Other assets 38,707 36,945
TOTAL ASSETS $ 2,763,872 $ 2,700,238

LIABILITIES AND SHAREHOLDERS' EQUITY
Deposits:
Noninterest bearing $ 377,356 $ 390,823
Interest bearing 1,302,588 1,165,308
Total Deposits 1,679,944 1,556,131
Short-term obligations:
Federal funds purchased and repurchase agreements 10,853 10,629
FHLB advances 85,037 229,385
Other obligations 3,033 1,857
Total Short-term obligations 98,923 241,871
Long-term obligations:
FHLB  advances 657,864 655,489
Long-term debt 60,311 60,311
Total Long-term obligations 718,175 715,800
Other liabilities 90,367 25,347

Edgar Filing: SOUTHSIDE BANCSHARES INC - Form 10-Q

3



TOTAL LIABILITIES 2,587,409 2,539,149

       Off-Balance-Sheet Arrangements, Commitments and Contingencies (Note 12)

Shareholders' equity:
Common stock - $1.25 par, 20,000,000 shares authorized, 16,592,417 shares 20,740 19,695
 issued in 2009 (including 707,808 shares declared on April 9, 2009 as a stock dividend)
and 15,756,096 shares issued in 2008
Paid-in capital 144,564 131,112
Retained earnings 32,836 34,021
Treasury stock (1,762,261 and 1,731,570 shares at cost) (23,545) (23,115)
Accumulated other comprehensive income (loss) 1,635 (1,096)
TOTAL SOUTHSIDE BANCSHARES, INC. SHAREHOLDERS' EQUITY 176,230 160,617
Noncontrolling interest 233 472
TOTAL SHAREHOLDERS’ EQUITY 176,463 161,089
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY $ 2,763,872 $ 2,700,238

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

1
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SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
(UNAUDITED)
(in thousands, except per share data)

Three Months
Ended March 31,

2009 2008
Interest income
Loans $ 18,313 $ 18,296
Investment securities – taxable 319 680
Investment securities – tax-exempt 1,494 818
Mortgage-backed and related securities 16,404 11,973
Federal Home Loan Bank stock and other investments 104 262
Other interest earning assets 26 67
Total interest income 36,660 32,096
Interest expense
Deposits 6,372 10,755
Short-term obligations 1,165 3,300
Long-term obligations 6,886 2,671
Total interest expense 14,423 16,726
Net interest income 22,237 15,370
Provision for loan losses 3,590 2,239
Net interest income after provision for loan losses 18,647 13,131
Noninterest income
Deposit services 4,035 4,417
Gain on sale of securities available for sale 13,796 2,092

Total other-than-temporary impairment losses (5,627) -
Portion of loss recognized in other comprehensive income
(before taxes) 4,727 -
Net impairment losses recognized in earnings (900) -

Gain on sale of loans 335 465
Trust income 563 593
Bank owned life insurance income 301 310
Other 784 825
Total noninterest income 18,914 8,702
Noninterest expense
Salaries and employee benefits 10,484 8,713
Occupancy expense 1,418 1,388
Equipment expense 375 312
Advertising, travel & entertainment 509 464
ATM and debit card expense 299 288
Director fees 146 144
Supplies 212 177
Professional fees 630 434
Postage 188 184
Telephone and communications 281 258
FDIC Insurance 536 236
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Other 1,439 1,705
Total noninterest expense 16,517 14,303

Income before income tax expense 21,044 7,530
Provision for income tax expense 6,146 1,936
Net Income 14,898 5,594
Less: Net income attributable to the noncontrolling interest (753) (48)
Net income attributable to Southside Bancshares, Inc. $ 14,145 $ 5,546
Earnings per common share – basic $ 0.96 $ 0.38
Earnings per common share – diluted $ 0.95 $ 0.37
Dividends paid per common share $ 0.13 $ 0.12

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

2
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SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CHANGES IN EQUITY
(UNAUDITED)
(in thousands, except share amounts)

Compre-hensive
Income

Common
Stock

Paid-in
Capital

Retained
Earnings

Treasury
Stock

Accumu-lated
Other

Compre-
hensive
 Income
(Loss)

Non-
controlling

Interest
Total

Equity

Balance at December
31, 2007 $ 18,581 $ 115,250 $ 26,187 $ (22,983) $ (4,707) $ 498 $ 132,826
Net Income $ 5,594 5,546 48 5,594
Other comprehensive
income, net of tax
Unrealized gains on
securities, net of
reclassification
adjustment (see Note 3) 5,723 5,723 5,723
    Adjustment to net
periodic
 benefit cost (see Note
3) 193 193 193
Comprehensive income $ 11,510
Common stock issued
(18,634 shares) 23 241 264
Stock compensation
expense 7 7
Tax benefit of incentive
stock options 14 14
Cumulative effect of
adoption of a new
accounting principle on
January 1, 2008 (351) (351)
Dividends paid on
common stock (1,577) (1,577)
Capital distribution (286) (286)
Stock dividend 824 13,422 (14,246) -
Balance at March 31,
2008 $ 19,428 $ 128,934 $ 15,559 $ (22,983) $ 1,209 $ 260 $ 142,407

Balance at December
31, 2008 $ 19,695 $ 131,112 $ 34,021 $ (23,115) $ (1,096) $ 472 $ 161,089
Net Income $ 14,898 14,145 753 14,898
Other comprehensive
income, net of tax

2,522 2,522 2,522
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Unrealized gains on
securities, net of
reclassification
adjustment (see Note 3)
    Adjustment to net
periodic
 benefit cost (see Note
3) 209 209 209
Comprehensive income $ 17,629
Common stock issued
(128,513 shares) 160 668 828
Tax benefit of incentive
stock options 164 164
Dividends paid on
common stock (1,825) (1,825)
Purchase of 30,691
shares of common
stock (430) (430)
Capital distribution (992) (992)
Stock dividend
declared 885 12,620 (13,505) -
Balance at March 31,
2009 $ 20,740 $ 144,564 $ 32,836 $ (23,545) $ 1,635 $ 233 $ 176,463

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

3
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SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)
(in thousands)

Three Months Ended
March 31,

2009 2008

OPERATING ACTIVITIES:
Net income $ 14,898 $ 5,594
Adjustments to reconcile net income to net cash provided by operations:
Depreciation 601 604
Amortization of premium 2,193 1,914
Accretion of discount and loan fees (995) (1,114)
Provision for loan losses 3,590 2,239
Stock compensation expense - 7
Decrease (increase) in interest receivable 2,666 (585)
Decrease in other assets 670 396
Net change in deferred taxes (455) (61)
Decrease in interest payable (498) (367)
Increase in other liabilities 8,708 1,245
Increase in loans held for sale (3,371) (55)
Gain on sale of securities available for sale (13,796) (2,092)
Net other-than-temporary impairment losses 900 -
Loss on sale of assets - 2
Loss on sale of other real estate owned 1 6
Net cash provided by operating activities 15,112 7,733

INVESTING ACTIVITIES:
Proceeds from sales of investment securities available for sale 124,567 9,341
Proceeds from sales of mortgage-backed securities available for sale 53,170 95,755
Proceeds from maturities of investment securities available for sale 40,800 31,114
Proceeds from maturities of mortgage-backed securities available for sale 48,759 28,394
Proceeds from maturities of mortgage-backed securities held to maturity 9,653 7,877
Purchases of investment securities available for sale (30,720) (100,812)
Purchases of mortgage-backed securities available for sale (184,673) (116,652)
Purchases of mortgage-backed securities held to maturity (41,461) (1,664)
Purchases of FHLB stock and other investments (46) (6,325)
Net decrease (increase) in loans 4,715 (21,614)
Purchases of premises and equipment (1,804) (652)
Proceeds from sales of premises and equipment - 358
Proceeds on bank owned life insurance 511 -
Proceeds from sales of other real estate owned 217 75
Proceeds from sales of repossessed assets 594 860
Net cash provided by (used in) investing activities 24,282 (73,945)

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 FLOWS (continued)
(UNAUDITED)
(in thousands)

Three Months Ended
March 31,

2009 2008
FINANCING ACTIVITIES:
 Net decrease in demand and savings accounts (19,520) (2,084)
 Net increase (decrease) in certificates of deposit 143,301 (86,679) 
 Net increase in federal funds purchased and repurchase agreements 224 1,997
 Proceeds from FHLB Advances 1,195,000 4,012,699
 Repayment of FHLB Advances (1,336,973) (3,871,772)
 Net capital distributions from non-controlling interest in consolidated entities (992) (286)
 Tax benefit of incentive stock options 164 14
 Purchase of common stock (430) -
 Proceeds from the issuance of common stock 828 264
 Dividends paid (1,825) (1,577)
      Net cash (used in) provided by financing activities (20,223) 52,576

Net increase (decrease) in cash and cash equivalents 19,171 (13,636)
Cash and cash equivalents at beginning of period 66,774 76,004
Cash and cash equivalents at end of period $ 85,945 $ 62,368

SUPPLEMENTAL DISCLOSURES FOR CASH FLOW INFORMATION:
 Interest paid $ 14,921 $ 17,093
 Income taxes paid 500 500

SUPPLEMENTAL DISCLOSURES OF NONCASH INVESTING AND FINANCING
ACTIVITIES:
 Acquisition of other repossessed assets and real estate through foreclosure $ 4,238 $ 1,240
 5% stock dividend 13,505 14,246
 Adjustment to pension liability (321) (121)
 Unsettled trades to purchase securities (58,307) (6,899)
 Unsettled trades to sell securities - 19,287

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

5
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SOUTHSIDE BANCSHARES, INC. AND SUBSIDIARIES
NOTES TO FINANCIAL STATEMENTS

1.         Basis of Presentation

In this report, the words “the Company,” “we,” “us,” and “our” refer to the combined entities of Southside Bancshares, Inc.
and its subsidiaries.  The words “Southside” and “Southside Bancshares” refer to Southside Bancshares, Inc.  The words
“Southside Bank” and “the Bank” refer to Southside Bank (which, subsequent to the internal merger of Fort Worth
National Bank (“FWNB”) with and into Southside Bank, includes FWNB).  The word “FWBS” refers to Fort Worth
Bancshares, Inc.  The word “SFG” refers to Southside Financial Group, LLC., of which Southside owns a 50% interest
and consolidates for financial reporting.

The consolidated balance sheet as of March 31, 2009, and the related consolidated statements of income, shareholders'
equity and cash flows and notes to the financial statements for the three month period ended March 31, 2009 and 2008
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 our Annual Report on Form 10-K for the year ended
December 31, 2008. For a description of our significant accounting and reporting policies, refer to Note 1 of the Notes
to Financial Statements in our Annual Report on Form 10-K for the year ended December 31, 2008.

On April 9, 2009, we declared a 5% stock dividend payable to shareholders of record as of April 28, 2009, and
payable on May 14, 2009.  All share data has been adjusted to give retroactive recognition to stock splits and stock
dividends.  

2.         Earnings Per Share

Earnings per share attributable to Southside Bancshares, Inc. 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
Ended March 31,

2009 2008
    Basic and Diluted Earnings:
       Net Income - Southside Bancshares, Inc. $ 14,145 $ 5,546

      Basic weighted-average shares outstanding 14,750 14,496
       Add:   Stock options 210 372
       Diluted weighted-average shares outstanding 14,960 14,868

    Basic Earnings Per Share:
       Net Income - Southside Bancshares, Inc. $ 0.96 $ 0.38
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    Diluted Earnings Per Share:
       Net Income - Southside Bancshares, Inc. $ 0.95 $ 0.37

For the three month period ended March 31, 2009 and 2008, there were no antidilutive options.

6
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3.  Comprehensive Income

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

Three Months Ended March 31, 2009

Before-Tax
Tax

(Expense) Net-of-Tax
Amount Benefit Amount

Unrealized gains on securities:
Unrealized holding gains arising during period $ 16,776 $ (5,872) $ 10,904
Less:  reclassification adjustment for gains
   included in net income 13,796 (4,829) 8,967
Less:  other-than-temporary impairment charges
 on AFS securities included in net income (900) 315 (585)
Net unrealized gains on securities 3,880 (1,358) 2,522
   Change in pension plans 321 (112) 209
Other comprehensive income $ 4,201 $ (1,470) $ 2,731

Three Months Ended March 31, 2008

Before-Tax
Tax

(Expense) Net-of-Tax
Amount Benefit Amount

Unrealized gains on securities:
Unrealized holding gains arising during period $ 10,963 $ (3,880) $ 7,083
Less:  reclassification adjustment for gains
  included in net income 2,092 (732) 1,360
Net unrealized gains on securities 8,871 (3,148) 5,723
   Change in pension plans 121 72 193
Other comprehensive income $ 8,992 $ (3,076) $ 5,916

7
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4. Securities

The amortized cost and estimated market value of investment and mortgage-backed securities as of March 31, 2009
and December 31, 2008, are reflected in the tables below (in thousands):

March 31, 2009

AVAILABLE FOR SALE:
Amortized

Cost

Gross
Unrealized

Gains

Gross
Unrealized

Losses

Estimated
Market
Value

Investment Securities:
   U.S. Treasury $ 4,972 $ 14 $ - $ 4,986
   Government Sponsored Enterprise Debentures 30,402 129 1 30,530
   State and Political Subdivisions 119,599 1,302 2,485 118,416
   Other Stocks and Bonds 5,811 - 4,987 824
Mortgage-backed Securities:
   U.S. Government Agencies 163,414 4,782 1 168,195
   Government Sponsored Enterprises 941,657 27,196 221 968,632
Total $ 1,265,855 $ 33,423 $ 7,695 $ 1,291,583

March 31, 2009

HELD TO MATURITY:
Amortized

Cost

Gross
Unrealized

Gains

Gross
Unrealized

Losses

Estimated
Market
Value

Investment Securities:
   Other Stocks and Bonds $ 478 $ - $ 17 $ 461
Mortgage-backed Securities:
   U.S. Government Agencies 21,358 481 - 21,839
   Government Sponsored Enterprises 202,518 3,651 59 206,110
Total $ 224,354 $ 4,132 $ 76 $ 228,410

December 31, 2008

Amortized
Gross

Unrealized
Gross

Unrealized
Estimated

Market
AVAILABLE FOR SALE: Cost Gains Losses Value
Investment Securities:
U.S. Treasury $ 5,008 $ 23 $ – $ 5,031
Government Sponsored Enterprise Debentures 60,325 227 1 60,551
State and Political Subdivisions 203,052 10,154 1,612 211,594
Other Stocks and Bonds 6,711 – 5,509 1,202
Mortgage-backed Securities:
U.S. Government Agencies 166,123 2,405 229 168,299
Government Sponsored Enterprises 841,737 17,984 1,507 858,214
Total $ 1,282,956 $ 30,793 $ 8,858 $ 1,304,891

December 31, 2008

Amortized
Gross

Unrealized
Gross

Unrealized
Estimated

Market
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HELD TO MATURITY: Cost Gains Losses Value
Investment Securities:
   Other Stocks and Bonds $ 478 $ 9 $ – $ 487
Mortgage-backed Securities:
   U.S. Government Agencies 22,778 300 – 23,078
   Government Sponsored Enterprises 134,509 1,890 26 136,373
Total $ 157,765 $ 2,199 $ 26 $ 159,938

8
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The following table represents the unrealized loss on securities for the three months ended March 31, 2009 and year
ended December 31, 2008 (in thousands):

Less Than 12 Months More Than 12 Months Total

Fair Value
Unrealized

Loss Fair Value
Unrealized

Loss Fair Value
Unrealized

Loss
As of March 31, 2009:

Available for Sale
Government Sponsored
Enterprise Debentures $ 4,993 $ 1 $ – $ – $ 4,993 $ 1
State and Political Subdivisions 54,904 2,012 6,944 473 61,848 2,485
Other Stocks and Bonds – – 824 4,987 824 4,987
Mortgage-Backed Securities 34,157 164 12,976 58 47,133 222
Total $ 94,054 $ 2,177 $ 20,744 $ 5,518 $ 114,798 $ 7,695

Held to Maturity
Other Stocks and Bonds $ 461 $ 17 $ – $ – $ 461 $ 17
Mortgage-Backed Securities 11,276 59 – – 11,276 59
Total $ 11,737 $ 76 $ – $ – $ 11,737 $ 76

As of December 31, 2008:

Available for Sale
Government Sponsored
Enterprise Debentures $ 29,999 $ 1 $ – $ – $ 29,999 $ 1
State and Political Subdivisions 45,686 1,496 1,193 116 46,879 1,612
Other Stocks and Bonds 253 89 949 5,420 1,202 5,509
Mortgage-Backed Securities 116,616 1,517 17,174 219 133,790 1,736
Total $ 192,554 $ 3,103 $ 19,316 $ 5,755 $ 211,870 $ 8,858

Held to Maturity
Mortgage-Backed Securities $ 1,212 $ 1 $ 4,540 $ 25 $ 5,752 $ 26
Total $ 1,212 $ 1 $ 4,540 $ 25 $ 5,752 $ 26

The turmoil in the capital markets had a significant impact on our estimate of fair value for certain of our
securities.  We believe the market values are reflective of a combination of illiquidity and credit impairment.  At
March 31, 2009 we have, in Available for Sale (“AFS”) Other Stocks and Bonds, $5.1 million cost basis in pooled trust
preferred securities (“TRUPs”).  Those securities are structured products with cash flows dependent upon securities
issued by U.S. financial institutions, including banks and insurance companies.  Our estimate of fair value at March
31, 2009 for the TRUPs is approximately $373,000 and reflects the market illiquidity.  With the exception of the
TRUPs, to the best of management’s knowledge and based on our consideration of the qualitative factors associated
with each security, there were no securities in our investment and mortgage-backed securities portfolio at March 31,
2009 with an other-than-temporary impairment.

Given the facts and circumstances associated with the TRUPs we performed detailed cash flow modeling for each
TRUP using an industry accepted model. Prior to loading the required assumptions into the model we reviewed the
financial condition of each of the underlying issuing banks within the TRUP collateral pool that had not deferred or
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defaulted as of March 31, 2009.  Management’s best estimate of a deferral assumption was assigned to each issuing
bank based on the category in which it fell.  Our analysis of the underlying cash flows contemplated various default,
deferral and recovery scenarios to arrive at our best estimate of cash flows.  Based on that detailed analysis we have
concluded that the other-than-temporary impairment which captures the credit component in compliance with the new
Financial Accounting Standards Board (“FASB”) Staff Position (“FSP”), SFAS 115-2 and SFAS 124-2, “Recognition and
Presentation of Other-Than-Temporary Impairments,” was estimated at $900,000 at March 31, 2009 and the non credit
charge to other comprehensive income was estimated at $4.7 million.  Therefore, the carrying amount of the TRUPs
was written down with $900,000 recognized in earnings as of March 31, 2009.  The cash flow model assumptions
represent management’s best estimate and consider a variety of qualitative factors, which include, among others, the
credit rating downgrades, severity and duration of the mark-to-market loss, and structural nuances of each
TRUP.  Management believes the detailed review of the collateral and cash flow modeling support the conclusion that
the TRUPs had an other-than-temporary impairment at March 31, 2009.  We will continue to update our assumptions
and the resulting analysis each reporting period to reflect changing market conditions.  Additionally, we do not
currently intend to sell the TRUPs and it is not more likely than not that we will be required to sell the TRUPs before
the anticipated recovery of their amortized cost basis.

9
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The table below provides more detail on the TRUPs (dollars in thousands).

 TRUP Par Credit
Loss

Amortized
Cost

Fair
Value

Tranche Credit
Rating

1 $ 2,000 $ 200 $ 1,800 $   87 C1 Ca
2 2,000   50 1,950 169 B1 Ca
3 2,000 650 1,350 117 B1 Ca

Amounts related to credit losses recognized in earnings as of March 31, 2009 are as follows (in thousands):

Beginning Balance $ –

Addition for the amount related to credit loss for which an other-than-temporary impairment was not
previously recognized 900

Ending balance of amount related to credit losses on debt securities held by the entity at the end of the
period for which a portion of an other-than-temporary impairment was recognized in comprehensive
income $ 900

There were no securities transferred from AFS to HTM during the three months ended March 31, 2009 and
2008.  There were no sales from the HTM portfolio during the three months ended March 31, 2009 or 2008.  There
were $224.4 million of securities classified as HTM for the three months ended March 31, 2009.  There were $157.8
million of securities classified as HTM for the year ended December 31, 2008.

Of the $13.8 million in net securities gains from the AFS portfolio for the three months ending March 31, 2009, there
were $13.9 million in realized gains and $0.1 million in realized losses.  Of the $2.1 million in net securities gains
from the AFS portfolio for the three months ending March 31, 2008, there were $2.1 million in realized gains and
$3,000 in realized losses.

10
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The amortized cost and fair value of securities at March 31, 2009, are presented below by contractual
maturity.  Expected maturities may differ from contractual maturities because issuers may have the right to call or
prepay obligations.  Mortgage-backed securities are presented in total by category due to the fact that
mortgage-backed securities typically are issued with stated principal amounts, and the securities are backed by pools
of mortgages that have loans with varying maturities.  The characteristics of the underlying pool of mortgages, such as
fixed-rate or adjustable-rate, as well as prepayment risk, are passed on to the certificate holder.  The term of a
mortgage-backed pass-through security thus approximates the term of the underlying mortgages and can vary
significantly due to prepayments.

March 31, 2009
Amortized

Cost Fair Value
(in thousands)

Available for sale securities:

Investment Securities
Due in one year or less $ 38,990 $ 39,190
Due after one year through five years 12,304 12,601
Due after five years through ten years 21,915 22,175
Due after ten years 87,575 80,790

160,784 154,756
Mortgage-backed securities 1,105,071 1,136,827
Total $ 1,265,855 $ 1,291,583

Amortized
Cost Fair Value

(in thousands)

Held to maturity securities:

Investment Securities
Due in one year or less $ – $ –
Due after one year through five years – –
Due after five years through ten years 478 461
Due after ten years – –

478 461
Mortgage-backed securities 223,876 227,949
Total $ 224,354 $ 228,410

Investment and mortgage-backed securities with book values of $932.1 million at March 31, 2009 and $952.6 million
at December 31, 2008 were pledged to collateralize Federal Home Loan Bank (“FHLB”) advances, repurchase
agreements, public funds and trust deposits or for other purposes as required by law.

11
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5. Loans and Allowance for Probable Loan Losses

The following table sets forth loan totals by category for the periods presented (in thousands):

At At

March 31,
December

31,
2009 2008

Real Estate Loans:
   Construction $ 109,842 $ 120,153
   1-4 Family Residential 238,403 238,693
   Other 182,838 184,629
Commercial Loans 164,331 165,558
Municipal Loans 136,533 134,986
Loans to Individuals 180,513 178,530
Total Loans $ 1,012,460 $ 1,022,549

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

Three Months
Ended March 31,

2009 2008
   Allowance for Loan Losses

Balance at beginning of period $ 16,112 $ 9,753
Provision for loan losses 3,590 2,239
Loans charged off (2,704) (1,858)
Recoveries of loans charged off 434 477
Balance at end of period $ 17,432 $ 10,611

  Reserve for Unfunded Loan Commitments

  Balance at beginning of period $ 7 $ 50
     Provision for losses on unfunded loan
      commitments – 20
  Balance at end of period $ 7 $ 70

12
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6.  Goodwill and Core Deposit Intangible Assets

Goodwill.  Goodwill totaled $22.0 million at March 31, 2009 and December 31, 2008.

We measured our goodwill for impairment at December 31, 2008.  As a result of merging FWNB into Southside Bank
in the third quarter of 2008, we have identified Southside Bank as the sole operating segment and reporting unit for
our impairment assessment.

Step one of the impairment test involves comparing the fair value of the reporting unit which, in our case, is the entire
entity, to the carrying value of the reporting unit.  If the fair value of the reporting unit is greater than the carrying
value of the reporting unit, no additional testing is required. If the fair value of the reporting unit is less than the
carrying value of the reporting unit, step two of the impairment test must be performed.  At December 31, 2008, the
fair value of the reporting unit was greater than the carrying value of the reporting unit.  As a result, we did not record
any goodwill impairment for the year ended December 31, 2008.  As of March 31, 2009, there were no trigger events
to warrant an updated impairment analysis.

During the fourth quarter of 2007, we recorded core deposit intangibles totaling $2.0 million in connection with the
acquisition of FWBS.  Core deposit intangibles are amortized on an accelerated basis over their estimated lives, which
range from four to ten years.

Core Deposit Intangibles.  Core deposit intangible assets were as follows (in thousands):

Gross
Intangible

Assets
Accumulated
Amortization

Net
Intangible

Assets

March 31, 2009
   Core deposits $ 2,047 $ (670) $ 1,377

$ 2,047 $ (670) $ 1,377

December 31, 2008
   Core deposits $ 2,047 $ (568) $ 1,479

$ 2,047 $ (568) $ 1,479

For the three months ended March 31, 2009 and 2008, amortization expense related to intangible assets totaled
$102,000 and $117,000, respectively.  The estimated aggregate future amortization expense for intangible assets
remaining as of March 31, 2009 is as follows (in thousands):

Remainder of 2009 $ 281
2010 319
2011 255
2012 198
2013 146
Thereafter 178

$ 1,377

Edgar Filing: SOUTHSIDE BANCSHARES INC - Form 10-Q

22



13

Edgar Filing: SOUTHSIDE BANCSHARES INC - Form 10-Q

23



7. Long-term Obligations

Long-term obligations are summarized as follows (in thousands):

March 31,
December

31,
2009 2008

Federal Home Loan Bank Advances (1)
   Varying maturities to 2028 $ 657,864 $ 655,489

Long-term Debt (2)
   Southside Statutory Trust III Due 2033 (3) 20,619 20,619
   Southside Statutory Trust IV Due 2037 (4) 23,196 23,196
   Southside Statutory Trust V Due 2037 (5) 12,887 12,887
   Magnolia Trust Company I Due 2035 (6) 3,609 3,609
      Total Long-term Debt 60,311 60,311
      Total Long-term Obligations $ 718,175 $ 715,800

(1)           At March 31, 2009, the weighted average cost of these advances was 3.63%.
(2)This long-term debt consists of trust preferred securities that qualify under the risk-based capital guidelines as Tier

1 capital, subject to certain limitations.
(3)This debt carries an adjustable rate of 4.16% through June 29, 2009 and adjusts quarterly at a rate equal to

three-month LIBOR plus 294 basis points.
(4)This debt carries a fixed rate of 6.518% through October 30, 2012 and thereafter, adjusts quarterly at a rate equal

to three-month LIBOR plus 130 basis points.
(5)This debt carries a fixed rate of 7.48% through December 15, 2012 and thereafter, adjusts quarterly at a rate equal

to three-month LIBOR plus 225 basis points.
(6)This debt carries an adjustable rate of 3.05063% through May 25, 2009 and thereafter, adjusts quarterly at a rate

equal to three-month LIBOR plus 180 basis points.

8.  Employee Benefit Plans

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

Three Months Ended March 31,
Defined Benefit

Pension Plan Restoration Plan
2009 2008 2009 2008

Service cost $ 339 $ 327 $ 23 $ 15
Interest cost 641 618 60 45
Expected return on assets (678) (732) – –
Net loss recognition 293 113 39 19
Prior service credit amortization (10) (10) (1) (1)
Net periodic benefit cost $ 585 $ 316 $ 121 $ 78

Employer Contributions
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We previously disclosed in our financial statements for the year ended December 31, 2008, that we expected to
contribute $6.0 million to our defined benefit pension plan and $80,000 to our post retirement benefit plan in
2009.  On April 9, 2009, a $3.0 million contribution was made to the defined benefit plan.  Contributions of $20,000
had been made to the post retirement benefit plan as of March 31, 2009.

9.  Incentive Stock Options

In April 1993, we 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.

As of March 31, 2009 and 2008, there were no nonvested shares.  For the three months ended March 31, 2009, there
was no stock-based compensation expense. For the three months ended March 31, 2008, we recorded approximately
$7,000 of stock-based compensation expense.  As of March 31, 2009 and 2008, there was no unrecognized
compensation cost related to the ISO Plan for nonvested options granted in March 2003.

14
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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 six years; and expected volatility of 28.90%.

Under the ISO Plan, we were 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.  No stock options
have been available for grant under the ISO Plan since its expiration in March 2003.  

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 ten years.  All options vest on a
graded schedule, 20% per year for five years, beginning on the first anniversary date of the grant date.

A summary of the status of our stock options as of March 31, 2009 and the changes during the three months ended on
those dates is presented below:

Number of
Options

Weighted
Average Exercise

Prices

Weighted
Average

Remaining
Contract Life

(Years)

Aggregate
Intrinsic
Value

 (in
thousands)

Outstanding at December 31, 2008 333,474 $ 5.16 – –
Exercised (122,576) $ 4.96 – –
Cancelled – $ – – –
Outstanding at March 31, 2009 210,898 $ 5.27 1.39 $ 2,687
Exercisable at March 31, 2009 210,898 $ 5.27 1.39 $ 2,687

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 three months ended March 31, 2009 and
2008 were $1.2 million and $136,000, respectively.

Cash received from stock option exercises for the three months ended March 31, 2009 and 2008 was $178,000 and
$52,000, respectively.  The tax benefit realized for the deductions related to the stock option exercises were $164,000
and $14,000 for the three months ended March 31, 2009 and 2008, respectively.

On April 16, 2009, our shareholders approved the Southside Bancshares, Inc. 2009 Incentive Plan (the “2009 Incentive
Plan”), a stock-based incentive compensation plan.  A total of 1,000,000 shares of our common stock are reserved and
available for issuance pursuant to awards granted under the 2009 Incentive Plan.  As of May 1, 2009, no awards had
been granted under this plan.  The 2009 Incentive Plan was filed as Exhibit 99.1 to our Form 8-K filed April 20, 2009.

10.  Fair Value Measurement

Effective January 1, 2008, we adopted the provisions of Statement of Financial Accounting Standards (“SFAS”)  157,
"Fair Value Measurements," for financial assets. In accordance with FSP No. 157-2, "Effective Date of FASB
Statement No. 157," we delayed application of SFAS 157 for non-financial assets, until January 1, 2009. SFAS 157
defines fair value, establishes a framework for measuring fair value in accordance with GAAP and expands
disclosures about fair value measurements.  The application of SFAS 157 in situations where the market for a
financial asset is not active was clarified by the issuance of FSP No. SFAS 157-3, “Determining the Fair Value of a
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Financial Asset When the Market for That Asset Is Not Active,” in October 2008.  FSP No. SFAS 157-3 became
effective for our interim financial statements as of September 30, 2008 and did not significantly impact the methods
by which we determine the fair value of our financial assets at March 31, 2009.

FSP SFAS 157-4, “Determining Fair Value When the Volume and Level of Activity for the Asset or Liability Have
Significantly Decreased and Identifying Transactions That Are Not Orderly.” FSP SFAS 157-4 affirms that the
objective of fair value when the market for an asset is not active is the price that would be received to sell the asset in
an orderly transaction, and clarifies and includes additional factors for determining whether there has been a
significant decrease in market activity for an asset when the market for that asset is not active. FSP SFAS 157-4
requires an entity to base its conclusion about whether a transaction was not orderly on the weight of the evidence.
FSP SFAS 157-4 also amended SFAS 157, “Fair Value Measurements,” to expand certain disclosure requirements.  We
adopted the provisions of FSP 157-4 during the first quarter of 2009. Adoption of FSP SFAS 157-4 did not
significantly impact our financial statements.

15
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SFAS 157 defines fair value as the price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants. A fair value measurement assumes that the transaction to sell the
asset or transfer the liability occurs in the principal market for the asset or liability or, in the absence of a principal
market, the most advantageous market for the asset or liability. The price in the principal (or most advantageous)
market used to measure the fair value of the asset or liability shall not be adjusted for transaction costs. An orderly
transaction is a transaction that assumes exposure to the market for a period prior to the measurement date to allow for
marketing activities that are usual and customary for transactions involving such assets and liabilities; it is not a forced
transaction. Market participants are buyers and sellers in the principal market that are (i) independent,
(ii) knowledgeable, (iii) able to transact and (iv) willing to transact.

SFAS 157 requires the use of valuation techniques that are consistent with the market approach, the income approach
and/or the cost approach.  Inputs to valuation techniques refer to the assumptions that market participants would use in
pricing the asset or liability.  SFAS 157 also requires an entity to consider all aspects of nonperforming risk, including
the entities’ own credit standing when measuring fair value of a liability.  Inputs may be observable, meaning those
that reflect the assumptions market participants would use in pricing the asset or liability developed based on market
data obtained from independent sources, or unobservable, meaning those that reflect the reporting entity’s own
assumptions about the assumptions market participants would use in pricing the asset or liability developed based on
the best information available in the circumstances.  SFAS 157 establishes a fair value hierarchy for valuation inputs
that gives the highest priority to quoted prices in active markets for identical assets or liabilities and the lowest priority
to unobservable inputs. The fair value hierarchy is as follows:

Level 1 Inputs - Unadjusted quoted prices in active markets for identical assets or liabilities that the reporting entity
has the ability to access at the measurement date.

Level 2 Inputs - Inputs other than quoted prices included in Level 1 that are observable for the asset or liability, either
directly or indirectly. These might include quoted prices for similar assets or liabilities in active markets, quoted prices
for identical or similar assets or liabilities in markets that are not active, inputs other than quoted prices that are
observable for the asset or liability (such as interest rates, volatilities, prepayment speeds, credit risks, etc.) or inputs
that are derived principally from or corroborated by market data by correlation or other means.

Level 3 Inputs - Unobservable inputs for determining the fair values of assets or liabilities that reflect an entity's own
assumptions about the assumptions that market participants would use in pricing the assets or liabilities.

A description of the valuation methodologies used for assets and liabilities measured at fair value, as well as the
general classification of such instruments pursuant to the valuation hierarchy, is set forth below.

Securities Available for Sale - Securities classified as available for sale primarily consist of U. S. Treasuries,
government sponsored enterprise debentures, mortgage-backed securities, and municipal bonds and to a lesser extent
TRUPs and equity securities.  We use quoted market prices of identical assets on active exchanges, or Level 1
measurements where possible.  Where such quoted market prices are not available, we typically employ quoted
market prices of similar instruments (including matrix pricing) and/or discounted cash flows using observable inputs
to estimate a value of these securities, or Level 2 measurements.  Discounted cash flow analyses are typically based on
market interest rates, prepayment speeds and/or option adjusted spreads.  Level 3 measurements include a range of fair
value estimates in the marketplace as a result of the illiquid market specific to the type of security or discounted cash
flow analyses based on assumptions that are not readily observable in the market place.  Such assumptions include
projections of future cash flows, including loss assumptions and discount rates.

Certain financial assets are measured at fair value on a potentially recurring basis in accordance with GAAP.
Adjustments to the fair value of these assets usually result from the application of lower-of-cost-or-market accounting
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or write-downs of individual assets.

Loans Held for Sale - These loans are reported at the lower of cost or fair value. Fair value is determined based on
expected proceeds based on sales contracts and commitments and are considered Level 2 inputs.   At March 31, 2009,
based on our estimates of fair value no valuation allowance was recognized.

Impaired Loans – Certain impaired loans may be reported at the fair value of the underlying collateral if repayment is
expected solely from the collateral.  Collateral values are estimated using Level 3 inputs based on customized
discounting criteria or appraisals.  At March 31, 2009, the impact of loans with specific reserves based on the fair
value of the collateral were reflected in our allowance for loan losses.

16
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Certain non-financial assets and non-financial liabilities measured at fair value on a recurring basis include reporting
units measured at fair value in the first step of a goodwill impairment test. Certain non-financial assets measured at
fair value on a non-recurring basis include non-financial assets and non-financial liabilities measured at fair value in
the second step of a goodwill impairment test, as well as intangible assets and other non-financial long-lived assets
(such as real estate owned) are measured at fair value in the event of an impairment. The framework prescribed by
SFAS 157 became applicable to these fair value measurements beginning January 1, 2009.

The following tables summarize financial assets and financial liabilities measured at fair value on a recurring basis as
of March 31, 2009 and December 31, 2008, segregated by the level of the valuation inputs within the fair value
hierarchy utilized to measure fair value (in thousands):

As of March 31, 2009
Level 1 Level 2 Level 3 Total

Securities Available For Sale Input Input Input Fair Value

Investment Securities:
U.S. Treasury $ 4,986 $ – $ – $ 4,986
Government Sponsored Enterprise Debentures – 30,530 – 30,530
State and Political Subdivisions – 118,416 – 118,416
Other Stocks and Bonds 451 – 373 824
Mortgage-backed Securities:
U.S. Government Agencies – 168,195 – 168,195
Government Sponsored Enterprise – 968,632 – 968,632
Total $ 5,437 $ 1,285,773 $ 373 $ 1,291,583

As of December 31, 2008
Level 1 Level 2 Level 3 Total

Securities Available For Sale Input Input Input Fair Value

Investment Securities:
U.S. Treasury $ 5,031 $ – $ – $ 5,031
Government Sponsored Enterprise Debentures – 60,551 – 60,551
State and Political Subdivisions – 211,594 – 211,594
Other Stocks and Bonds 556 – 646 1,202
Mortgage-backed Securities:
U.S. Government Agencies – 168,299 – 168,299
Government Sponsored Enterprise – 858,214 – 858,214
Total $ 5,587 $ 1,298,658 $ 646 $ 1,304,891

The following table presents additional information about financial assets and liabilities measured at fair value at
March 31, 2009 and 2008 on a recurring basis and for which we have utilized Level 3 inputs to determine fair value
(in thousands):

March 31,
2009

March 31,
2008

Other Stocks and Bonds
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Balance at Beginning of Period $ 646 $ 5,541

Total gains or losses (realized/unrealized):
  Included in earnings (or changes in net assets) (900) –
Included in other comprehensive income (loss) 627 (263)
Purchases, issuances and settlements – –
Transfers in and/or out of Level 3 – –
Balance at End of Period $ 373 $ 5,278

The amount of total gains or losses for the periods included in earnings (or changes in net
assets) attributable to the change in unrealized gains or losses relating to assets still held
at reporting date $ (900) $ –

11.  Accounting Pronouncements

Statements of Financial Accounting Standards (“SFAS”)

SFAS No. 141, “Business Combinations (Revised 2007).”  SFAS 141R replaces SFAS 141, “Business Combinations,” and
applies to all transactions and other events in which one entity obtains control over one or more other
businesses.  SFAS 141R requires an acquirer, upon initially obtaining control of another entity, to recognize the assets,
liabilities and any non-controlling interest in the acquiree at fair value as of the acquisition date.  Contingent
consideration is required to be recognized and measured at fair value on the date of acquisition rather than at a later
date when the amount of that consideration may be determinable beyond a reasonable doubt.  This fair value approach
replaces the cost-allocation process required under SFAS 141 whereby the cost of an acquisition was allocated to the
individual assets acquired and liabilities assumed.  Under SFAS 141R, the requirements of SFAS 146, “Accounting for
Costs Associated with Exit or Disposal Activities,” would have to be met in order to accrue for a restructuring plan in
purchase accounting.  Pre-acquisition contingencies are to be recognized at fair value, unless it is a non-contractual
contingency that is not likely to materialize, in which case, nothing should be recognized in purchase accounting and,
instead, that contingency would be subject to the probable and estimable recognition criteria of SFAS 5, “Accounting
for Contingencies.”  SFAS 141R is expected to have a significant impact on our accounting for business combinations
closing on or after January 1, 2009.
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SFAS No. 160, “Noncontrolling Interest in Consolidated Financial Statements, an amendment of ARB Statement No.
51.”  SFAS 160 amends Accounting Research Bulletin (“ARB”) No. 51, “Consolidated Financial Statements,” to establish
accounting and reporting standards for the non-controlling interest in a subsidiary and for deconsolidation of a
subsidiary.  SFAS 160 clarifies that a non-controlling interest in a subsidiary, which is sometimes referred to as
minority interest, is an ownership interest in the consolidated entity that should be reported as a component of equity
in the consolidated financial statements.  Among other requirements, SFAS 160 requires consolidated net income to
be reported at amounts that include the amounts attributable to both the parent and the non-controlling interest.  It also
requires disclosure, on the face of the consolidated income statement, of the amounts of consolidated net income
attributable to the parent and to the non-controlling interest.  We adopted SFAS 160 on January 1, 2009 and it did not
have a significant impact on our financial statements.

FASB Staff Positions (“FSP”)

FSP No. FAS 140-4 and FIN 46(R)-8, “Disclosure by Public Entities (Enterprises) about Transfers of Financial Assets
and Interests in Variable Interest Entities.”  On December 11, 2008 the FASB issued FSP 140-4 and FIN 46(R)-8,
which requires additional disclosure regarding Transfers of Financial Assets and Variable Interest Entities. FSP 140-4
and FIN 46(R)-8 became effective for the first interim or annual reporting period ending after December 15, 2008. We
do not securitize our loans or other financial assets, therefore, the portion of FSP in relation to FAS 140-4 did not have
a material impact on our consolidated financial statements.  We included additional disclosure in relation to our
variable interest entity in our consolidated financial statements.  We adopted FSP No. FAS 140-4 and FIN 46(R)-8 as
of December 31, 2008.  The adoption did not have a material impact on our consolidated financial statements.

FSP No. 132(R)-1, “Employers’ Disclosures about Postretirement Benefit Plan Assets.” FSP 132(R)-1 provides guidance
related to an employer’s disclosures about plan assets of defined benefit pension or other postretirement benefit plans.
Under FSP 132(R)-1, disclosures should provide users of financial statements with an understanding of how
investment allocation decisions are made, the factors that are pertinent to an understanding of investment policies and
strategies, the major categories of plan assets, the inputs and valuation techniques used to measure the fair value of
plan assets, the effect of fair value measurements using significant unobservable inputs on changes in plan assets for
the period and significant concentrations of risk within plan assets. The disclosures required by FSP 132(R)-1 will be
included in our consolidated financial statements beginning with the financial statements for the year-ended
December 31, 2009.

FSP No. EITF 99-20-1, "Amendments to the Impairment and Interest Income Measurement Guidance of EITF Issue
No. 99-20.”  On January 12, 2009, the FASB issued FSP No. EITF 99-20-1.  FSP EITF 99-20-1 changed the guidance
for the determination of whether an impairment of certain non-investment grade, beneficial interests in securitized
financial assets is considered other-than-temporary. The adoption of FSP EITF 99-20-1, effective December 31, 2008,
was applied and considered during management's other-than-temporary impairment analysis and conclusion.

FSP SFAS 157-4, “Determining Fair Value When the Volume and Level of Activity for the Asset or Liability Have
Significantly Decreased and Identifying Transactions That Are Not Orderly.” FSP SFAS 157-4 affirms that the
objective of fair value when the market for an asset is not active is the price that would be received to sell the asset in
an orderly transaction, and clarifies and includes additional factors for determining whether there has been a
significant decrease in market activity for an asset when the market for that asset is not active. FSP SFAS 157-4
requires an entity to base its conclusion about whether a transaction was not orderly on the weight of the evidence.
FSP SFAS 157-4 also amended SFAS 157, “Fair Value Measurements,” to expand certain disclosure requirements. We
adopted the provisions of FSP 157-4 during the first quarter of 2009. Adoption of FSP SFAS 157-4 did not
significantly impact our financial statements.
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FSP SFAS 115-2 and SFAS 124-2, “Recognition and Presentation of Other-Than-Temporary Impairments.” FSP
SFAS 115-2 and SFAS 124-2 (i) changes existing guidance for determining whether an impairment is
other-than-temporary to debt securities and (ii) replaces the existing requirement that the entity’s management assert it
has both the intent and ability to hold an impaired security until recovery with a requirement that management assert:
(a) it does not have the intent to sell the security; and (b) it is more likely than not it will not have to sell the security
before recovery of its cost basis. Under FSP SFAS 115-2 and SFAS 124-2, declines in the fair value of
held-to-maturity and available-for-sale securities below their cost that are deemed to be other-than-temporary are
reflected in earnings as realized losses to the extent the impairment is related to credit losses. The amount of the
impairment related to other factors is recognized in other comprehensive income. We adopted the provisions of
FSP SFAS 115-2 and SFAS 124-2 during the first quarter of 2009. The adoption of FSP SFAS 115-2 and SFAS 124-2
was applied and considered during management’s other-than-temporary impairment analysis and conclusion.

FSP SFAS 107-1 and APB 28-1, “Interim Disclosures about Fair Value of Financial Instruments.” FSP SFAS 107-1 and
APB 28-1 amends SFAS 107, “Disclosures about Fair Value of Financial Instruments,” to require an entity to provide
disclosures about fair value of financial instruments in interim financial information and amends Accounting
Principles Board (APB) Opinion No. 28, “Interim Financial Reporting,” to require those disclosures in summarized
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financial information at interim reporting periods. Under FSP SFAS 107-1 and APB 28-1, a publicly traded company
shall include disclosures about the fair value of its financial instruments whenever it issues summarized financial
information for interim reporting periods. In addition, entities must disclose, in the body or in the accompanying notes
of its summarized financial information for interim reporting periods and in its financial statements for annual
reporting periods, the fair value of all financial instruments for which it is practicable to estimate that value, whether
recognized or not recognized in the statement of financial position, as required by SFAS 107. The new interim
disclosures required by FSP SFAS 107-1 and APB 28-1 will be included in our interim financial statements beginning
with the second quarter of 2009.

FSP SFAS 141R-1, “Accounting for Assets Acquired and Liabilities Assumed in a Business Combination That Arise
from Contingencies.” FSP SFAS 141R-1 amends the guidance in SFAS 141R to require that assets acquired and
liabilities assumed in a business combination that arise from contingencies be recognized at fair value if fair value can
be reasonably estimated. If fair value of such an asset or liability cannot be reasonably estimated, the asset or liability
would generally be recognized in accordance with SFAS 5, “Accounting for Contingencies,” and FASB Interpretation
(FIN) No. 14, “Reasonable Estimation of the Amount of a Loss.” FSP SFAS 141R-1 removes subsequent accounting
guidance for assets and liabilities arising from contingencies from SFAS 141R and requires entities to develop a
systematic and rational basis for subsequently measuring and accounting for assets and liabilities arising from
contingencies. FSP SFAS 141R-1 eliminates the requirement to disclose an estimate of the range of outcomes of
recognized contingencies at the acquisition date. For unrecognized contingencies, entities are required to include only
the disclosures required by SFAS 5. FSP SFAS 141R-1 also requires that contingent consideration arrangements of an
acquiree assumed by the acquirer in a business combination be treated as contingent consideration of the acquirer and
should be initially and subsequently measured at fair value in accordance with SFAS 141R. FSP SFAS 141R-1 is
effective for assets or liabilities arising from contingencies we acquire in business combinations occurring after
January 1, 2009.

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

Financial Instruments with Off-Balance-Sheet-Risk. In the normal course of business, we are a party to certain
financial instruments, with off-balance-sheet risk, to meet the financing needs of our 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 we have 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.

We had outstanding unused commitments to extend credit of $143.8 million and $130.0 million at March 31, 2009
and 2008, 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 March 31, 2009 and 2008 were $9.7 million and $8.6 million, respectively, and are
reflected in the due after one year category.  We had outstanding standby letters of credit of $5.0 million and $4.8
million at March 31, 2009 and 2008, respectively.

Edgar Filing: SOUTHSIDE BANCSHARES INC - Form 10-Q

34



The scheduled maturities of unused commitments as of March 31, 2009 and 2008 were as follows (in thousands):

March 31,
2009 2008

Unused commitments:
Due in one year or less $ 83,524 $ 80,982
Due after one year 60,282 48,998
Total $ 143,806 $ 129,980

We apply the same credit policies in making commitments and standby letters of credit as we do for on-balance-sheet
instruments.  We evaluate 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, property, plant, and equipment.
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Lease Commitments. We lease 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 we buy and sell securities.  There were $58.3 million of unsettled trades to
purchase and no unsettled trades to sell securities at March 31, 2009.  At December 31, 2008, there were no unsettled
trades to purchase and no unsettled trades to sell securities.

Litigation. We are involved with various litigation in the normal course of business.  Management, after consulting
with our legal counsel, believes that any liability resulting from litigation will not have a material effect on the
financial position and results of operations and our liquidity.

13.  Variable Interest Entities

Effective December 31, 2003, we adopted FASB Interpretation No. 46 (R) (“FIN 46 (R)”), “Consolidation of Variable
Interest Entities,” in connection with our consolidated financial statements.  FIN 46 (R) requires companies to
consolidate “variable interest entities” (“VIEs”) if those companies are the primary beneficiaries of those VIEs.

Southside Bank, our wholly-owned subsidiary, is the sole owner of Southside Venue I, LLC (“Venue”).  On August 21,
2007, SFG was formed and is considered a VIE in accordance with FIN 46 (R).  Venue has 50% ownership rights and
51% voting rights of SFG based on its investment of $500,000 in the entity.  The remaining 50% ownership rights are
held by an unrelated third party.  Southside Bank currently has extended credit to finance SFG’s activities.  Based on
the credit facility and investment, Southside Bank and Venue are obligated to absorb the majority of SFG’s expected
losses and receive a majority of SFG’s expected residual returns, and therefore Southside Bank is considered the
primary beneficiary of SFG.  SFG is accordingly consolidated by Southside Bank in accordance with FIN 46 (R).

SFG is a limited liability company that buys consumer loans secured by automobiles, primarily through the purchase
of existing automobile loan portfolios from lenders throughout the United States.  As of March 31, 2009, the total of
SFG’s automobile loan portfolios was approximately $84.4 million.  Southside Bank is the sole provider of financing
for SFG.  As of March 31, 2009, Southside Bank had extended credit of $80.0 million to finance SFG’s activities.
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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 our
operations, and should be read and reviewed in conjunction with the financial statements, and the notes thereto, in this
presentation and in our Annual Report on Form 10-K for the year ended December 31, 2008.

We reported an increase in net income for the three months ended March 31, 2009 compared to the same period in
2008.  Net income for the three months ended March 31, 2009 was $14.1 million, compared to $5.5 million for the
same period in 2008.

On April 9, 2009, we declared a 5% stock dividend payable to shareholders of record as of April 28, 2009, and
payable on May 14, 2009.  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 Southside Bancshares, Inc., 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 our beliefs, plans, expectations, objectives,
goals, anticipations, assumptions, estimates, intentions and future performance, and are subject to significant known
and unknown risks and uncertainties, which could cause our actual results to differ materially from the results
discussed in the forward-looking statements.  For example, discussions of the effect of our 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 we operate, including, without limitation, the deterioration of the subprime, mortgage, credit and liquidity
markets, which could cause further compression of the Company’s net interest margin, or a decline in the value of the
Company’s assets, which could result in realized losses;
•  legislation, regulatory changes or changes in monetary or fiscal policy that adversely affect the businesses in which

we are engaged, including the Federal Reserve’s actions with respect to interest rates and other regulatory responses
to current economic conditions;

•  adverse changes in the status or financial condition of the Government Sponsored Enterprises (the “GSEs”) impacting
the GSEs’ guarantees or ability to pay or issue debt;

•  adverse changes in the credit portfolio of other U. S. financial institutions relative to the performance of certain of
our investment securities;

•  impact of future legislation and increases in depositors insurance premiums due to Federal Deposit Insurance
Corporation (“FDIC”) regulation changes;

•  economic or other disruptions caused by acts of terrorism in the United States, Europe or other areas;
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•  changes in the interest rate yield curve such as flat, inverted or steep yield curves, or changes in the interest rate
environment that impact interest margins and may impact prepayments on the mortgage-backed securities portfolio;

•  increases in the Company’s non-performing assets;
•  the Company’s ability to maintain adequate liquidity to fund its operations and growth;

•  failure of assumptions underlying allowance for loan losses and other estimates;
•  unexpected outcomes of, and the costs associated with, existing or new litigation involving us;

•  changes impacting the leverage strategy;
•  our ability to monitor interest rate risk;

•  significant increases in competition in the banking and financial services industry;
•  changes in consumer spending, borrowing and saving habits;

•  technological changes;
•  our ability to increase market share and control expenses;

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

•  the effect of changes in accounting policies and practices;
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•  risks of mergers and acquisitions including the related time and cost of implementing transactions and the potential
failure to achieve expected gains, revenue growth or expense savings;

•  credit risks of borrowers, including any increase in those risks due to changing economic conditions; and
•  risks related to loans secured by real estate, including the risk that the value and marketability of collateral could

decline.

All written or oral forward-looking statements made by us or attributable to us are expressly qualified by this
cautionary notice.  We disclaim 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

Our accounting and reporting estimates conform with United States generally accepted accounting principles (“GAAP”)
and general practices within the financial services industry.  The preparation of financial statements in conformity
with 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.  We consider our critical
accounting policies to include the following:

Allowance for Losses on Loans.  The allowance for losses on loans represents our 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 our 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.  Our internal loan review department is responsible for an ongoing
review of our 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 of future expected cash flows 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.  In
addition, a list of specifically reserved loans or loan relationships of $50,000 or more is updated on a periodic basis 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 we 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,
we use assumptions such as discount rates, and methodologies, such as comparison to the recent selling price of
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similar assets, consistent with those that would be utilized by unrelated third parties performing a valuation.

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 all may affect the required level of the allowance for
losses on loans and the associated provision for loan losses.

As of March 31, 2009, our review of the loan portfolio indicated that a loan loss allowance of $17.4 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 Losses” and “Note 1 – Summary of Significant Accounting and Reporting
Policies” of the Notes to Consolidated Financial Statements in our Annual Report on Form 10-K for the year ended
December 31, 2008 for a detailed description of our estimation process and methodology related to the allowance for
loan losses.
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Estimation of Fair Value. On January 1, 2008, we adopted SFAS 157, “Fair Value Measurements”, as presented in “Note
10 – Fair Value Measurement” in the accompanying Notes to Financial Statements included in this report.  We also
adopted SFAS 157-3 and SFAS 157-4.  The estimation of fair value is significant to a number of our 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 or our estimate of fair value by using a
range of fair value estimates in the market place as a result of the illiquid market specific to the type of security.  

At September 30, 2008 and continuing at March 31, 2009, the valuation inputs for our available for sale (“AFS”) TRUPs
became unobservable as a result of the significant market dislocation and illiquidity in the marketplace. Although we
continue to rely on non-binding prices compiled by third party vendors, the visibility of the observable market data
(Level 2) to determine the values of these securities has become less clear. SFAS 157 assumes that fair values of
financial assets are determined in an orderly transaction and not a forced liquidation or distressed sale at the
measurement date. While we feel the financial market conditions at March 31, 2009 reflect the market illiquidity from
forced liquidation or distressed sales for these TRUPs, we determined that the fair value provided by our pricing
service continues to be an appropriate fair value for financial statement measurement and therefore, as we verified the
reasonableness of that fair value, we have not otherwise adjusted the fair value provided by our vendor. However, the
severe decline in estimated fair value caused by the significant illiquidity in this market contrasts sharply with our
assessment of the fundamental performance of these securities.  Therefore, we believe the estimated fair value is no
longer clearly based on observable market data and is based on a range of fair value data points from the market place
as a result of the illiquid market specific to this type of security. Accordingly, we have now determined that the
TRUPs security valuation is based on Level 3 inputs in accordance with SFAS 157.

Impairment of Investment Securities and Mortgage-backed Securities.  Investment and mortgage-backed securities
classified as AFS are carried at fair value and the impact of changes in fair value are recorded on our 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 our 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, a change in interest rate or a change in the market
discount rate; our intent not to sell and that it is not more likely than not that we would be required to sell the security
before the anticipated recovery of its amortized cost basis; 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.  For certain assets we consider expected
cash flows of the investment in determining if impairment exists.

The turmoil in the capital markets had a significant impact on our estimate of fair value for certain of our
securities.  We believe the market values are reflective of a combination of illiquidity and credit impairment.  At
March 31, 2009 we have, in AFS Other Stocks and Bonds, $5.1 million cost basis in pooled TRUPs.  Those securities
are structured products with cash flows dependent upon securities issued by U.S. financial institutions, including
banks and insurance companies.  Our estimate of fair value at March 31, 2009 for the TRUPs is approximately
$373,000 and reflects the market illiquidity.  With the exception of the TRUPs, to the best of management’s knowledge
and based on our consideration of the qualitative factors associated with each security, there were no securities in our
investment and mortgage-backed securities portfolio at March 31, 2009 with an other-than-temporary
impairment.  Given the facts and circumstances associated with the TRUPs we performed detailed cash flow modeling
for each TRUP using an industry accepted model. Prior to loading the required assumptions into the model we
reviewed the financial condition of each of the underlying issuing banks within the TRUP collateral pool that had not
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deferred or defaulted as of March 31, 2009.  Management’s best estimate of a deferral assumption was assigned to each
issuing bank based on the category in which it fell.  Our analysis of the underlying cash flows contemplated various
default, deferral and recovery scenarios to arrive at our best estimate of cash flows.  Based on that detailed analysis we
have concluded that the other-than-temporary impairment which captures the credit component in compliance with the
new Financial Accounting Standards Board (“FASB”) Staff Position (“FSP”), SFAS 115-2 and SFAS 124-2, “Recognition
and Presentation of Other-Than-Temporary Impairments,” was estimated at $900,000 at March 31, 2009 and the non
credit charge to other comprehensive income was estimated at $4.7 million.  Therefore, the carrying amount of the
TRUPs was written down with $900,000 recognized in earnings as of March 31, 2009.  The cash flow model
assumptions represent management’s best estimate and consider a variety of qualitative factors, which include, among
others, the credit rating downgrades, severity and duration of the mark-to-market loss, and structural nuances of each
TRUP.  Management believes the detailed review of the collateral and cash flow modeling support the conclusion that
the TRUPs had an other-than-temporary impairment at March 31, 2009.  We will continue to update our assumptions
and the resulting analysis each reporting period to reflect changing market conditions.  Additionally, we do not
currently intend to sell the TRUPs and it is not more likely than not that we will be required to sell the TRUPs before
the anticipated recovery of their amortized cost basis.   
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Goodwill.  Goodwill represents the excess of cost over the fair value of the net assets of businesses acquired.
Goodwill and intangible assets acquired in a business combination and determined to have an indefinite useful life are
tested for impairment annually, or if an event occurred or circumstances changed that more likely than not reduced the
fair value of the reporting unit.

The annual impairment analysis of goodwill included identification of reporting units, the determination of the
carrying value of each reporting unit and the estimation of the fair value of each reporting unit.  We tested for
impairment of goodwill as of December 31, 2008. Step one of the impairment test involves comparing the fair value
of the reporting unit to the carrying value of the reporting unit.  If the fair value of the reporting unit is greater than the
carrying value of the reporting unit, no additional testing is required.  If the carrying amount of the reporting unit
exceeds its fair value, we are required to perform a second step to the impairment test to measure the extent of the
impairment.  At December 31, 2008, the fair value of the reporting unit exceeded the carrying value of the reporting
unit.  As a result, we did not record any goodwill impairment for the year ended December 31, 2008.  As of March 31,
2009, there were no trigger events to warrant an updated impairment analysis.

Defined Benefit Pension Plan. The plan obligations and related assets of our defined benefit pension plan (the “Plan”)
are presented in “Note 14 – Employee Benefits” of the Notes to Consolidated Financial Statements in our Annual Report
on Form 10-K for the year ended December 31, 2008.  Entry into the Plan by new employees was frozen effective
December 31, 2005.  Plan assets, which consist primarily of marketable equity and debt instruments, are valued using
observable 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, we utilized a cash flow matching analysis to determine a range of appropriate discount rates for our
defined benefit pension and restoration plans.  In developing the cash flow matching analysis, we constructed a
portfolio of high quality non-callable bonds (rated AA- or better) to match as close as possible the timing of future
benefit payments of the plans at December 31, 2008.  Based on this cash flow matching analysis, we were able to
determine an appropriate discount rate.

Salary increase assumptions are based upon historical experience and our anticipated future 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.  We 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 March 31, 2009, the weighted-average actuarial assumptions of the Plan
were: a discount rate of 6.10%; a long-term rate of return on plan assets of 7.50%; 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.

Off-Balance-Sheet Arrangements, Commitments and Contingencies

Details of our off-balance-sheet arrangements, commitments and contingencies as of March 31, 2009 and 2008, are
included in “Note 12 – Off-Balance-Sheet Arrangements, Commitments and Contingencies” in the accompanying Notes
to Financial Statements included in this report.

Leverage Strategy

Edgar Filing: SOUTHSIDE BANCSHARES INC - Form 10-Q

43



We utilize wholesale funding and securities to enhance our profitability and balance sheet composition by determining
acceptable levels of credit, interest rate and liquidity risk consistent with prudent capital management.  This balance
sheet strategy consists of borrowing a combination of long and short-term funds from the FHLB and, when
determined appropriate, issuing brokered certificates of deposit (“CDs”). These funds are invested primarily in U. S.
Agency mortgage-backed securities, and to a lesser extent, long-term municipal securities.  Although U. S. Agency
mortgage-backed securities often carry lower yields than traditional mortgage loans and other types of loans we make,
these securities generally increase the overall quality of our assets because of either the implicit or explicit guarantees
of the U.S. Government, are more liquid than individual loans and may be used to collateralize our borrowings or
other obligations.  While the strategy of investing a substantial portion of our assets in U. S. Agency mortgage-backed
securities and to a lesser extent municipal securities has resulted in lower interest rate spreads and margins, we believe
that the lower operating expenses and reduced credit risk combined with the managed interest rate risk of this strategy
have enhanced our overall profitability over the last several years.  At this time, we utilize this balance sheet strategy
with the goal of enhancing overall profitability by maximizing the use of our capital.

Risks associated with the asset structure we maintain include a lower net interest rate spread and margin when
compared to our peers, changes in the slope of the yield curve, which can reduce our net interest rate spread and
margin, increased interest rate risk, the length of interest rate cycles, changes in volatility spreads associated with the
mortgage-backed securities and municipal securities, and the unpredictable nature of mortgage-backed securities
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prepayments.  See “Part I - Item 1A.  Risk Factors – Risks Related to Our Business” in our Annual Report on Form 10-K
for the fiscal year ended December 31, 2008 for a discussion of risks related to interest rates.  Our asset structure, net
interest spread and net interest margin require us to closely monitor our 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 our equity capital.  Due to the unpredictable nature of
mortgage-backed securities prepayments, the length of interest rate cycles, and the slope of the interest rate yield
curve, net interest income could fluctuate more than simulated under the scenarios modeled by our Asset/Liability
Committee (“ALCO”) and described under “Item 3.  Quantitative and Qualitative Disclosures about Market Risk” in this
report.

Determining the appropriate size of the balance sheet is one of the critical decisions any bank makes.  Our balance
sheet is not merely the result of a series of micro-decisions, but rather the size is controlled based on the economics of
assets compared to the economics of funding.  For several quarters up to and ending June 30, 2007, the size of our
balance sheet was in a period of no growth or actual shrinkage.  Beginning with the third quarter of 2007 we began
deliberately increasing the size of our balance sheet taking advantage of the increasingly attractive economics of
financial intermediation, and as of March 31, 2009 assets had grown from $1.8 billion at June 30, 2007 to $2.8
billion.  Asset growth during this period included $152.3 million due to the acquisition of FWBS in October of 2007,
$138.1 million in loan growth (including Southside Financial Group “SFG”) and a $613.9 million increase in the
securities portfolio.  Funding for these earning assets was accomplished  through an increase in deposits (net of
brokered CDs) of $427.1 million, $100.9 million of which were due to the acquisition of FWBS, an increase in
wholesale funding of $330.2 million and an increase in capital of $99.2 million (including trust preferred securities).

The management of our securities portfolio as a percentage of earning assets is guided by changes in our overall loan
and deposit levels combined with changes in our wholesale funding levels.  If adequate quality loan growth is not
available to achieve our goal of enhancing profitability by maximizing the use of capital, as described above, then we
could purchase additional securities, if appropriate, which could cause securities as a percentage of earning assets to
increase.  Should we determine that increasing the securities portfolio or replacing the current securities maturities and
principal payments is not an efficient use of capital, we could decrease the level of securities through proceeds from
maturities, principal payments on mortgage-backed securities or sales.  During the quarter ended March 31, 2009,
credit and volatility spreads remained wide which, combined with the steeper yield curve, led to buying opportunities
primarily in U. S. Agency mortgage-backed securities and municipal securities.  During the quarter ended March 31,
2009, we took advantage of continued buying opportunities for securities which combined with a slight decrease in
our loans, resulted in an increase in securities as a percentage of assets to 56.4% at March 31, 2009, when compared to
55.7% at December 31, 2008.  The current interest rate yield curve and spreads remain investment friendly and
changes to the securities portfolio as a percentage of earning assets will be guided by the availability of attractive
investment opportunities and funding options as well as changes in our loan and deposit levels during the second
quarter of 2009.  During the three months ended March 31, 2009, we increased our investment and U. S. Government
agency mortgage-backed securities $53.3 million as investment and U. S. Government agency mortgage-backed
securities increased from $1.46 billion at December 31, 2008 to $1.52 billion at March 31, 2009.  During the three
months of 2009, the Company restructured a portion of the securities portfolio by selling lower coupon fixed rate
mortgage-backed securities and replacing them with higher coupon fixed rate mortgage-backed securities.  As a result,
the coupon of the Company’s fixed rate mortgage-backed securities has increased approximately 3 basis points from
December 31, 2008 to approximately 6.25% at March 31, 2009.    In addition, municipal securities purchased during a
period of tremendous volatility in 2008 at what management believed were attractive prices, were sold, as market
prices and spreads returned to levels which appeared consistent with a more liquid market.  This led to abnormally
high security gains that are unlikely to be repeated in future quarters.  Our balance sheet management strategy is
dynamic and requires ongoing management and will be reevaluated as market conditions warrant.  As interest rates,
yield curves, mortgage-backed securities prepayments, funding costs, security spreads and loan and deposit portfolios
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change, our 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.  Should the economics of asset accumulation
decrease, we might allow the balance sheet to shrink through run-off or asset sales.  However, should the economics
become more attractive, we will strategically increase the balance sheet.

With respect to liabilities, we will continue to utilize a combination of FHLB advances and deposits to achieve our
strategy of minimizing cost while achieving overall interest rate risk objectives as well as the liability management
objectives of the Asset Liability Committee of the Board of Directors of the Company (“ALCO”).  The FHLB funding
and brokered CDs represent wholesale funding sources we are currently utilizing.  Our FHLB borrowings at March
31, 2009 decreased 16.0%, or $142.0 million, to $742.9 million from $884.9 million at December 31, 2008 primarily
as a result of an increase in deposits.  As of March 31, 2009 we had $39.9 million in short-term brokered CDs.  We
utilized long-term brokered CDs in prior years because the brokered CDs better matched overall ALCO objectives at
the time of issuance by protecting us with fixed rates should interest rates increase, while providing us options to call
the funding should interest rates decrease.  Our wholesale funding policy currently allows maximum brokered CDs of
$150 million; however, this amount could be increased to match changes in ALCO objectives.  The potential higher
interest expense and lack of customer loyalty are risks associated with the use of brokered CDs.   During 2008, we
replaced long-term callable brokered CDs with long-term FHLB advances.  During the first quarter of 2009, the
decrease in FHLB borrowings, net of brokered deposits, exceeded the overall growth in deposits, net of brokered
deposits, which resulted in a decrease in our total wholesale funding as a percentage of deposits, not including
brokered CDs, from 61.0% at December 31, 2008, to 47.7% at March 31, 2009.
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Net Interest Income

Net interest income is one of the principal sources of a financial institution's earnings stream and represents the
difference or spread between interest and fee income generated from interest earning assets and the interest expense
paid on deposits and borrowed funds.  Fluctuations in interest rates or interest rate yield curves, as well as repricing
characteristics and volume and changes in the mix of interest earning assets and interest bearing liabilities, materially
impact net interest income.

Net interest income for the three months ended March 31, 2009 was $22.2 million, an increase of $6.9 million, or
44.7%, compared to the same period in 2008.  The overall increase in net interest income was primarily the result of
increases in interest income from tax exempt investment securities and mortgage-backed and related securities and a
decrease in interest expense on deposits and short-term obligations that was partially offset by an increase in interest
expense on long-term obligations.

During the three months ended March 31, 2009, total interest income increased $4.6 million, or 14.2%, to $36.7
million compared to $32.1 million for the same period in 2008.  The increase in total interest income was the result of
an increase in average interest earning assets of $449.6 million, or 21.9%, from $2.1 billion to $2.5 billion, which
more than offset the decrease in the average yield on average interest earning assets from 6.49% for the three months
ended March 31, 2008 to 6.16% for the three months ended March 31, 2009.  Total interest expense decreased $2.3
million, or 13.8%, to $14.4 million during the three months ended March 31, 2009 as compared to $16.7 million
during the same period in 2008.  The decrease was attributable to a decrease in the average yield on interest bearing
liabilities for the three months ended March 31, 2009, to 2.79% from 3.94% for the same period in 2008 while offset
by an increase in average interest bearing liabilities of $389.6 million, or 22.8%, from $1.7 billion to $2.1 billion.

Net interest income increased during the three months ended March 31, 2009 when compared to the same period in
2008 as a result of increases in our average interest earning assets and net interest margin on average earning
assets.  This is a result of an increase in our interest earning assets of $449.6 million, or 21.9%, combined with a
decrease in the average yield on the average interest bearing liabilities.  The decrease in the average yield on interest
bearing liabilities is a result of an overall decrease in interest rates and a decrease in the average balance of higher
yielding brokered deposits of $67.7 million for the three months ended March 31, 2009 compared to the same period
in 2008.  For the three months ended March 31, 2009, our net interest spread increased to 3.37% from 2.55%, and our
net interest margin increased to 3.83% from 3.22% when compared to the same period in 2008.

During the three months ended March 31, 2009, average loans increased $45.6 million, or 4.7% from $976.1 million
to $1.0 billion, compared to the same period in 2008.  Automobile loans purchased through SFG represent the largest
part of this increase.  The average yield on loans decreased from 7.77% for the three months ended March 31, 2008 to
7.55% for the three months ended March 31, 2009.  The slight increase in interest income on loans of $17,000, or
0.1%, to $18.3 million for the three months ended March 31, 2009, when compared to $18.3 million for the same
period in 2008 was the result of an increase in average loans which more than offset the decrease in the average
yield.  The decrease in the yield on loans was due to the decrease in credit spreads and the repricing characteristics of
Southside Bank’s loan portfolio.

Average investment and mortgage-backed securities increased $358.6 million, or 34.4%, from $1.04 billion to $1.4
billion, for the three months ended March 31, 2009 when compared to the same period in 2008.  This increase was the
result of securities purchased due to buying opportunities available throughout all of the year ended 2008 and during
the first quarter of 2009.  The overall yield on average investment and mortgage-backed securities increased to 5.47%
during the three months ended March 31, 2009 from 5.38% during the same period in 2008.  Interest income on
investment and mortgage-backed securities increased $4.7 million during the three months ended March 31, 2009, or
35.2%, compared to the same period in 2008 due to the increase in the average balance and the increase in average
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yield.  The increase in the average yield primarily reflects purchases of higher-yielding U.S. Agency mortgage-backed
and municipal securities combined with the reinvestment of proceeds from lower-yielding matured or sold securities
into higher-yielding securities.  This was due primarily to increased credit and volatility spreads on U.S. Agency
mortgage-backed and municipal securities during most of 2008 and the first quarter of 2009.  A return to lower
long-term interest rate levels combined with lower volatility and credit spreads similar to those experienced in May
and June of 2003 could negatively impact our net interest margin in the future due to increased prepayments and
repricings.

Average FHLB stock and other investments increased $16.5 million, or 66.0%, to $41.5 million, for the three months
ended March 31, 2009, when compared to $25.0 million for the same period in 2008.  Interest income from our FHLB
stock and other investments decreased $158,000, or 60.3%, during the three months ended March 31, 2009, when
compared to the same period in 2008, due to the decrease in average yield from 4.22% for the three months ended
March 31, 2008 compared to 1.02% for the same period in 2009.  We are required as a member of FHLB to own a
specific amount of stock that changes as the level of our FHLB advances change.

Average federal funds sold and other interest earning assets increased $29.1 million, or 342.2%, to $37.7 million, for
the three months ended March 31, 2009, when compared to $8.5 million for 2008.  Interest income from federal funds
sold and other interest earning assets decreased $41,000, or 61.2%, for the three months ended March 31, 2009,
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when compared to the same period in 2008, as a result of the decrease in the average yield from 3.16% in 2008 to
0.28% in 2009.

During the three months ended March 31, 2009, our average securities increased more than our average loans.  As a
result, the mix of our average interest earning assets reflected an increase in average total securities as a percentage of
total average interest earning assets compared to the prior period as securities averaged 55.9% during the three months
ended March 31, 2009 compared to 50.7% during the same period in 2008, a direct result of securities
purchases.  Average loans were 40.9% of average total interest earning assets and other interest earning asset
categories averaged 3.2% for the three months ended March 31, 2009.  During 2008, the comparable mix was 47.7%
in loans and 1.6% in the other interest earning asset categories.

Total interest expense decreased $2.3 million, or 13.8%, to $14.4 million during the three months ended March 31,
2009 as compared to $16.7 million during the same period in 2008.  The decrease was primarily attributable to
decreased funding costs as the average yield on interest bearing liabilities decreased from 3.94% for 2008 to 2.79% for
the three months ended March 31, 2009, which more than offset an increase in average interest bearing liabilities.  The
increase in average interest bearing liabilities of $389.6 million, or 22.8% primarily included an increase in deposits
and FHLB advances.

Average interest bearing deposits increased $99.0 million, or 8.8%, from $1.13 billion to $1.2 billion, while the
average rate paid decreased from 3.83% for the three months ended March 31, 2008 to 2.11% for the three months
ended March 31, 2009.  Average time deposits increased $22.3 million, or 3.7%, from $597.9 million to $620.3
million while the average rate paid decreased 208 basis points.  Average interest bearing demand deposits increased
$68.3 million, or 14.3%, while the average rate paid decreased 133 basis points.  Average savings deposits increased
$8.3 million, or 15.5%, while the average rate paid decreased 39 basis points.  Interest expense for interest bearing
deposits for the three months ended March 31, 2009, decreased $4.4 million, or 40.8%, when compared to the same
period in 2008 due to the decrease in the average yield which more than offset the increase in the average
balance.  Average noninterest bearing demand deposits increased $26.0 million, or 7.4%, during the three months
ended March 31, 2009.  The latter three categories, which are considered the lowest cost deposits, comprised 61.3% of
total average deposits during the three months ended March 31, 2009 compared to 59.6% during the same period in
2008.  The increase in our average total deposits is the result of overall bank growth and branch expansion.

During the three months ended March 31, 2009, we issued $19.9 million of short-term brokered CDs; however, this
new issue replaced $20.0 million of brokered CD’s that matured in the first quarter of 2009.  At March 31, 2009 and
December 31, 2008, all of our brokered CDs had maturities of less than 17 months.  At March 31, 2009, we had $39.9
million in brokered CDs that represented 2.4% of deposits compared to $40.0 million, or 2.6% of deposits, at
December 31, 2008.  Our current policy allows for a maximum of $150 million in brokered CDs.  The potential higher
interest cost and lack of customer loyalty are risks associated with the use of brokered CDs.

Average short-term interest bearing liabilities, consisting primarily of FHLB advances and federal funds purchased
and repurchase agreements, were $145.7 million, a decrease of $214.3 million, or 59.5%, for the three months ended
March 31, 2009 when compared to the same period in 2008.  Interest expense associated with short-term interest
bearing liabilities decreased $2.1 million, or 64.7%, and the average rate paid decreased 45 basis points to 3.24% for
the three months ended March 31, 2009, when compared to 3.69% for the same period in 2008.  The decrease in the
interest expense was due to a decrease in the average rate paid and the average balance of short-term interest bearing
liabilities.

Average long-term interest bearing liabilities consisting of FHLB advances increased $504.9 million, or 321.4%,
during the three months ended March 31, 2009 to $662.0 million as compared to $157.1 million at March 31,
2008.  The increase in the average long-term FHLB advances occurred primarily as a result of lower long-term rates
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during 2008 and the three months ended March 31, 2009, and our decision to call outstanding long-term brokered CDs
and replace them with long-term FHLB borrowings during 2008.  Interest expense associated with long-term FHLB
advances increased $4.4 million, or 278.8%, while the average rate paid decreased 38 basis points to 3.68% for the
three months ended March 31, 2009 when compared to 4.06% for the same period in 2008.  The increase in interest
expense was due to the increase in the average balance of long-term interest bearing liabilities which more than offset
the decrease in the average rate paid.  FHLB advances are collateralized by FHLB stock, securities and nonspecific
real estate loans.

Average long-term debt, consisting of our junior subordinated debentures issued in 2003 and August 2007 and junior
subordinated debentures acquired in the purchase of FWBS, was $60.3 million for the three months ended March 31,
2009 and 2008.  During the third quarter ended September 30, 2007, we issued $36.1 million of junior subordinated
debentures in connection with the issuance of trust preferred securities by our subsidiaries Southside Statutory Trusts
IV and V.  The $36.1 million in debentures were issued to fund the purchase of FWBS, which occurred on October
10, 2007.  Interest expense decreased $207,000, or 19.1%, to $878,000 for the three months ended March 31, 2009
when compared to $1.1 million for the same period in 2008 as a result of the decrease in the average yield during 2009
when compared to 2008.  The interest rate on the $20.6 million of long-term debentures issued to Southside Statutory
Trust III adjusts quarterly at a rate equal to three-month LIBOR plus 294 basis points.  The $23.2 million of
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long-term debentures issued to Southside Statutory Trust IV and the $12.9 million of long-term debentures issued to
Southside Statutory Trust V have fixed rates of 6.518% through October 30, 2012 and 7.48% through December 15,
2012, respectively, and thereafter, adjusts quarterly.  The interest rate on the $3.6 million of long-term debentures
issued to Magnolia Trust Company I, assumed in the purchase of FWBS, adjusts quarterly at a rate equal to
three-month LIBOR plus 180 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)
Three Months Ended

March 31, 2009 March 31, 2008
AVG

BALANCE INTEREST
AVG

YIELD
AVG

BALANCE INTEREST
AVG

YIELD
ASSETS
INTEREST EARNING
ASSETS:
Loans (1) (2) $ 1,021,735 $ 19,018 7.55% $ 976,099 $ 18,855 7.77%
Loans Held For Sale 2,508 18 2.91% 2,849 31 4.38%
Securities:
  Investment Securities
(Taxable)(4) 64,347 319 2.01% 61,115 680 4.48%
  Investment Securities
(Tax-Exempt)(3)(4) 126,534 2,166 6.94% 76,952 1,290 6.74%
  Mortgage-backed and Related
Securities (4) 1,209,257 16,404 5.50% 903,436 11,973 5.33%
    Total Securities 1,400,138 18,889 5.47% 1,041,503 13,943 5.38%
FHLB stock and other
investments, at cost 41,476 104 1.02% 24,985 262 4.22%
Interest Earning Deposits 21,924 10 0.18% 1,534 15 3.93%
Federal Funds Sold 15,741 16 0.41% 6,984 52 2.99%
Total Interest Earning Assets 2,503,522 38,055 6.16% 2,053,954 33,158 6.49%
NONINTEREST EARNING
ASSETS:
Cash and Due From Banks 47,910 48,081
Bank Premises and Equipment 43,165 39,991
Other Assets 99,758 88,781
Less:  Allowance for Loan Loss (16,180) (10,020)
Total Assets $ 2,678,175 $ 2,220,787
LIABILITIES AND
SHAREHOLDERS’ EQUITY
INTEREST BEARING
LIABILITIES:
Savings Deposits $ 62,275 137 0.89% $ 53,927 172 1.28%
Time Deposits 620,279 4,505 2.95% 597,942 7,482 5.03%
Interest Bearing Demand
Deposits 544,554 1,730 1.29% 476,241 3,101 2.62%
Total Interest Bearing Deposits 1,227,108 6,372 2.11% 1,128,110 10,755 3.83%
Short-term Interest Bearing
Liabilities 145,704 1,165 3.24% 360,011 3,300 3.69%

662,026 6,008 3.68% 157,085 1,586 4.06%
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Long-term Interest Bearing
Liabilities – FHLB Dallas
Long-term Debt (5) 60,311 878 5.90% 60,311 1,085 7.24%
Total Interest Bearing
Liabilities 2,095,149 14,423 2.79% 1,705,517 16,726
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