BANCORP
March 6, 2009

Mr. Neil M. Barofsky

Special Inspector General - TARP

1500 Pennsylvania Avenue, NW; Suite 1064
Washington, D.C. 20220

Dear Mr. Barofsky,

Please accept this letter as Hotizon Bancorp’s official response to your letter dated February
6, 2009.

History of Horizon’s Participation in TARP: On December 19, 2008, Horizon Bancorp
entered into the Letter Agreement and Securities Purchase Agreement with the United States
Department of the Treasury (“Treasury”), pursuant to which Horizon issued and sold 25,000
shares of Horizon’s Fixed Rate Cumulative Perpetual Preferred Stock, Series A, and a
warrant to putchase 212,104 shares of Horizon’s common stock, without par value, for an
aggregate purchase price of $25,000,000 in cash.

Prior to applying for this capital under the Emergency Economic Stabilization Act of 2008,
Horizon performed its due diligence to determine its need and level of participation in the
Capital Purchase Program (“CPP”) and considered the following points. A significant
concern at the time of our analysis was the restricted access to liquidity in the financial
markets. Hotizon was not experiencing a liquidity need but being aware of the bigger issue;
identifying and procuring additional liquidity was a focus. Observing the Treasury’s strong
encouragement of the nation’s largest financial institutions to participate in the CPP, 1t
appeared that utilizing this additional capital was part of a national plan to help restore the
frozen liquidity markets, and it fit within our Company’s strategy.

Initially, as we understood it, the Treasury’s plan was to provide this additional capital to
only good performing financial institutions, and Horizon was qualified. In addition, during
discussions with bank regulators, we were encouraged to participate in the capital program.

Due to the known and unknown issues facing financial institutions, this encouragement by
regulators created speculation that without obtaining additional capital, potential changes in
regulatory capital requirements might leave Horizon at a competitive disadvantage. Since
going to the capital markets did not appear to be a viable option in the near term, the
Treasury’s CPP program appeared to be the only viable option.

Horizon was well capitalized at the time we applied for the capital and would still be today
without the additional capital and corresponding balance sheet growth. Horizon
experienced its ninth consecutive year of record earnings for the year ended December 31,

2008. [N
IO [ oot for the issues facing the financial institution industry and

the looming unknown regulatory environment, we believe Horizon would not have sought
additional capital to sustain its capital adequacy and original strategic plan.
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However, considering all these points, the current economic environment, and
understanding that the CPP was a low cost form of additional capital, accepting the capital as
a cushion for these known and unknown concerns seemed to be the prudent and
responsible decision for the Company.

Use of Tarp Proceeds: In anticipation of receiving the additional capital and the expected
mncrease in the Company’s capital ratios, a leverage plan was developed to help ensure that
the cost of the dividend for the capital would be adequately covered. It was determined that

the net mnterest income from $125,000,000 of assets added to the Company’s balance sheet
funded with $100,000,000 million of borrowings along with the $25,000,000 received from
the Treasury would provide an adequate after tax amount to cover the dividend cost.

Initially the additional assets were planned to be in the form of investment securities with a
longer-term plan to use the cash flow from the investments to grow the Company’s loan
portfolios in excess of the $25 million received under the CPP. However, covering the
entire cost of the additional capital was essential to ensure this plan did not dilute earnings or
shareholder value.

Upon receiving the Treasury investment, the $25,000,000 in cash was deposited into
Horizon’s transaction account with other funds. On December 19, 2008, $20,000,000 was
mnjected mto Horizon’s wholly owned subsidiary, Horizon Bank, as capital. The remaining
$5,000,000 was retained in Horizon’s transaction account for future investment in Horizon
Bank and/or cover any unforeseen needs at the Holding Company. The Treasury’s
mnvestment is included in the equity section of Horizon’s balance sheet as the Company’s
only form of preferred stock.

As of February 28, 2009, and as a result of participating in the CPP, Horizon has purchased
approximately $103,000,000 in investment securities, of which $92,000,000 were mortgage-
backed securities and $11,000,000 were municipal securities. Also, since December 19, 2008,
Horizon’s mortgage loan portfolios have increased approximately $139,000,000 from
$254,000,000 to $393,000,000 as of February 28, 2009 due to an increased demand in
mortgage loans. In addition to the mortgage loans added to the balance sheet, Horizon has
also originated and sold approximately $77,000,000 in mortgage loans since December 19,
2008. The ability for our Company to assist the financial markets in the mortgage loan

business at this level was a direct result of obtaining the additional CPP capital. Again, this
leverage strategy was instituted to allow us to increase lending by more than $25 million
while covering the costs of the capital and not otherwise adversely affecting shareholder
returns.

Even though we technically have $5,000,000 of CPP funds at the holding company, we
believe we have no remaining TARP funds to deploy since we have increased our mortgage
loan portfolios far in excess of our pre-TARP budgeted loan volume. We also firmly believe
that without participating in the CPP and mncreasing our capital ratios, this level of additional
lending would not have been possible. With that said, we still have room for growth in our
loan portfolios due to our leveraging of the CPP funds, and we expect to continue our
mncreased lending initiatives as our capital levels permit.



Executive Compensation: We reviewed and analyzed all of our executive compensation
arrangements to ensure our compensation practices were not encouraging our executives to
take undue risks. A memo is attached as Exhibit A describing this review.

In addition, we took the following steps:

e Horizon agreed to all of the executive compensation restrictions that existed at the
time of its initial sale of preferred stock to the Treasury under the CPP (December

2008) when Horizon’s Board of Directors approved the CPP transaction documents
and requirements for participating in the CPP.

e Fach of Horizon’s Senior Executive Officers (SEO) signed the form of Waiver
required as part of the initial CPP investment whereby each of them (1) agreed to
voluntarily waive any claim against the United States or Horizon for any changes to
their compensation or benefits that are required to comply with the portions of
TARP applicable to Hotizon, and (ii) acknowledged that TARP may require
modification of their compensation, bonus, incentive and other benefit plans,
arrangements, policies and agreements (including “golden parachute” agreements).

e As further assurance for Horizon’s and each of Horizon’s SEQ’s compliance with
the initial executive compensation restrictions, Horizon and each SEO also signed a
letter agreement whereby Horizon and each of the SEOs (i) formally acknowledged
and agreed to the testrictions set forth in the Waiver mentioned above, (ii) agreed
that any bonus and incentive compensation paid to a SEO is subject to recovery or
“clawback” by Horizon during the time the preferred stock remains outstanding if
the payments wete based on materially inaccurate financial statements or any other
materially inaccurate performance metric criteria, and (iif) agreed that each of
Horizon’s compensation, bonus, incentive, deferred compensation and other benefit
plans, arrangements and agreements (including golden parachute, severance, change
in control and employment agreements) were amended to the extent necessaty to
comply with the executive compensation restrictions imposed by the CPP.

e In response to additional executive compensation restrictions which have been
imposed since December 2008, Horizon has continued to adopt policies and
procedures to comply with such requirements and is considering additional changes
to its executive compensation agreements, plans and policies based upon those and
the most recent additional requirements contained in the American Recovery and
Reinvestment Act of 2009 (“ARRA”), which efforts are described more fully in
Horizon’s 2009 Proxy Statement. Horizon did include the non-binding “say on pay”
executive compensation proposal in its 2009 Proxy pursuant to the requirements of
the ARRA.

In addition, the following exhibits have also been included to provide information on
Horizon’s continued effort to support the requirements of the TARP program and the spirit
of the Treasury’s endeavors.



Foreclosure Mitigation: Horizon Bancorp has a long history of helping our customers
through challenging economic times. The attached Exhibit B reflects Horizon’s efforts since
receipt of the TARP capital, which includes establishment of a foreclosure mitigation policy
and by being pro-active with our customers prior to initiating foreclosure.

Loan Volume: Exhibit C provides additional support that Horizon has effectively deployed
the TARP capital into new loans. Horizon is exhibiting growth in all loan portfolios with
the exception of indirect automobile lending, which is primarily a function of lower sales 1n

the automotive industry.

Customer Assistance Programs: In addition to our foreclosure mitigation efforts,
Horizon has deployed an out reach effort to the entire community by offering financial
assistance to anyone in need. This outreach effort is in line with one of our core company
values of providing “sensible advice”. Exhibit D provides a good summary of our out reach
efforts.

Marketing Efforts: Horizon’s marketing dollars are primarily focused on loans and
customer financial counseling. We believe this focus promotes the spirit of the TARP
program initiatives. See Exhibit E for detail on Horizon’s marketing efforts.

The undersigned officer of Horizon certifies that he has reviewed this response and
supporting documents, and, to the best of his knowledge and belief, this response and the
supporting documents do not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances
under which such statements were made, not misleading,

We are proud of the efforts at Horizon to comply with terms and conditions of the TARP
Capital Purchase Program and believe you will concur with our assessment.

Sincerely,

Mark E. Secor
Chief Financial Officer



Exhibit A

HORIZON

Date: February 23,2009
From: [QJG) | Chief Enterprise Risk Officer, Horizon Bank

RE: Incentive compensation review

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, In December of 2008 Horizon Bancorp accepted a $25 million investment from the US. Treasury

under the Capital Purchase Plan. Part of the agreement to accept the capital 1s that incentive
compensation plans of Senior Executive Officers (SEOs) be reviewed by the compensation committee.
The purpose of the review is to assute the committee and the Board of Directors that the SEOs are not
being compensated to take undue risk. In January of 2009 Horizon Bancorp President and Chief
Executive Officer, Craig M. Dwight, presented proposed 2009 incentive compensation plans to the
compensation committee.

On February 10, 2009, a joint meeting of the Board of Director’s Compensation and Audit committees
was held to review the plans with Horizon’s Chief Enterprise Risk Officer, o
SEOs were present at this meeting. Peter L. Pairitz, Chairman of the Compensation Committee,
chaired the meeting. Mbegan the meeting by explaining the purpose of the meeting that
was three-fold: (a) review the risks that could threaten the company’s value, (b) identify features of the
compensation plans that could induce the SEOs to take those risks, and (c) take necessary actions to
change the features of the plans to reduce the incentive to take such risks.

Mreviewed the major risks that included:
a. laquudity

Credit

b
c. Interest rate risk

d. Operational risk, which includes Information Technology
e. Compliance

f. Reputation

g. Area economy

(b) (6) also reviewed other plan features that could induce excessive risk taking. He urged the

joint committee to keep the risks and other plan features in mind as they reviewed the plans.

The committee then reviewed each individual plan noting features that mitigate the SEOs from taking
undue risk that may threaten the company.

Michael Stearns, a partner with Plante and Moran, Horizon’s third party internal audit firm stated that
he did not identify any feature of the executive compensation plan that would encourage excessive risks

(b) (4)

Based on this review, the joint committee felt the plans as designed for 2009 align the interests of the

SEOs with those of the shareholders and that the plan designs provide several features to mitigate the
SEOs from taking undue risk that may threaten the enterprise. The committee agreed to recommend

the 2009 compensation plans to the Board of Directors for approval at their March meeting.



Exhibit B

Date: February 24, 2009
From: Tom H. Edwards, President and Chief Operating Officer, Horizon Bank
James D. Neff, Executive Vice President — Mortgage Banking, Horizon Bank

RE: Foreclosure mitigation efforts

Horizon Bank takes foreclosure mitigation setiously and feels it is our responsibility as a

Community Bank to help customers through these difficult economic times. Horizon has

established a Foreclosure Mitigation Committee and has adopted a Foreclosure Mitigation Policy

giving written direction to the Committee. It is the desire of Horizon to give homeowners the

opportunity to remain in their homes and to only initiate foreclosure as a measure of last resort.

The objectives of the Committee are to:

e Help cooperative borrowers stay in their homes during the current economic crisis.

e Minimize the number of bank foreclosures and non-accrual loans while operating within the
parameters of prudent lending standards.

¢ Implement a Loan Modification program that offers assistance to homeowners who are
having difficulty keeping their mortgage payments current.

e Proactive outreach to borrowers, offering counseling; loan modifications; payment
extensions; and expanded loan alternatives.

e Review every mortgage loan that is 60 days or more delinquent to head off unnecessaty
foreclosure and help ensure that each qualified homeowner is offered appropriate
modification terms ot loan alternatives.

The Committee has reviewed existing and proposed modification programs such as the F HA’s
Hope for Homeowners, FDIC’s “Mod in a Box”, and Fannie Mae’s HomeSaver Advance. These
programs ate in addition to the modification and payment extension programs Horizon has
internally implemented. We look forward to reading the details of the Obama Administration’s
modification program once it is released to the public on March 4.

As of February 24, 2009 Horizon has reviewed 15 mortgage loan modification requests totaling
more than $2.1 million. Ten of the requests have resulted in Horizon offering to modify loan
terms or extend past due payments, giving much needed financial relief to borrowers.

In addition, the Consumer Loan Department has a history of working with automobile secured
and home equity loan customers to either modify their loan terms or grant extensions of past due
payments to help them keep their cars and their homes.

Horizon has a proud history of helping borrowers during difficult economic times and we are
continuing this tradition during the current economic downturn.



Exhibit C

HORIZON

Date: February 25,2009

From: Tom Edwards, Executive Vice President, Horizon; President and Chief Operating Officer,
Horizon Bank

RE: ILoan volumes

I have summarized our loan volume by month for the fourth quarter 2008 and for all of January
and the first three weeks of February 2009.

Commercial lending has experienced a steady mflux of new loans from December 2008 through
the first three weeks in February 2009. New loans booked during this period totaled $12.1
million for a monthly average of $4.0 million. The outstanding balance of the commercial loan
pottfolio increased from $310.8 million at December 31, 2008 to $315.1 million at February 24,
2009. This is a $4.3 million increase since year-end.

With lower interest rates, mortgage loan activity has been brisk. For the months of December,
January, and the first three weeks of February, we have originated 390 mortgage loans with total
principal balances of $64.7 million. This compares to 182 loans and $29.0 million in the months
of October and November 2008. The majority of this volume is refinance activity.

The pickup in mortgage loan activity was also apparent in our Mortgage Warehouse Department.
In December, January, and the first three weeks of February, the Mortgage Warehouse
Department purchased 4,025 loans with total principal balances of $720.8 million and sold 3,598
loans with balances of $634.1 million. This compares to the months of October and November
2008 with 1,842 loans purchased with total principal balances of $297.1 million and sold 2,035
loans with balances of $327.8 million.

Consumer loan volume in 2009 declined from the fourth quarter 2008. Since the majority of our
monthly loan volume comes from indirect automobile purchases, our decline is directly related to
the downturn in auto sales nationwide. Consumer loan originations, which include auto and
home equity loans, have averaged $4.2 million per month since December 2008.



Exhibit D

Date: February 25, 2009
From: (QXG) Vice President and Director of Marketing

RE:  Customer assistance programs

In January 2009, Horizon launched a customer assistance program. This program was
designed to reach out to both businesses and consumers with financial concerns during these
economic times. The theme of this program is called 1-on-1 Financial Sessions — Attachment
Al

Objective: Provide 1-on-1 sessions, open to the public, with various advisors on any financial
concern from consumer budgeting, debt management, investments, business management, etc.
Promotional Mediums: Newspaper, media releases, branch POS, web site banners & resource
handouts

Time frame: January 2009 - ongoing

Advisors available for sessions: Mortgage, Consumer, Commercial and Trust & Investment
representatives

These sessions, while limited in the number of people attending thus far, have been well
received by those taking advantage of them. Here is a summary of one of the sessions
according to a Senior Account Administrator for Horizon Trust & Investment
Management:

1 et with ( QKN 7ing 1he Jannary 27" Customer Counseling Sessions. aw
tnvestment accounts with a broker located in Grand Rapids Michigan. The account is currently invested in
numerous low quality bonds. After our initial meeting 1 worked with Nathan (our Investment Portfolio
Manager) to review the assets and we met MMW again on February 10, 2009. [(DICM+»< [
were able to provide them with information and guidance regarding their investment accounts. 1 called (N
again today as a follow up and she thanked me for all my help and really feels they benefited from the session
and have a much better understanding of their accounts. They were very appreciative for all of our help and
guidance. QY said she wishes they would have met with a representative from Horizon Trust years ago. To

recap, even though there was minimal response I do think there is a true benefit fo our customers to continue
offering connseling sessions in the future. Thank you for the opportunity.

These sessions will continue to be promoted on the banks website in order to encourage
customers to come in and speak to a Horizon advisor.

On January 5, 2009, Horizon also launched 2 new “Advice Center” on our web site — see
Exhibit B. This center provides a great deal of financial information and assistance from
money management, mortgage financing, retirement planning as well as links to many business
resources. The goal is to continue to add articles that are relevant and useful to customers.

Our financial calculators web site page was also enhanced to include the addition of personal
debt, budget and net worth calculators as well as calculators specific to business such as debt
consolidation, financial ratios and debt service coverage just to name a few.

Customer assistance programs 1




Exhibit D

ATTACHMENT A — 1 on 1 Financial Sessions
Newspaper Ad
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Exhibit D

HORIZON BANK HOME PAGE - ADVICE CENTER
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Exhibit D
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Exhibit D

ADVICE CENTER - Business Resources Page
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Exhibit D
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Exhibit E

Date: February 25, 2009

From: [QXG) /.P. and Director of Marketing
RE:  Matketing promotion summaty - October 2008 — February 2009

The following is a summary of the marketing promotions, specific to generating loans, which
have occurred from October 2008 through February 2009.

Home Equity Loan Promotion — Attachment A
Objective: Provide home equity term loans with low monthly payments
Promotional Mediums: Newspaper, branch point of sale & web site banners
Time frame: October 1, 2008 — November 30, 2008

Holiday Loan Promotion — Attachment B
Objective: Provide unsecured loans for the purpose of holiday expenditures
Promotional Mediums: Branch point of sale, web site banners & statement stuffers
Time frame: November 24, 2008 — January 16, 2009

Home Equity Line of Credit Direct Mailer — Attachment C
Objective: Encourage existing HELOC customers to use their lines to pay for expenses
Promotional Mediums: Direct mailer
Time frame: Mail date - January 6, 2009

Debt Consolidation Loan Promotion — Attachment D
Objective: Provide consolidation loans
Promotional Mediums: Newspaper, radio, TV, branch point of sale & web site banners
Time frame: January 12, 2009 — March 31, 2009

Fixed Rate Mortgage Direct Mailer — Attachment E
Objective: Offer a fixed rate mortgage to ARM customers with upcoming rate
adjustments.
Promotional Medium: Direct mail
Time frame: January 12, 2009 (mails quarterly to target group within 30 to 90 days of adjustment
date)

Mortgage Promotion — Did You Know? — Attachment F
Objective: Advise customers that mortgage rates are low — consider refinancing or
purchase
Promotional Medium: Direct mail, web site banners and branch point of sale
Time frame: Point of Sale & web banner, January 7, 2009 to present — mailer February
12, 2009

Mortgage Promotion — Picture This — Attachment G
Objective: Invite contact with Horizon Mortgage Advisors for new mortgage
Promotional Medium: Area home publications & newspaper
Time frame: Monthly & weekly publications

Marketing promotion summary 1



Exhibit E
MARKETING PROMOTION SUMMARY ATTACHMENTS

ATTACHMENT A — Home Equity Loan Promotion
Point of Sale
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Exhibit E

ATTACHMENT B — Holiday Loan Promotion
Stuffer / Point of Sale / Web banner ad
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Exhibit E
ATTACHMENT D - Debt Consolidation Loan Promotion
Point of Sale

CUT Newspaper Ad
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TV / Radio Ad Script

Picture yourself [pause] Getting all that you want [pause] from you bank.

Now picture financial advisors who anticipate your needs, and offer sensible advice, without
having to be asked. Picture yourself as a customer at Horizon Bank.

Right now, lower your monthly payments with a consolidation loan from Hortizon.
[jingle plays — Exceptional Service, Sensible Advice, Hotizon Bank]

Member FDIC. Equal Housing TLender. Find us at accesshorizon.com.

Marketing promotion summary 4



Exhibit E
ATTACHMENT E - Fixed rate mortgage mailer
Direct Mail
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Exhibit E
ATTACHMENT G — Mortgage Promotion - Picture This
Homes & Lifestyles Publications
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