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PARTI
Forward-Looking Statements and Factors that Could Affect Future Results

Certain statements contained in this Annual Report on Form 10-K that are not statements of historical fact constitute forward-looking statements
within the meaning of the Private Securities Litigation Reform Act of 1995 (the Act ), notwithstanding that such statements are not specifically
identified. In addition, certain statements may be contained in our future filings with the U.S. Securities and Exchange Commission ( SEC ), in
press releases, and in oral and written statements made by or with the approval of us that are not statements of historical fact and constitute
forward-looking statements within the meaning of the Act. Examples of forward-looking statements include, but are not limited to:

(1) projections of revenues, expenses, income or loss, earnings or loss per share, the payment or nonpayment of dividends, capital structure and

other financial items; (ii) statements of plans, objectives and expectations of Central Pacific Financial Corp. or its management or Board of
Directors, including those relating to products or services; (iii) statements of future economic performance; and (iv) statements of assumptions
underlying such statements. Words such as believes , anticipates , expects , intends , targeted , continue , remain , will , should ,
expressions are intended to identify forward-looking statements but are not the exclusive means of identifying such statements.

Forward-looking statements involve risks and uncertainties that may cause actual results to differ materially from those in such statements.
Factors that could cause actual results to differ from those discussed in the forward-looking statements include, but are not limited to:

e Local, regional, national and international economic conditions and events (including natural disasters) and the
impact they may have on us and our customers and our assessment of that impact;

e Changes in the economy affecting real estate values;
e Slowdown in construction activity;
e Changes in the level of non-performing assets and charge-offs;

e Changes in estimates of future reserve requirements based upon the periodic review thereof under relevant
regulatory and accounting requirements;

e  The effects of and changes in trade and monetary and fiscal policies and laws, including the interest rate policies
of the Federal Reserve Board ( FRB );

e Inflation, interest rate, securities market and monetary fluctuations;
e Political instability;
e Acts of war or terrorism;

e  The timely development and acceptance of new products and services and perceived overall value of these
products and services by users;

e Changes in consumer spending, borrowings and savings habits;

e Changes in the financial performance and/or condition of our borrowers;
e Technological changes;

e Acquisitions and integration of acquired businesses;

e The ability to increase market share and control expenses;

may
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e Changes in the competitive environment among financial holding companies and other financial service
providers;

e  The effect of changes in laws and regulations (including laws and regulations concerning taxes, banking,
securities and insurance) with which we and our subsidiaries must comply;

e The effect of changes in accounting policies and practices, as may be adopted by the regulatory agencies, as well
as the Public Company Accounting Oversight Board, the Financial Accounting Standards Board and other accounting
standard setters;

e Changes in our organization, compensation and benefit plans;

e The costs and effects of legal and regulatory developments including the resolution of legal proceedings or
regulatory or other governmental inquiries and the results of regulatory examinations or reviews;

e Greater than expected costs or difficulties related to the integration of new products and lines of business; and

e Our success at managing the risks involved in the foregoing items.

Forward-looking statements speak only as of the date on which such statements are made. We undertake no obligation to update any
forward-looking statement to reflect events or circumstances after the date on which such statement is made, or to reflect the occurrence of
unanticipated events.

ITEM 1. BUSINESS
General

Central Pacific Financial Corp. is a Hawaii corporation and a bank holding company registered under the Bank Holding Company Act of 1956,
as amended. Our principal business is to serve as a holding company for our bank subsidiary, Central Pacific Bank.

Our company was organized on February 1, 1982 to serve as a holding company for our subsidiary, Central Pacific Bank. Central Pacific Bank
was incorporated in its present form in the State of Hawaii on March 16, 1982 in connection with the holding company reorganization, and its
predecessor entity was incorporated in the State of Hawaii on January 15, 1954.

On September 15, 2004, we completed a merger with CB Bancshares, Inc. ( CBBI ). CBBI s subsidiaries, which became our wholly-owned
subsidiaries, included City Bank, CB Bancshares banking subsidiary, among others. In February 2005, Central Pacific Bank merged with City
Bank, with Central Pacific Bank as the surviving entity.

On August 17, 2005, we completed the acquisition of Hawaii HomeLoans, Inc. ( HHL ), a residential mortgage loan broker. HHL, now known as
Central Pacific HomeLoans, Inc., is a wholly-owned subsidiary of Central Pacific Bank.

We refer to Central Pacific Bank herein as our bank or the bank, and when we say we, our orthe Company, we mean the holding company on a
consolidated basis with the bank and our other consolidated subsidiaries. When we refer to Central Pacific Financial Corp. or to the holding
company, we are referring to the parent company on a standalone basis.

Through our bank, we offer full-service commercial banking, with 38 bank branches and more than 90 ATMs located throughout the State of
Hawaii. Our administrative and main offices are located in Honolulu, and we have 31 other branches on the island of Oahu. In addition, we
operate three branches on the island of Maui, one branch on the island of Kauai and two branches on the island of Hawaii. We also have four
loan production offices serving customers in California and two loan production offices in the
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state of Washington. Our bank s deposits are insured by the Federal Deposit Insurance Corporation ( FDIC ) up to applicable limits. The bank is
not a member of the Federal Reserve System.

Central Pacific Bank is a full-service community bank offering a broad range of banking products and services including accepting time and
demand deposits and originating loans, including commercial loans, construction loans, commercial and residential mortgage loans and
consumer loans. We derive our income primarily from interest and fees on loans and, interest on investment securities and fees received in
connection with deposit and other services. Our major operating expenses are the interest paid by our bank on deposits and borrowings, salaries
and employee benefits and general operating expenses. Our bank relies on a foundation of locally generated deposits. Our operations, like those
of other financial institutions that operate in our markets, are significantly influenced by economic conditions in Hawaii, California and
Washington, including the strength of the real estate market, and the fiscal and regulatory policies of the federal and state government and the
regulatory authorities that govern financial institutions. For more information about the regulation of our holding company and bank, see
Supervision and Regulation.

We are committed to maintaining a premier, relationship-based community bank in Hawaii that serves the needs of small to medium-sized
businesses and the owners and employees of those businesses. In addition, we are expanding our loan growth opportunities and providing
geographic diversification of our credit risk through our loan production offices in California and Washington. The strategy for serving our
target markets is the delivery of a finely focused set of value-added products and services that satisfy the primary needs of our customers,
emphasizing superior service and relationships as opposed to transaction volume.

Our Services

We offer a full range of banking services and products to small and medium-sized businesses, professionals and individuals. We provide our
customers with an array of commercial and consumer loan products, including commercial real estate and construction loans, residential
mortgage loans, commercial loans and lines of credit, and consumer loans and lines of credit.

Through our bank, we concentrate our lending activities in four principal areas:

(1)  Commercial Real Estate Lending. Loans in this category consist primarily of loans secured by commercial real
estate, including, but not limited to, structures and facilities to support activities designated as industrial, warehouse,
general office, retail, health care, religious and multi-family dwellings. Our underwriting policy generally requires net
cash flow from the property to cover the debt service while maintaining an appropriate amount of reserve.
Additionally, liquidation of the collateral is available as a secondary source of repayment.

We have teams of highly experienced officers in Hawaii, California and Washington who specialize in commercial real estate lending and have
long-established relationships with major real estate developers.

(2)  Construction Lending. Construction lending encompasses the financing of residential construction projects,
including single-family residential developments, apartment buildings and condominiums, as well as commercial
construction projects, such as office buildings, warehouses, and retail complexes. Our underwriting standards for
residential construction projects generally require minimum pre-sale contracts, maintenance of appropriate reserves
and demonstrated experience with previous development projects. We generally consider projected net cash flows,
market feasibility, borrower net worth and experience, as well as collateral value as the primary factors in
underwriting commercial construction projects.
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As with our commercial real estate lending model, we engage teams of highly experienced officers who specialize and construction lending and
who maintain close relationships with major real estate developers in all of our markets.

(3)  Residential Mortgage Lending. Residential mortgage loans include both fixed and adjustable-rate loans
primarily secured by single-family owner-occupied residences. We typically require loan-to-value ratios of not more
than 80%, although higher levels are permitted with accompanying mortgage insurance. We emphasize residential
mortgage loans for owner-occupied primary residences and do not actively seek loans on high-end residences,
vacation homes or investment properties. First mortgage loans secured by residential properties generally carry a
moderate level of credit risk. With an average loan size of approximately $199,000, readily marketable collateral and a
strong residential real estate market, credit losses on residential mortgages have been minimal during the past several
years. However, future changes in interest rates and other market factors can impact the marketability of collateral and
thus the level of credit risk inherent in the portfolio.

Through Central Pacific HomeLoans, we have grown our market position in the residential mortgage arena, with dedicated mortgage lending
specialists on all major islands in Hawaii.

4)  Commercial Lending and Leasing. Loans in this category consist primarily of term loans, lines of credit and
equipment leases to small and middle-market businesses and professionals in the State of Hawaii. The borrower s
business is typically regarded as the principal source of repayment, although our underwriting policies and practices
generally require additional sources of collateral, including real estate and other business assets, as well as personal
guarantees where possible to mitigate risk. Risks of credit losses are greater in this loan category relative to secured
loans, such as commercial and residential mortgages where a greater percentage of the loan amount is usually covered
by collateral. Nonetheless, any collateral or personal guarantees obtained on commercial loans can mitigate the
increased risk and help to reduce credit losses.

Our commercial lending and leasing model involves teams of experienced personnel with established networks of business contacts who focus
on marketing loans, deposits and other bank services to new and existing commercial clients.

In addition, we offer deposit products and services including checking, savings and time deposits, cash management and internet banking
services, trust services and retail brokerage services.

Our Market Area and Competition

Based on deposit market share among FDIC-insured financial institutions in Hawaii, Central Pacific Bank was the fourth-largest depository
institution in the State of Hawaii at December 31, 2006, with $3.8 billion in deposits, representing a 15% market share.

The banking and financial services industry in the State of Hawaii generally, and in our target market areas, is highly competitive. We compete
for loans, deposits and customers with other commercial banks, savings and loan associations, securities and brokerage companies, mortgage
companies, insurance companies, finance companies, credit unions and other nonbank financial service providers. Many of these competitors are
much larger in total assets and capitalization and have greater access to capital markets.

In order to compete with the other financial services providers in the State of Hawaii, we principally rely upon local promotional activities,
personal relationships between customers and our officers, directors and employees, and specialized services tailored to meet the needs of our
customers and the communities we serve. We remain competitive by offering flexibility and superior service levels, coupled with competitive
interest rates and pricing.
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Our loan production offices in California and Washington likewise face strong competition in the commercial real estate lending sector.
Competitors range from large national banks to regional and community banks. Nonbanks, including brokerage firms, conduits and insurance
companies, also compete for commercial real estate lending business. Some of these competitors compete by pricing aggressively and by
lowering their underwriting standards. To mitigate these competitive pressures and credit risks, we rely upon our teams of experienced
commercial real estate lenders and a lending approach which targets clients with solid track records, substantial net worth and adequate liquidity.

Business Concentrations

No individual or single group of related accounts is considered material in relation to the assets or deposits of our bank, or in relation to the
overall business of the Company. However, approximately 83% of our loan portfolio held for investment at December 31, 2006 consisted of real
estate-related loans, including construction loans, residential mortgage loans and commercial mortgage loans. See Item 7. Management s
Discussion and Analysis of Financial Condition and Results of Operations Financial Condition Loan Portfolio. Our business activities are
currently focused primarily in Hawaii, California and Washington, with the majority of our deposit growth generated in Hawaii and the majority
of loan growth achieved in 2006 originating in California. Consequently, our results of operations and financial condition are affected by the
general economic trends in Hawaii and California, and to a lesser extent in Washington, particularly in the commercial and residential real estate
markets.

Our Subsidiaries

Central Pacific Bank is the principal wholly-owned subsidiary of Central Pacific Financial Corp. Other wholly-owned subsidiaries include:
Datatronix Financial Services, Inc., an item processing company that ceased operations in 2006; CPB Capital Trust I; CPB Capital Trust II; CPB
Statutory Trust III; CPB Capital Trust IV; CPB Statutory Trust V; CB Technology, Inc.; CPB Real Estate, Inc.; Citibank Properties, Inc.; CB
Technology, Inc. and Central Pacific HomeLoans, Inc.

Central Pacific Bank or its wholly-owned subsidiary, Central Pacific HomeLoans, Inc., also owns 50% of the following Hawaii limited liability
corporations: Pacific Access Mortgage, LLC; Lokahi Mortgage, LLC; Gentry HomeLoans, LLC; Towne Island Mortgage, LLC; Pacific Island
HomeLoans, LLC and Hawaii Resort Lending, LLC.

Supervision and Regulation

Set forth below is a description of the significant elements of the laws and regulations applicable to us and Central Pacific Bank. The description
is qualified in its entirety by reference to the full text of the statutes, regulations and policies that are described. Also, such statutes, regulations
and policies are continually under review by Congress and state legislatures and federal and state regulatory agencies. A change in statutes,
regulations or regulatory policies applicable to us and Central Pacific Bank could have a material effect on our business.

Regulatory Agencies

Central Pacific Financial Corp. is a legal entity separate and distinct from its subsidiaries. As a bank holding company, Central Pacific Financial
Corp. is regulated under the Bank Holding Company Act of 1956, as amended ( BHC Act ), and is subject to inspection, examination and
supervision by the Board of Governors of the Federal Reserve System.

The Company is also under the jurisdiction of the Securities and Exchange Commission and is subject to the disclosure and regulatory
requirements of the Securities Act of 1933, as amended, and the Securities Exchange Act of 1934, as amended, as administered by the SEC. Our
common stock is listed on the New
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York Stock Exchange ( NYSE ) under the trading symbol CPF, and we are subject to the rules of the NYSE for companies listed there.

Central Pacific Bank, as a Hawaii-chartered bank, is subject to primary supervision, periodic examination, and regulation by the State of Hawaii
Division of Financial Institutions ( DFI ) and the FDIC. The bank is also subject to certain regulations promulgated by the FRB. If, as a result of
an examination of the bank, the FDIC should determine that the financial condition, capital resources, asset quality, earnings prospects,
management, liquidity, or other aspects of its operations are unsatisfactory or that it or its management is violating or has violated any law or
regulation, various remedies are available to the FDIC. Such remedies include the power to enjoin unsafe or unsound practices, to require
affirmative action to correct any conditions resulting from any violation or practice, to issue an administrative order that can be judicially
enforced, to direct an increase in capital, to restrict its growth, to assess civil monetary penalties, to remove officers and directors, and ultimately
to terminate its deposit insurance, which for a Hawaii-chartered bank would result in a revocation of its charter. The DFI separately enjoys many
of the same remedial powers.

Bank Holding Company Activities

In general, the BHC Act limits the business of bank holding companies to banking, managing or controlling banks and other activities that the
FRB has determined to be so closely related to banking as to be a proper incident thereto. As a result of the Gramm-Leach-Bliley Act of 1999,
which amended the BHC Act, bank holding companies that are financial holding companies may engage in any activity, or acquire and retain the
shares of a company engaged in any activity that is either (i) financial in nature or incidental to such financial activity or (ii) complementary to a
financial activity and that does not pose a substantial risk to the safety and soundness of depository institutions or the financial system generally
(as solely determined by the FRB). Activities that are financial in nature include securities underwriting and dealing, insurance underwriting and
making merchant banking investments.

If a bank holding company seeks to engage in the broader range of activities that are permitted under the BHC Act for financial holding

companies, (1) all of its depository institution subsidiaries must be well capitalized and well managed and (ii) it must file a declaration with the
FRB that it elects to be a financial holding company. A depository institution subsidiary is considered to be well capitalized if it satisfies the
requirements for this status discussed in the section captioned Capital Adequacy and Prompt Corrective Action, included elsewhere in this item.

A depository institution subsidiary is considered well managed if it received a composite rating and management rating of at least satisfactory in
its most recent examination.

In order for a financial holding company to commence any new activity permitted by the BHC Act, or to acquire a company engaged in any new
activity permitted by the BHC Act, each insured depository institution subsidiary of the financial holding company must have received a rating
of at least satisfactory in its most recent examination under the Community Reinvestment Act. See the section captioned Community
Reinvestment Act included elsewhere in this item.

The BHC Act generally limits acquisitions by bank holding companies that are not qualified as financial holding companies to commercial
banks and companies engaged in activities that the FRB has determined to be so closely related to banking as to be a proper incident thereto.
Financial holding companies are also permitted to acquire companies engaged in activities that are financial in nature and in activities that are
incidental and complementary to financial activities without prior FRB approval. Central Pacific has not filed a declaration electing Financial
Holding Company status and has no current intention to do so.

The BHC Act, the Federal Bank Merger Act, Hawaii law and other federal and state statutes regulate acquisitions of commercial banks. The
BHC Act requires the prior approval of the FRB for the direct or

7

11



Edgar Filing: CENTRAL PACIFIC FINANCIAL CORP - Form 10-K

indirect acquisition of more than 5.0% of the voting shares of a commercial bank or its parent holding company. In reviewing applications
seeking approval of merger and acquisition transactions, the bank regulatory authorities will consider, among other things, the competitive effect
and public benefits of the transactions, the capital position of the combined organization, the applicant s performance record under the
Community Reinvestment Act (see the section captioned Community Reinvestment Act included elsewhere in this item) and fair housing laws
and the effectiveness of the subject organizations in combating money laundering activities.

Dividends

The principal source of Central Pacific Financial Corp. s cash revenues is from dividends from its subsidiary bank. The ability of our subsidiary
bank to pay dividends or make other capital distributions to us is subject to the Hawaii state law that prohibits a state-chartered bank from
declaring or paying dividends greater than its retained earnings. As of December 31, 2006, Central Pacific Bank s retained earnings totaled
$278.6 million. In addition, federal law generally prohibits a depository institution from making any capital distributions (including payment of a
dividend) or paying any management fee to its parent holding company if the depository institution would thereafter be undercapitalized. As of
December 31, 2006, the total risk-based capital maintained by Central Pacific Bank in excess of minimum capital requirements was $223.6
million.

Affiliate Transactions

There are various restrictions on the ability of the holding company and its non-bank subsidiaries to borrow from, and engage in certain other
transactions with, our subsidiary bank. In general, these restrictions require that any extensions of credit must be secured by designated amounts
of specified collateral and are limited, as to any one of the holding company or its non-bank subsidiaries, to 10% of our subsidiary bank s capital
stock and surplus, and, as to the holding company and all such non-bank subsidiaries in the aggregate, to 20% of our subsidiary bank s capital
stock and surplus.

Federal law also provides that extensions of credit and other transactions between our subsidiary bank and the holding company or one of its
non-bank subsidiaries must be on terms and conditions, including credit standards, that are substantially the same or at least as favorable to our
subsidiary bank as those prevailing at the time for comparable transactions involving other non-affiliated companies or, in the absence of
comparable transactions, on terms and conditions, including credit standards, that in good faith would be offered to, or would apply to,
non-affiliated companies.

Source of Strength Doctrine

FRB policy requires bank holding companies to act as a source of financial and managerial strength to their subsidiary banks. Under this policy,
we are expected to commit resources to support our subsidiary bank, including at times when we may not be in a financial position to provide it.
Any capital loan by a bank holding company to any of its subsidiary banks is subordinate in right of payment to deposits and to certain other
indebtedness of such subsidiary banks. The BHC Act provides that, in the event of a bank holding company s bankruptcy, any commitment by
the bank holding company to a federal bank regulatory agency to maintain the capital of a subsidiary bank will be assumed by the bankruptcy
trustee and entitled to priority of payment.

Capital Adequacy and Prompt Corrective Action

Banks and bank holding companies are subject to various regulatory capital requirements administered by state and federal banking agencies.
Capital adequacy guidelines and, additionally for banks, prompt corrective action regulations, involve quantitative measures of assets, liabilities,
and certain
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off-balance-sheet items calculated under regulatory accounting practices. Capital amounts and classifications are also subject to qualitative
judgments by regulators about components, risk weighting and other factors.

The FDIC and the DFI have substantially similar risk-based capital ratio and leverage ratio guidelines for banking organizations. The guidelines
are intended to ensure that banking organizations have adequate capital given the risk levels of assets and off-balance sheet financial
instruments. Under the guidelines, banking organizations are required to maintain minimum ratios for Tier 1 capital and total capital to
risk-weighted assets (including certain off-balance sheet items, such as letters of credit). For purposes of calculating the ratios, a banking
organization s assets and some of its specified off-balance sheet commitments and obligations are assigned to various risk categories. A
depository institution s or holding company s capital, in turn, is classified in one of three tiers, depending on type:

e Core Capital (Tier 1). Tier 1 capital includes common equity, retained earnings, qualifying non-cumulative
perpetual preferred stock, a limited amount of qualifying cumulative perpetual stock at the holding company level,
minority interests in equity accounts of consolidated subsidiaries, less goodwill, most intangible assets and certain
other assets.

e Supplementary Capital (Tier 2). Tier 2 capital includes, among other things, perpetual preferred stock not
meeting the Tier 1 definition, qualifying mandatory convertible debt securities, qualifying subordinated debt, and
allowances for possible loan losses, subject to limitations.

e Market Risk Capital (Tier 3). Tier 3 capital includes qualifying unsecured subordinated debt.

We, like other bank holding companies, are required to maintain Tier 1 capital and total capital (the sum of Tier 1, Tier 2 and Tier 3 capital)
equal to at least 4.0% and 8.0%, respectively, of total risk-weighted assets (including various off-balance-sheet items, such as standby letters of
credit). Our subsidiary bank, like other depository institutions, is required to maintain similar capital levels under capital adequacy guidelines.
For a depository institution to be considered well capitalized under the regulatory framework for prompt corrective action it s Tier 1 and total
capital ratios must be at least 6.0% and 10.0% on a risk-adjusted basis, respectively.

Bank holding companies and banks subject to the market risk capital guidelines are required to incorporate market and interest rate risk
components into their risk-based capital standards. Under the market risk capital guidelines, capital is allocated to support the amount of market
risk related to a financial institution s ongoing trading activities.

Bank holding companies and banks are also required to comply with minimum leverage ratio requirements. The leverage ratio is the ratio of a
banking organization s Tier 1 capital to its total adjusted quarterly average assets (as defined for regulatory purposes). The requirements
necessitate a minimum leverage ratio of 3.0% for financial holding companies and national banks that either have the highest supervisory rating

or have implemented the appropriate federal regulatory authority s risk-adjusted measure for market risk. All other financial holding companies
and banks are required to maintain a minimum leverage ratio of 4.0%, unless a different minimum is specified by an appropriate regulatory
authority. For a depository institution to be considered well capitalized under the regulatory framework for prompt corrective action, its leverage
ratio must be at least 5.0%. The FRB has not advised Central Pacific of any specific minimum leverage ratio applicable to it.

The Federal Deposit Insurance Act, as amended ( FDIA ), requires among other things, the federal banking agencies to take prompt corrective
action in respect of depository institutions that do not meet minimum capital requirements. The FDIA sets forth the following five capital tiers:

well capitalized, adequately capitalized, undercapitalized, significantly undercapitalized and critically undercapitalized. A depository institu
capital tier will depend upon how its capital levels compare
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with various relevant capital measures and certain other factors, as established by regulation. The relevant capital measures are the total capital
ratio, the Tier 1 capital ratio and the leverage ratio.

Under the regulations adopted by the federal regulatory authorities, a bank will be: (i) well capitalized if the institution has a total risk-based
capital ratio of 10.0% or greater, a Tier 1 risk-based capital ratio of 6.0% or greater, and a leverage ratio of 5.0% or greater, and is not subject to
any order or written directive by any such regulatory authority to meet and maintain a specific capital level for any capital measure;

(i) adequately capitalized if the institution has a total risk-based capital ratio of 8.0% or greater, a Tier 1 risk-based capital ratio of 4.0% or
greater, and a leverage ratio of 4.0% or greater (3.0% in certain circumstances ) and is not well capitalized ; (iii)) undercapitalized if the institution
has a total risk-based capital ratio that is less than 8.0%, a Tier 1 risk-based capital ratio of less than 4.0% or a leverage ratio of less than 4.0%
(3.0% in certain circumstances); (iv) significantly undercapitalized if the institution has a total risk-based capital ratio of less than 6.0%, a Tier 1
risk-based capital ratio of less than 3.0% or a leverage ratio of less than 3.0%; and (v) critically undercapitalized if the institution s tangible
equity is equal to or less than 2.0% of average quarterly tangible assets. An institution may be downgraded to, or deemed to be in, a capital
category that is lower than indicated by its capital ratios if it is determined to be in an unsafe or unsound condition or if it receives an
unsatisfactory examination rating with respect to certain matters. A bank s capital category is determined solely for the purpose of applying
prompt corrective action regulations, and the capital category may not constitute an accurate representation of the bank s overall financial
condition or prospects for other purposes.

The FDIA generally prohibits a depository institution from making any capital distributions (including payment of a dividend) or paying any
management fee to its parent holding company if the depository institution would thereafter be undercapitalized. = Undercapitalized institutions
are subject to growth limitations and are required to submit a capital restoration plan. The agencies may not accept such a plan without
determining, among other things, that the plan is based on realistic assumptions and is likely to succeed in restoring the depository institution s
capital. In addition, for a capital restoration plan to be acceptable, the depository institution s parent holding company must guarantee that the
institution will comply with such capital restoration plan. The aggregate liability of the parent holding company is limited to the lesser of (i) an
amount equal to 5.0% of the depository institution s total assets at the time it became undercapitalized and (ii) the amount which is necessary (or
would have been necessary) to bring the institution into compliance with all capital standards applicable with respect to such institution as of the
time it fails to comply with the plan. If a depository institution fails to submit an acceptable plan, it is treated as if it is significantly
undercapitalized.

Significantly undercapitalized depository institutions may be subject to a number of requirements and restrictions, including orders to sell
sufficient voting stock to become adequately capitalized, requirements to reduce total assets, and cessation of receipt of deposits from
correspondent banks. Critically undercapitalized institutions are subject to the appointment of a receiver or conservator.
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As of December 31, 2006, our capital ratios and the capital ratios of Central Pacific Bank exceeded the minimum thresholds for a
well-capitalized institution. The following table sets forth actual and required capital ratios as of December 31, 2006 and 2005:

Minimum required for Minimum required

Actual capital adequacy purposes to be well-capitalized

Amount Ratio Amount Ratio Amount Ratio

(Dollars in thousands)
Company
As of December 31, 2006:
Tier 1 risk-based capital $ 553,254 12.3 % $ 179,292 4.0 % $ 268,939 6.0 %
Total risk-based capital 608,192 13.6 358,585 8.0 448,231 10.0
Leverage capital 553,254 10.9 202,538 4.0 253,173 5.0
As of December 31, 2005:
Tier 1 risk-based capital $ 477,828 10.7 % $ 178,984 4.0 % $ 268,477 6.0 %
Total risk-based capital 533,771 11.9 357,969 8.0 447,461 10.0
Leverage capital 477,828 10.0 191,058 4.0 238,822 5.0
Central Pacific Bank
As of December 31, 2006:
Tier 1 risk-based capital $ 526,228 11.8 % $ 178,769 4.0 % $ 268,154 6.0 %
Total risk-based capital 581,166 13.0 357,538 8.0 446,923 10.0
Leverage capital 526,228 10.4 203,325 4.0 254,157 5.0
As of December 31, 2005:
Tier 1 risk-based capital $ 437,844 9.8 % $ 178,675 4.0 % $ 268,012 6.0 %
Total risk-based capital 493,691 11.1 357,350 8.0 446,687 10.0
Leverage capital 437,844 9.3 189,280 4.0 236,601 5.0

The federal regulatory authorities risk-based capital guidelines are based upon the 1988 capital accord of the Basel Committee on Banking
Supervision, or the BIS. The BIS is a committee of central banks and bank supervisors/regulators from the major industrialized countries that
develops broad policy guidelines for use by each country s supervisors in determining the supervisory policies they apply. In 2004, the BIS
published a new capital accord to replace its 1988 capital accord, with an update in November 2005 ( BIS II ). BIS II provides two approaches for
setting capital standards for credit risk an internal ratings-based approach tailored to individual institutions circumstances (which for many asset
classes is itself broken into a foundation approach and an advanced or A-IRB approach, the availability of which is subject to additional
restrictions) and a standardized approach that bases risk weightings on external credit assessments to a much greater extent than permitted in
existing risk-based capital guidelines. BIS II also would set capital requirements for operational risk and refine the existing capital requirements

for market risk exposures.

The U.S. banking and thrift agencies are developing proposed revisions to their existing capital adequacy regulations and standards based on BIS
IL. In September 2006, the agencies issued a notice of proposed rulemaking setting forth a definitive proposal for implementing BIS II in the
United States that would apply only to internationally active banking organizations defined as those with consolidated total assets of $250 billion
or more or consolidated on-balance sheet foreign exposures of $10 billion or more but that other U.S. banking organizations could elect but
would not be required to apply. In December 2006, the agencies issued a notice of proposed rulemaking describing proposed amendments to
their existing risk-based capital guidelines to make them more risk-sensitive, generally following aspects of the standardized approach of BIS II.
These latter proposed amendments, often referred to as BIS I-A
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would apply to banking organizations that are not internationally active banking organizations subject to the A-IRB approach for internationally
active banking organizations and do not optin to that approach.

The comment periods for both of the agencies notices of proposed rulemakings expire on March 26, 2007. The agencies have indicated their
intent to have the new requirements first become effective in 2009 and that those provisions and the BIS I-A provisions for others will be
implemented on similar timeframes.

The Company is not an internationally active banking organization and does not expect to opt-in to the A-IRB provisions once they become
effective.

Deposit Insurance

Substantially all of the deposits of our bank subsidiary are insured up to applicable limits by the Deposit Insurance Fund ( DIF ) of the FDIC and
are subject to deposit insurance assessments to maintain the DIF. Our bank subsidiary paid no insurance assessments on these deposits during

the most recent semi-annual period. However, in November 2006, the FDIC issued a final rule to be effective January 1, 2007 that creates a new
assessment system designed to more closely tie what banks pay for deposit insurance to the risks they pose and adopts a new base schedule of
rates that the FDIC can adjust up or down, depending on the revenue needs of the insurance fund. This new assessment system is expected to
result in increased annual assessments on deposits of our bank subsidiary of 5 to 7 cents for each $100 of domestically held deposits. An FDIC
credit for prior contributions is expected to offset the assessment for 2007 and may offset a portion of the assessment for 2008. Significant
increases in the insurance assessments our bank subsidiary pays will increase our costs once the credit is utilized or otherwise disposed of.

Depositor Preference

The FDIA provides that, in the event of the liquidation or other resolution of an insured depository institution, the claims of depositors of the
institution, including the claims of the FDIC as subrogee of insured depositors, and certain claims for administrative expenses of the FDIC as a
receiver, will have priority over other general unsecured claims against the institution. If an insured depository institution fails, insured and
uninsured depositors, along with the FDIC, will have priority in payment ahead of unsecured, non-deposit creditors, including the parent bank
holding company, with respect to any extensions of credit they have made to such insured depository institution.

Community Reinvestment Act

The Community Reinvestment Act of 1977, or the CRA, requires depository institutions to assist in meeting the credit needs of their market
areas consistent with safe and sound banking practice. Under the CRA, each depository institution is required to help meet the credit needs of its
market areas by, among other things, providing credit to low- and moderate-income individuals and communities. Depository institutions are
periodically examined for compliance with the CRA and are assigned ratings. In order for a financial holding company to commence any new
activity permitted by the BHC Act, or to acquire any company engaged in any new activity permitted by the BHC Act, each insured depository
institution subsidiary of the financial holding company must have received a rating of at least satisfactory in its most recent examination under
the CRA. Furthermore, banking regulators take into account CRA ratings when considering approval of a proposed transaction.

Financial Privacy

In accordance with the GLB Act, federal banking regulators adopted rules that limit the ability of banks and other financial institutions to
disclose non-public information about consumers to nonaffiliated third parties. These limitations require disclosure of privacy policies to
consumers and, in some
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circumstances, allow consumers to prevent disclosure of certain personal information to a nonaffiliated third party. The privacy provisions of the
GLB Act affect how consumer information is transmitted through diversified financial companies and conveyed to outside vendors.

Anti-Money Laundering Initiatives and the USA Patriot Act

A major focus of governmental policy on financial institutions in recent years has been aimed at combating money laundering and terrorist
financing. The USA PATRIOT Act of 2001, or the USA Patriot Act, substantially broadened the scope of United States anti-money laundering
laws and regulations by imposing significant new compliance and due diligence obligations, creating new crimes and penalties and expanding
the extra-territorial jurisdiction of the United States. The United States Treasury Department has issued a number of regulations that apply
various requirements of the USA Patriot Act to financial institutions such as our bank and broker-dealer subsidiaries. These regulations impose
obligations on financial institutions to maintain appropriate policies, procedures and controls to detect, prevent and report money laundering and
terrorist financing and to verify the identity of their customers. Failure of a financial institution to maintain and implement adequate programs to
combat money laundering and terrorist financing, or to comply with all of the relevant laws or regulations, could have serious legal and
reputational consequences for the institution.

In December 2006, Central Pacific Bank agreed to a cease and desist order (the Order ) with the FDIC and DFI. The Order requires the bank to
take additional steps to improve our program for detecting, monitoring and reporting large currency transactions and suspicious activity as
mandated by the Bank Secrecy Act ( BSA ). BSA regulations, an integral component of the government s anti-money laundering initiatives,
require banks to detect, monitor and report currency transactions of $10,000 or more and other suspicious activity. The Order, which arose from
an annual examination by the FDIC and DFI, requires the bank to take certain specific steps to bring it into compliance in all material respects
with the BSA. To date, the bank has implemented numerous improvements that address the requirements of the Order, such as increasing
oversight, supervision and staffing of BSA compliance; improving its practices and procedures to monitor and report transactions; and
conducting training, as well as providing for auditing and independent testing of bank practices to ensure adherence to tighter BSA standards.
The bank is currently implementing new software programs that will monitor transactions as required by these BSA standards. We expect to
fully comply with the Order by mid-year 2007 and will seek to have the Order rescinded soon thereafter.

Office of Foreign Assets Control Regulation

The United States has imposed economic sanctions that affect transactions with designated foreign countries, nationals and others. These are
typically known as the OFAC rules based on their administration by the U.S. Treasury Department Office of Foreign Assets Control ( OFAC ).
The OFAC-administered sanctions targeting countries take many different forms. Generally, however, they contain one or more of the following
elements: (i) restrictions on trade with or investment in a sanctioned country, including prohibitions against direct or indirect imports from and
exports to a sanctioned country and prohibitions on U.S. persons engaging in financial transactions relating to making investments in, or
providing investment-related advice or assistance to, a sanctioned country; and (ii) a blocking of assets in which the government or specially
designated nationals of the sanctioned country have an interest, by prohibiting transfers of property subject to U.S. jurisdiction (including

property in the possession or control of U.S. persons). Blocked assets (e.g., property and bank deposits) cannot be paid out, withdrawn, set off or
transferred in any manner without a license from OFAC. Failure to comply with these sanctions could have serious legal and reputational
consequences.
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Legislative Initiatives

From time to time, various legislative and regulatory initiatives are introduced in Congress and state legislatures, as well as by regulatory
agencies. Such initiatives may include proposals to expand or contract the powers of bank holding companies and depository institutions or
proposals to substantially change the financial institution regulatory system. Such legislation could change banking statutes and our operating
environment in substantial and unpredictable ways. If enacted, such legislation could increase or decrease the cost of doing business, limit or
expand permissible activities or affect the competitive balance among banks, savings associations, credit unions, and other financial institutions.
We cannot predict whether any such legislation will be enacted, and, if enacted, the effect that it, or any implementing regulations, would have
on our financial condition or results of operations. A change in statutes, regulations or regulatory policies applicable to us or any of our
subsidiaries could have a material effect on our business.

Employees

At January 31, 2007, we employed 1,008 persons, 944 on a full-time basis and 64 on a part-time basis. We are not a party to any collective
bargaining agreement.

Available Information

Our internet website can be found at www.centralpacificbank.com. Our annual report on Form 10-K, quarterly reports on Form 10-Q, current
reports on Form 8-K and all amendments to those reports can be found on our internet website as soon as reasonably practicable after such
material is electronically filed with or furnished to the SEC. Copies of the Company s filings with the SEC may also be obtained directly from
the SEC s website at www.sec.gov. These documents may also be obtained in print upon request by our shareholders to our Investor Relations
Department.

Also posted on our website, and available in print upon request of any shareholder to our Investor Relations Department, are the charters for our
Audit Committee, our Compensation Committee and our Corporate Governance and Nominating Committee, as well as our Corporate
Governance Guidelines and our Code of Business Conduct and Ethics. Within the time period required by the SEC and the NYSE, we will post
on our website any amendment to the Code of Business Conduct and Ethics and any waiver applicable to our senior financial officers, as defined
by the SEC, and our executive officers or directors. In addition, our website includes information concerning purchases and sales of our equity
securities by our executive officers and directors, as well as disclosure relating to certain non-GAAP financial measures (as defined in the SEC s
Regulation G) that we may make public orally, telephonically, by webcast, by broadcast or by similar means from time to time.

ITEM 1A. RISK FACTORS

An investment in our common stock is subject to risks inherent to our business. The material risks and uncertainties that management believes
affect us are described below. Before making an investment decision, you should consider carefully the risks and uncertainties described below
together with all of the other information included or incorporated by reference in this report. The risks and uncertainties described below are not
the only ones we face. Additional risks and uncertainties that management is not aware of or focused on or that management currently deems
immaterial may also impair our business operations. This report is qualified in its entirety by these risk factors.

If any of the following risks actually occurs, our financial condition and results of operations could be materially and adversely affected. If this
were to happen, the value of our common stock could decline significantly, and you could lose all or part of your investment.
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Factors That May Affect Our Business

The risks and uncertainties described below are not the only ones we face. Additional risks and uncertainties that we are unaware of, or that we
currently deem immaterial, also may become important factors that affect us. If any one or a combination of these risks occurs, our business,
financial condition or results of operations could be materially and adversely affected.

Changes in economic conditions, in particular an economic slowdown in Hawaii, California or Washington, could materially hurt our
business.

Our business is directly affected by factors such as economic, political and market conditions, broad trends in industry and finance, legislative
and regulatory changes, changes in government monetary and fiscal policies and inflation, all of which are beyond our control. Deterioration in
economic conditions, in particular an economic slowdown in Hawaii, California or Washington, could result in the following consequences, any
of which could materially hurt our business:

loan delinquencies may increase;

problem assets and foreclosures may increase;

demand for our products and services may decline;

low cost or non-interest bearing deposits may decrease; and

e collateral for loans made by us, especially involving real estate, may decline in value, in turn reducing customers
borrowing power, and reducing the value of assets and collateral associated with our existing loans.

A large percentage of our loans are collateralized by real estate, and an adverse change in the real estate market may result in losses and
adversely affect our profitability.

Approximately 83% of our loan portfolio as of December 31, 2006 was comprised of loans collateralized by real estate. An adverse change in
the economy affecting real estate values generally or in our primary markets specifically could significantly impair the value of our collateral
and our ability to sell the collateral upon foreclosure. In the event of a default with respect to any of these loans, amounts received upon sale of
the collateral may be insufficient to recover outstanding principal and interest on the loan. As a result, our profitability could be negatively
impacted by an adverse change in the real estate market.

A large percentage of our real estate loans are construction loans which involve the additional risk that a project may not be completed,
increasing the risk of loss.

Approximately 36% of our real estate loan portfolio as of December 31, 2006 was comprised of construction loans. Repayment of construction
loans is often dependent upon the successful completion of the construction project, on time and within budget. If a borrower is unable to
complete a construction project, or if the marketability of the completed development is impaired, proceeds from the sale of the subject property
may be insufficient to repay the loan. As a result, we may incur loan losses, adversely affecting our profitability.

Our business is subject to interest rate risk, and fluctuations in interest rates may adversely affect our earnings.

The majority of our assets and liabilities are monetary in nature and subject to risk from changes in interest rates. Like most financial
institutions, our earnings and profitability depend significantly on our net interest income, which is the difference between interest income on
interest-earning assets, such as loans and investment securities, and interest expense on interest-bearing liabilities, such as deposits and
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borrowings. We expect that we will periodically experience gaps in the interest rate sensitivities of our assets and liabilities, meaning that either
our interest-bearing liabilities will be more sensitive to changes in market interest rates than our interest-earning assets, or vice versa. If market
interest rates should move contrary to our position, this gap will work against us, and our earnings may be negatively affected. In light of our
current volume and mix of interest-earning assets and interest-bearing liabilities, our interest rate spread could be expected to increase during
periods of rising interest rates and, conversely, to decline during periods of falling interest rates. We are unable to predict or control fluctuations
of market interest rates, which are affected by many factors, including the following:

e inflation;

e recession;

e changes in unemployment;
e the money supply; and

e international disorder and instability in domestic and foreign financial markets.

Our asset/liability management strategy may not be able to control our risk from changes in market interest rates, and it may not be able to
prevent changes in interest rates from having a material adverse effect on our results of operations and financial condition.

In the fourth quarter of 2006, we repositioned our investment portfolio to reduce our net interest income volatility, as well as increasing our
prospective earnings and net interest margin. As a result of the repositioning, we believe that we have reduced our interest rate risk exposure to
declining market interest rates and expect a positive impact on 2007 net interest inocme and net interest margin.

Our allowance for loan losses may not be sufficient to cover actual loan losses, which could adversely affect our results of operations.

As a lender, we are exposed to the risk that our loan customers may not repay their loans according to their terms and that the collateral or
guarantees securing these loans may be insufficient to assure repayment. We may experience significant loan losses that could have a material
adverse effect on our operating results. Management makes various assumptions and judgments about the collectibility of our loan portfolio,
which are based, in part, on:

e current economic conditions and their estimated effects on specific borrowers;

e an evaluation of the existing relationships among loans, potential loan losses and the present level of the
allowance for loan losses;

e results of examinations of our loan portfolios by regulatory agencies; and

e management s internal review of the loan portfolio.

‘We maintain an allowance for loan losses to cover expected loan losses inherent in our loan portfolio. Additional loan losses will likely occur in
the future and may occur at a rate greater than we have experienced to date.

In determining the size of the allowance, we rely on an analysis of our loan portfolio, our experience and our evaluation of general economic
conditions. While we are not currently aware of any fact or circumstance that would cause our allowance to be inadequate, if our assumptions
prove to be incorrect, our current allowance may not be sufficient. Adjustments may also be necessary to allow for unexpected volatility or
deterioration in the local or national economy. Material additions to the allowance would materially decrease our net income. In addition, federal
regulators periodically evaluate the adequacy of our allowance and may require us to increase our provision for loan and lease losses or
recognize further
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loan charge-offs, based on judgments different than those of our management. Any increase in our allowance or loan charge-offs as required by
these regulatory agencies could have a material adverse effect on our results of operations.

We operate in a highly competitive industry and market area.

We face substantial competition in all areas of our operations from a variety of different competitors, many of which are larger and may have
more financial resources. Such competitors primarily include national, regional, and community banks within the various markets we operate.
Additionally, various out-of-state banks conduct significant business in the market areas in which we currently operate. We also face
competition from many other types of financial institutions, including, without limitation, savings and loans, credit unions, finance companies,
brokerage firms, insurance companies, factoring companies and other financial intermediaries.

The financial services industry could become even more competitive as a result of legislative, regulatory and technological changes and
continued consolidation. Banks, securities firms and insurance companies can merge under the umbrella of a financial holding company, which
can offer virtually any type of financial service, including banking, securities underwriting, insurance (both agency and underwriting) and
merchant banking. Also, technology has lowered barriers to entry and made it possible for non-banks to offer products and services traditionally
provided by banks, such as automatic transfer and automatic payment systems. Many of our competitors have fewer regulatory constraints and
may have lower cost structures. Additionally, due to their size, many competitors may be able to achieve economies of scale and, as a result,
may offer a broader range of products and services as well as better pricing for those products and services than we can.

Our ability to compete successfully depends on a number of factors, including, among other things:

e The ability to develop, maintain and build upon long-term customer relationships based on top quality service,
high ethical standards and safe, sound assets;

e The ability to expand our market position;

e The scope, relevance and pricing of products and services offered to meet customer needs and demands;
e  The rate at which we introduce new products and services relative to its competitors;

e Customer satisfaction with our level of service; and

e Industry and general economic trends.

Failure to perform in any of these areas could significantly weaken our competitive position, which could adversely affect our growth and
profitability, which, in turn, could have a material adverse effect on our financial condition and results of operations.

We may be unable to comply with the requirements of the Cease and Desist Order relating to compliance with Bank Secrecy Act
regulations, which could result in regulatory restrictions on our operations.

Under the terms of the Order, as discussed in  SUPERVISION AND REGULATION Anti-Money Laundering Initiatives and the USA Patriot
Act, we are required to make specific improvements in our BSA compliance activities. If we are unable to satisfy the requirements imposed in
the Order, we may be subject to or restrictions on our banking operations and future growth plans. Such measures could impair our reputation in
the community, lead to the loss of customers and adversely affect our profitability and growth prospects.
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Our deposit customers may pursue alternatives to bank deposits or seek higher yielding deposits, causing us to incur increased funding
costs.

We are facing increasing deposit-pricing pressures. Checking and savings account balances and other forms of deposits can decrease when our
deposit customers perceive alternative investments, such as the stock market or other non-depository investments, as providing superior
expected returns. Furthermore, technology and other changes have made it more convenient for bank customers to transfer funds into alternative
investments, including products offered by other financial institutions or non-bank service providers. Additional increases in short-term interest
rates could increase transfers of deposits to higher yielding deposits. Efforts and initiatives we undertake to retain and increase deposits,
including deposit pricing, can increase our costs. When bank customers move money out of bank deposits in favor of alternative investments or
into higher yielding deposits, we can lose a relatively inexpensive source of funds, increasing our funding costs.

Operations in our mainland loan production offices have positively affected our results of operations, and sustaining these operations
and growing loans may be more difficult than we expect, which could adversely affect our results of operations.

Sustaining the expansion of loan production on the mainland depends on a number of factors, including the continued strength of the California
and Washington real estate markets. The strength of these real estate markets could be negatively affected by anticipated increases in interest
rates and any economic downturn, and our results of operation could be negatively impacted.

Because we have a limited operating history with respect to our California and Washington loan production offices, it is more difficult
to predict our future prospects and financial performance, which may impair our ability to manage our business.

Our first California loan production office commenced operations in the first quarter of 2003, and our first Washington loan production office
opened in the fourth quarter of 2004. Consequently, our mainland offices have a limited history upon which we can rely in planning and making
decisions that will affect our future operating results.

The loans made by our mainland loan production offices in California and Washington are generally unseasoned, and any defaults on
such loans would adversely affect our financial condition, results of operations and prospects.

At December 31, 2006, loans originated in our California and Washington loan production offices totaled $1.1 billion, or 29% of our total loan
portfolio. In light of the limited operating history of our mainland loan production offices described in the previous risk factor, all of those loans
were originated after January 1, 2003. The payment on such loans is typically dependent on the cash flows generated by the projects, which are
affected by the supply and demand for commercial property within the relative market. If the market for commercial property experiences a
decline in demand, commercial borrowers may suffer losses on their projects and be unable to repay their loans. Defaults on these loans would
negatively affect our financial condition, results of operations and prospects.

The loans made by our mainland loan production offices in California and Washington are concentrated among a limited number of
customers in California and Washington, and difficulty with a customer or loss of a customer could affect our results of operations and
our ability to grow loans and deposits in the mainland.

Our mainland operations are dependent on a concentration of loans with a small number of key customers with whom individuals on our
mainland loan staff have built strong relationships. Such a concentration of borrowers carries certain risks. Among other things, financial
difficulty at one mortgaged

18

23



Edgar Filing: CENTRAL PACIFIC FINANCIAL CORP - Form 10-K

real property could cause a borrower to defer maintenance at another mortgaged real property in order to satisfy current expenses with respect to
the troubled mortgaged real property. A borrower could attempt to avert foreclosure on one mortgaged real property by filing a bankruptcy
petition that might have the effect of interrupting monthly payments for an indefinite period on all of the related mortgage loans. Furthermore,
the average size of loans in our mainland portfolio, especially those originated in Southern California, is larger than that of loans in our Hawaii
portfolio, and such larger average loan size could make potential losses related to concentration risk more severe.

Loan growth from our mainland operations is dependent on relationships between certain key customers and our current mainland
loan staff who in turn have forged relationships with certain key members of our management team, and the departure of these
individuals could adversely affect our business.

Our mainland operations are dependent on the relationships with customers built by our experienced teams of lenders, many of whom have
worked with each other and with key individuals on our senior management team. If some or all of our mainland loan officers, or the members
of our senior management staff who coordinate mainland operations, were to leave our company, it could adversely affect the expansion of our
mainland operations and our ability to grow loans.

We are subject to environmental liability risk associated with lending activities.

A significant portion of our loan portfolio is secured by real property. During the ordinary course of business, we may foreclose on and take title
to properties securing certain loans. In doing so, there is a risk that hazardous or toxic substances could be found on these properties. If
hazardous or toxic substances are found, we may be liable for remediation costs, as well as for personal injury and property damage.
Environmental laws may require us to incur substantial expenses and may materially reduce the affected property s value or limit our ability to
use or sell the affected property. In addition, future laws or more stringent interpretations or enforcement policies with respect to existing laws
may increase our exposure to environmental liability. Although we require an environmental review before initiating any foreclosure action on
real property, these other financial liabilities associated with an environmental hazard could have a material adverse effect on our financial
condition and results of operations.

Governmental regulation may impair our operations or restrict our growth.

We are subject to significant governmental supervision and regulation. These regulations are intended primarily for the protection of depositors.
Statutes and regulations affecting our business may be changed at any time, and the interpretation of these statutes and regulations by examining
authorities may also change. Within the last several years Congress and the President have passed and enacted significant changes to these
statutes and regulations. There can be no assurance that such changes to the statutes and regulations or to their interpretation will not adversely
affect our business. In addition to governmental supervision and regulation, we are subject to changes in other federal and state laws, including
changes in tax laws, which could materially affect the banking industry. We are subject to the rules and regulations of the FRB. If we fail to
comply with federal and state bank regulations, the regulators may limit our activities or growth, fine us or ultimately put us out of business.
Banking laws and regulations change from time to time. Bank regulations can hinder our ability to compete with financial services companies
that are not regulated in the same manner or are less regulated. Federal and state bank regulatory agencies regulate many aspects of our
operations. These areas include:

e the capital that must be maintained;
e the kinds of activities that can be engaged in;
e the kinds and amounts of investments that can be made;
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e the locations of offices;
e insurance of deposits and the premiums that we must pay for this insurance; and

e how much cash we must set aside as reserves for deposits.
We may be unsuccessful in our federal or Hawaii state tax appeals, or ongoing tax audits may result in additional tax liabilities.

We are currently appealing certain tax assessments by the Internal Revenue Service and the State of Hawaii Department of Taxation. While we
believe that we have properly applied the relevant income tax statutes and have obtained supporting opinions from tax consultants, we may be
unsuccessful in one or more of our appeals. While we have established contingency reserves as deemed appropriate, adverse decisions or
settlements could result in income tax and related interest exposure in excess of amounts reserved. The potential tax exposure that has not been
reserved amounted to $4.1 million at December 31, 2006. A discussion of significant tax positions is provided in note 17 to the Consolidated
Financial Statements.

Our controls and procedures may fail or be circumvented.

Management regularly reviews and updates our internal controls, disclosure controls and procedures, and corporate governance policies and
procedures. Any system of controls, however well designed and operated, is based in part on certain assumptions and can provide only
reasonable, not absolute, assurances that the objectives of the system are met. Any failure or circumvention of our controls and procedures or
failure to comply with regulations related to controls and procedures could have a material adverse effect on our business, results of operations
and financial condition.

We face risks associated with future acquisitions.

Our ability to obtain regulatory approval of acquisitions is subject to constraints related to the Bank Secrecy Act and the CRA, as described

below in Management s Discussion and Analysis of Financial Condition and Results of Operations. Subject to our ability to successfully address
these regulatory concerns, we may pursue future acquisition opportunities. Risks commonly encountered in existing and future acquisitions

include, among other things:

e The difficulty of integrating the operations and personnel of acquired companies and branches;

e  The potential disruption of our ongoing business;
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