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PART I
Item 1. Description of Business
BUSINESS OF BAY NATIONAL CORPORATION AND BAY NATIONAL BANK
General

Bay National Corporation was incorporated under the laws of the State of Maryland on June 3, 1999, primarily to
serve as a bank holding company for a proposed federally chartered commercial bank to be named Bay National
Bank.

Bay National Bank commenced operations on May 12, 2000 with its main office in Lutherville, Maryland and a
branch office in Salisbury, Maryland. Bay National Bank accepts checking and savings deposits and offers a wide
range of commercial and industrial, real estate, consumer and residential mortgage loans.

On December 12, 2005, Bay National Corporation consummated the sale of a trust preferred securities offering in
which it issued $8,248,000 of subordinated debt securities due 2036 to Bay National Capital Trust I, a Delaware
statutory trust (the “Trust”) and an unconsolidated subsidiary formed by Bay National Corporation, and the Trust
simultaneously issued $8,000,000 of trust preferred securities. The Trust also issued $248,000 of its common
securities to Bay National Corporation. No underwriting commissions were paid in connection with the issuances. All
of the securities were issued in a private placement exempt from registration under 4(2) of the Securities Act of 1933,
as amended and/or Regulation D promulgated thereunder.

Marketing Focus

Bay National Bank was formed by a group of individuals active in business, professional, banking, financial and
charitable activities in the Baltimore, Maryland metropolitan area and the Eastern Shore of Maryland. These
individuals believed that the banking needs of certain segments of these communities were not being served
adequately by existing banks. Specifically, as a result of bank mergers in the 1990’s, many banks in the Baltimore
metropolitan area and the Eastern Shore of Maryland became local branches of large regional and national banks.
Although size gave the larger banks some advantages in competing for business from large corporations, including
economies of scale and higher lending limits, the organizers believed that these “megabanks” were focused on a mass
market approach which de-emphasized personal contact and service. The organizers also believed that the
centralization of decision-making power at these large institutions had resulted in a lack of customer service. At many
of these institutions, determinations were made at the "home office" by individuals who lacked personal contact with
customers as well as an understanding of the customers' needs and scope of the relationship with the institution.

Bay National Bank’s management believes that this trend is ongoing, and continues to be particularly frustrating to
owners of small and mid-sized businesses, business professionals and high net worth individuals who traditionally
have been accustomed to dealing directly with a bank executive who had an understanding of their banking needs with
the ability to deliver a prompt response.

Bay National Bank targets its commercial banking services to small and mid-sized businesses and targets its retail
banking services to the owners of these businesses and their employees, to business professionals and high net worth
individuals.

Bay National Bank seeks to distinguish itself by

- Developing personal relationships with its customers.
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- Customizing its products to fit the needs of its customers instead of adopting a "one size fits all" mentality.
- Streamlining the decision making process.

- Offering its customers additional complementary services, such as insurance and investment advice, through
relationships with strategic partners.

Bay National Bank’s offices are not organized in the traditional retail branch structure, which is transaction and "bank
teller" oriented. Instead, Bay National Bank emphasizes a "sit-down" model where customers can choose to be greeted
by a personal banker and taken to a private desk. Customers also have the option to conduct their transactions using a
more traditional teller counter. Management believes that this approach makes service more individualized and
enhances the banker's understanding of the customer's needs. Furthermore, Bay National Bank’s branch locations do
not focus on capturing every customer within the surrounding area. Instead, they are strategically located in areas
convenient to Bay National Bank’s target customer base.

Market Area and Facilities

Bay National Bank’s headquarters and Baltimore branch office are located at 2328 West Joppa Road, Lutherville,
Maryland 21093. Bay National Bank serves the Baltimore metropolitan area from that location, with its primary
service area being Towson, Lutherville-Timonium, Cockeysville, Hunt Valley, Ruxton and Roland Park. Bay National
Bank’s Salisbury, Maryland branch office is located at 109 Poplar Hill Avenue, Salisbury, Maryland 21801, from
which it serves Maryland’s Eastern Shore.

Products and Services
Loan Portfolio.

Bay National Bank offers a full range of loans, including commercial and industrial loans, real estate loans, consumer
loans and residential mortgage and home equity loans. Commercial business and commercial real estate loans for
owner-occupied properties are Bay National Bank's primary loan products, accounting for approximately 64% of the
loan portfolio as of December 31, 2005.

Generally, Bay National Bank is subject to a lending limit to any one borrower of 15% of Bay National Bank’s
unimpaired capital and surplus. However, management is able to originate loans and to participate with other lenders
in loans that exceed Bay National Bank's lending limits.

The following is a description of the types of loans Bay National Bank has targeted in building its loan portfolio:

- Commercial and industrial loans for business purposes including working capital, equipment purchases, lines of
credit and government contract financing. Asset-based lending, accounts receivable financing and lease financing
are also available. As of December 31, 2005, these loans represented approximately 38% of Bay National Bank’s
loan portfolio. In general, Bay National Bank targets small and mid-sized businesses in its market area with credit
needs in the range of up to $5,000,000.

- Commercial real estate loans, including mortgage loans on non-residential properties, and land development and
construction loan financing, primarily for owner-occupied premises as well as first and second mortgage loans on
commercially owned residential investment properties. As of December 31, 2005, these loans represented
approximately 26% of Bay National Bank’s loan portfolio.
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- Mortgage loans and residential construction loans secured by residential property, including first and second
mortgage loans on owner occupied and investment properties (1 to 4 family and multi-family) owned by
individuals, and home equity loans secured by single-family owner-occupied residences. As of December 31, 2005,
these loans represented approximately 35% of Bay National Bank’s loan portfolio. A large portion of these loans,
approximately 9% of Bay National Bank’s total loan portfolio, are residential real estate loans held for sale. Like its
consumer loans, Bay National Bank’s residential real estate loans are targeted to business owners and their
employees, business professionals and high net worth individuals.

- Consumer loans including automobile and personal loans. In addition, Bay National Bank offers personal lines of
credit. As of December 31, 2005, these loans represented approximately 1% of Bay National Bank’s loan portfolio.
Bay National Bank’s consumer loans are targeted to business owners and their employees, business professionals
and high net worth individuals.

Bay National Bank originates some of its Eastern Shore residential mortgage loans through BNB Mortgage, LLC, a
Maryland limited liability company, which is a joint venture between Bay National Bank and an Ocean City,
Maryland real estate agent. Bay National Bank is responsible for all of the operations of BNB Mortgage, LLC. Bay
National Bank’s share of net income from this entity amounted to $12,916 and $24,603 for the years ended December
31, 2005 and 2004, respectively. All loans originated by BNB Mortgage, LLC are immediately sold to Bay National
Bank. These loans are then sold to third party investors in the same fashion as other conventional first and second
residential mortgage loans originated by Bay National Bank.

Bay National Bank’s conventional first and second residential mortgage loans adhere to standards developed by
FNMA/FHLMC. Management requires private mortgage insurance for loans in excess of 80% of a property's value.
Bay National Bank sells most of its first and second residential mortgage loans in the secondary market. Therefore,
management sells those loans that have a lower degree of risk, and a lower yield, relative to the other types of loans
that Bay National Bank makes. Since these loans are typically sold, Bay National Bank offers these loans as well as
certain residential construction loans to a broader array of individuals than its home equity loans and other consumer
loan products. As of December 31, 2005, mortgage loans held for sale totaled $17,509,064.

Deposits.

Bay National Bank offers a wide range of interest-bearing and non-interest-bearing accounts, including commercial
and retail checking accounts, money market accounts, individual retirement accounts, interest-bearing statement
savings accounts and certificates of deposit with fixed and variable rates and a range of maturity date options.

Other Banking and Financial Services.

Bay National Bank offers commercial customers cash management services such as sweep accounts, account
reconciliation, lockbox services and wire transfers of funds. Additionally, Bay National Bank makes available
telephone banking, ATM/debit cards, safe keeping boxes, after-hours deposit services, travelers checks, direct deposit
of payroll and automatic drafts for various accounts. These services are provided either directly by Bay National Bank
or through correspondent banking relationships. Bay National Bank does not have its own network of ATM machines.
In general, Bay National Bank waives fees on a predetermined number of ATM transactions per month, thereby
allowing its customers to use any ATM machine.

In addition, Bay National Bank's customers are able to access information about their accounts and view information
about Bay National Bank's services and products on Bay National Bank's website, which is located at

http://www .baynational.com. Bay National Bank’s website also permits customers to make transfers of funds among
accounts, pay bills and send e-mail to Bay National Bank personnel.
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Bay National Bank offers, through strategic partners, investment advisory, risk management and employee benefit
services. Through these affiliations, banking clients can receive a full range of financial services, including investment
advice, personal and business insurance products and employee benefit products such as pension and 401(k) plan
administration. To the extent permitted by applicable regulations, the strategic partners may share fees and
commissions with Bay National Bank. As of December 31, 2005, Bay National Bank had not entered in to any such
fee arrangements. When sufficient volume is developed in any of these lines of business, Bay National Bank may
provide these services if permitted by applicable regulations.

Competition

In both the Baltimore metropolitan area and on Maryland's Eastern Shore, Bay National Bank faces strong
competition from large banks headquartered within and outside of Maryland. Bay National Bank also competes with
other community banks, savings and loan associations, credit unions, mortgage companies, finance companies and
others providing financial services. In addition, insurance companies, securities brokers and other non-bank entities or
their affiliates may provide services, which historically have been considered banking in nature.

Many of Bay National Bank’s competitors can finance extensive advertising campaigns, maintain extensive branch
networks and technology investments, and offer services, which Bay National Bank cannot offer or chooses not to
offer. Also, larger institutions have substantially higher lending limits than Bay National Bank. Some of Bay National
Bank’s competitors have other advantages, such as tax exemption in the case of credit unions, and lesser regulation in
the case of mortgage companies and finance companies.

Employees

As of March 22, 2006, Bay National Bank employed fifty-six individuals. Forty-five people operate from Bay
National Bank’s headquarters, banking office, and mortgage operations in Lutherville, Maryland and eleven people
from the Salisbury, Maryland banking office. Bay National Corporation has no employees.

SUPERVISION AND REGULATION
General

Bay National Corporation and Bay National Bank are subject to extensive regulation under state and federal banking
laws and regulations. These laws impose specific requirements and restrictions on virtually all aspects of operations
and generally are intended to protect depositors, not stockholders. The following discussion is only a summary and
readers should refer to particular statutory and regulatory provisions for more detailed information. In addition,
management cannot predict the nature or the extent of the effect on business and earnings that new federal or state
legislation may have in the future.

Bay National Corporation

Federal Bank Holding Company Regulation. Bay National Corporation is a bank holding company registered under
the Bank Holding Company Act of 1956, as amended, and is subject to supervision by the Federal Reserve Board. As
a bank holding company, Bay National Corporation is required to file with the Federal Reserve Board an annual report
and such other additional information as the Federal Reserve Board may require by statute. The Federal Reserve
Board may also examine Bay National Corporation and each of its subsidiaries.

The Federal Reserve Board must approve, among other things, the acquisition by a bank holding company of control
of more than five percent (5%) of the voting shares, or substantially all the assets, of any bank or bank holding
company or the merger or consolidation by a bank holding company with another bank holding company. Under the
Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994, the restrictions on interstate acquisitions of
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banks by bank holding companies were repealed as of September 29, 1995. The effect of the repeal of these
restrictions is that, subject to certain time and deposit base requirements, Bay National Corporation may acquire a
bank located in Maryland or any other state, and a bank holding company located outside of Maryland can acquire any
Maryland-based bank holding company or bank.
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Unless it chooses to become a financial holding company, as further described below, a bank holding company is
prohibited from acquiring control of any voting shares of any company which is not a bank or bank holding company
and from engaging directly or indirectly in any activity other than banking, or managing or controlling banks or
furnishing services for its authorized subsidiaries. There are limited exceptions. A bank holding company may, for
example, engage in activities which the Federal Reserve Board has determined by order or regulation to be so closely
related to banking or managing or controlling banks as to be "properly incident thereto." In making such a
determination, the Federal Reserve Board is required to consider whether the performance of such activities can
reasonably be expected to produce benefits to the public, such as convenience, increased competition or gains in
efficiency, which outweigh possible adverse effects, such as undue concentration of resources, decreased or unfair
competition, conflicts of interest or unsound banking practices. The Federal Reserve Board is also empowered to
differentiate between activities commenced de novo and activities commenced by the acquisition, in whole or in part,
of a going concern. Some of the activities that the Federal Reserve Board has determined by regulation to be closely
related to banking include servicing loans, performing certain data processing services, acting as a fiduciary,
investment or financial advisor, and making investments in corporations or projects designed primarily to promote
community welfare.

Subsidiary banks of a bank holding company are subject to certain restrictions imposed by statute on any extensions
of credit to the bank holding company or any of its subsidiaries, or investments in their stock or other securities, and
on taking such stock or securities as collateral for loans to any borrower. Further, a bank holding company and any
subsidiary bank are prohibited from engaging in certain tie-in arrangements in connection with the extension of credit.
In 1997, the Federal Reserve Board adopted amendments to its Regulation Y, creating exceptions to the Bank Holding
Company Act's anti-tying prohibitions that give bank subsidiaries of holding companies greater flexibility in
packaging products and services with their affiliates.

In accordance with Federal Reserve Board policy, Bay National Corporation is expected to act as a source of financial
strength to Bay National Bank and to commit resources to support Bay National Bank in circumstances in which Bay
National Corporation might not otherwise do so. The Federal Reserve Board may require a bank holding company to
terminate any activity or relinquish control of a non-bank subsidiary (other than a non-bank subsidiary of a bank)
upon the Federal Reserve's determination that such activity or control constitutes a serious risk to the financial
soundness or stability of any subsidiary depository institution of the bank holding company. Further, federal bank
regulatory authorities have additional discretion to require a bank holding company to divest itself of any bank or
non-bank subsidiary if the agency determines that divestiture may aid the depository institution's financial condition.

On November 12, 1999, President Clinton signed into law the Gramm-Leach-Bliley Act (“GLBA”). Effective March 11,
2000, pursuant to authority granted under the GLBA, a bank holding company may elect to become a financial

holding company and thereby engage in a broader range of financial and other activities than are permissible for
traditional bank holding companies. In order to qualify for the election, all of the depository institution subsidiaries of
the bank holding company must be well capitalized and well managed, as defined by regulation, and all of its

depository institution subsidiaries must have achieved a rating of satisfactory or better with respect to meeting
community credit needs.

Pursuant to the GLBA, financial holding companies will be permitted to engage in activities that are "financial in
nature" or incidental or complementary thereto, as determined by the Federal Reserve Board. The GLBA identifies
several activities as "financial in nature," including, among others, insurance underwriting and agency, investment
advisory services, merchant banking and underwriting, and dealing or making a market in securities. Being designated
a financial holding company will allow insurance companies, securities brokers and other types of financial
companies to affiliate with and/or acquire depository institutions.

7
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As a bank holding company with consolidated assets of more than $150,000,000, Bay National Corporation also is
subject to certain risk-based capital guidelines imposed on bank holding companies by the Federal Reserve Board to
insure the holding company’s capital adequacy.

The status of Bay National Corporation as a registered bank holding company under the Bank Holding Company Act
does not exempt it from certain federal and state laws and regulations applicable to corporations generally, including,
without limitation, certain provisions of the federal securities laws.

State Bank Holding Company Regulation. Bay National Corporation is a Maryland-chartered bank holding company
and is subject to various restrictions on its activities as set forth in Maryland law, in addition to those restrictions set
forth in federal law.

Under Maryland law, a bank holding company that desires to acquire a Maryland state-chartered bank or trust
company, a federally chartered bank with its main office in Maryland, or a bank holding company that has its
principal place of business in Maryland, must file an application with the Maryland Commissioner of Financial
Regulation (the "Commissioner"). In approving the application, the Commissioner must consider whether the
acquisition may be detrimental to the safety and soundness of the entity being acquired or whether the acquisition may
result in an undue concentration of resources or a substantial reduction in competition in Maryland. The
Commissioner may not approve an acquisition if, on consummation of the transaction, the acquiring company,
together with all its insured depository institution affiliates, would control 30% or more of the total amount of deposits
of insured depository institutions in Maryland. The Commissioner has authority to adopt by regulation a procedure to
waive this requirement for good cause. In a transaction for which the Commissioner's approval is not required due to
an exemption under Maryland law, or for which federal law authorizes the transaction without application to the
Commissioner, the parties to the acquisition must provide written notice to the Commissioner at least 15 days before
the effective date of the acquisition.

Bay National Bank

General. Bay National Bank, as a national banking association whose accounts are insured by the Bank Insurance
Fund ("BIF") of the Federal Deposit Insurance Corporation ("FDIC") up to the maximum legal limits, is subject to
regulation, supervision and regular examinations by the Office of the Comptroller of the Currency ("OCC"). Bay
National Bank is a member of the Federal Reserve System and, as such, is subject to certain regulations issued by the
Federal Reserve Board. Bay National Bank also is subject to applicable banking provisions of Maryland law insofar as
they do not conflict with or are not preempted by federal law. The regulations of these various agencies govern most
aspects of Bay National Bank's business, including setting required reserves against deposits, loans, investments,
mergers and acquisitions, borrowing, dividends, and location and number of branch offices.

The GLBA authorizes expanded activities for national banks, but requires (with the exception of underwriting
municipal revenue bonds and other state and local obligations) that any expanded activities be conducted in a new
entity called a “financial subsidiary” that is a subsidiary of the bank rather than the bank itself. A financial subsidiary
may engage in any activities in which a financial holding company or a financial holding company’s non-bank
subsidiaries can engage, except that a financial subsidiary may not underwrite most insurance, engage in real estate
development or conduct merchant banking activities. A financial subsidiary may be established through acquisition or
de novo.

In order for a national bank to operate a financial subsidiary, it must be well capitalized and well managed, have a
satisfactory or better rating with respect to meeting community credit needs and the aggregate assets of all of the
bank’s financial subsidiaries may not exceed 45% of the total assets of the bank, subject to certain exceptions. Existing
authority of the OCC and the FDIC to review subsidiary activities are preserved.
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Banking is a business which depends on interest rate differentials. In general, the differences between the interest paid
by a bank on its deposits and its other borrowings and the interest received by a bank on loans extended to its
customers and securities held in its investment portfolio constitute the major portion of a bank's earnings. Thus, the
earnings and growth of Bay National Bank will be subject to the influence of economic conditions generally, both
domestic and foreign, and also on the monetary and fiscal policies of the United States and its agencies, particularly
the Federal Reserve Board, which regulates the supply of money.

Branching and Interstate Banking. Beginning on June 1, 1997, the federal banking agencies were authorized to
approve interstate bank merger transactions without regard to whether such a transaction is prohibited by the law of
any state, unless the home state of one of the banks has opted out of the interstate bank merger provisions of the
Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994. Furthermore, under the Riegle-Neal Act,
interstate acquisitions of branches are permitted if the law of the state in which the branch is located permits such
acquisitions. The Riegle-Neal Act also authorizes the OCC and FDIC to approve interstate branching de novo by
national and non-member banks, respectively, but only in states which specifically allow for such branching.

The District of Columbia, Maryland, Delaware and Pennsylvania have all enacted laws which permit interstate
acquisitions of banks and bank branches and permit out-of-state banks to establish de novo branches.

Capital Adequacy Guidelines. The Federal Reserve Board, the OCC and the FDIC have all adopted risk-based capital
adequacy guidelines by which they assess the adequacy of capital in examining and supervising banks and bank
holding companies and in analyzing bank regulatory applications. Risk-based capital requirements determine the
adequacy of capital based on the risk inherent in various classes of assets and off-balance sheet items.

Since December 31, 1992, national banks have been expected to meet a minimum ratio of total qualifying capital (the
sum of core capital (Tier 1) and supplementary capital (Tier 2)) to risk-weighted assets (a "Total Risk-Based Capital
Ratio") of 8%. At least half of this amount (4%) should be in the form of core capital. These requirements apply to
Bay National Bank.

Tier 1 capital for national banks generally consists of the sum of common stockholders' equity and perpetual preferred
stock (subject in the case of the latter to limitations on the kind and amount of such stock which may be included as
Tier 1 capital), less goodwill, without adjustment in accordance with Statement of Financial Accounting Standards
No. 115. Tier 2 capital consists of the following: hybrid capital instruments, perpetual preferred stock which is not
otherwise eligible to be included as Tier 1 capital, term subordinated debt and intermediate-term preferred stock, and,
subject to limitations, general allowances for loan losses. Assets are adjusted under the risk-based guidelines to take
into account different risk characteristics, with the categories ranging from 0% (requiring no risk-based capital) for
assets such as cash, to 100% for the bulk of assets which are typically held by a bank holding company, including
certain multi-family residential and commercial real estate loans, commercial business loans and consumer loans.
Residential first mortgage loans on one-to-four-family residential real estate and certain seasoned multi-family
residential real estate loans, which are not 90 days or more past-due or non-performing and which have been made in
accordance with prudent underwriting standards, are assigned a 50% level in the risk-weighing system, as are certain
privately issued mortgage-backed securities representing indirect ownership of such loans. Off-balance sheet items
also are adjusted to take into account certain risk characteristics.

In addition to the risk-based capital requirements, the OCC has established a minimum 3% Leverage Capital Ratio
(Tier 1 capital to total adjusted assets) requirement for the most highly-rated national banks, with an additional
cushion of at least 100 to 200 basis points for all other national banks, which effectively increases the minimum
Leverage Capital Ratio for such other banks to 4%-5% or more. Under the OCC's regulations, highest-rated banks are
those that the OCC determines are not anticipating or experiencing significant growth and have well diversified risk,
including no undue interest rate risk exposure, excellent asset quality, high liquidity, good earnings and, in general,
those which are considered a strong banking organization. A national bank that has less than the minimum Leverage
Capital Ratio requirement must submit, to the applicable district office for review and approval, a reasonable plan
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describing the means and timing by which the bank will achieve its minimum Leverage Capital Ratio requirement. A
national bank which fails to file such a plan is deemed to be operating in an unsafe and unsound manner and could be
subject to a cease-and-desist order.
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The OCC's regulations also provide that any insured depository institution with a Leverage Capital Ratio less than 2%
is deemed to be operating in an unsafe or unsound condition. Operating in an unsafe or unsound manner could lead the
FDIC to terminate deposit insurance. However, such an institution will not be subject to an enforcement proceeding
solely on account of its capital ratios if it has entered into and is in compliance with a written agreement with the OCC
to increase its Leverage Capital Ratio to such level as the OCC deems appropriate and to take such other action as
may be necessary for the institution to be operated in a safe and sound manner. The capital regulations also provide,
among other things, for the issuance by the OCC or its designee(s) of a capital directive, which is a final order issued
to a bank that fails to maintain minimum capital or to restore its capital to the minimum capital requirement within a
specified time period. Such directive is enforceable in the same manner as a final cease-and-desist order.

Prompt Corrective Action. Each federal banking agency is required to implement a system of prompt corrective action
for institutions which it regulates. Under applicable regulations, a bank will be deemed to be: (i) "well capitalized" if it
has a Total Risk-Based Capital Ratio of 10% or more, a Tier 1 Risk-Based Capital Ratio of 6% or more, a Leverage
Capital Ratio of 5% or more and is not subject to any written capital order or directive; (ii) "adequately capitalized" if
it has a Total Risk-Based Capital Ratio of 8% or more, a Tier 1 Risk-Based Capital Ratio of 4% or more and a
Leverage Capital Ratio of 4% or more (3% under certain circumstances); (iii) "undercapitalized" if it has a Total
Risk-Based Capital Ratio that is less than 8%, a Tier 1 Risk-Based Capital Ratio that is less than 4% or a Leverage
Capital Ratio that is less than 4% (3.3% under certain circumstances); (iv) "significantly undercapitalized" if it has a
Total Risk-Based Capital Ratio that is less than 6%, a Tier 1 Risk-Based Capital Ratio that is less than 3% or a
Leverage Capital Ratio that is less than 3%; and (v) "critically undercapitalized" if it has a ratio of tangible equity to
total assets that is equal to or less than 2%. Bay National Bank is "well capitalized" as of December 31, 2005.

An institution generally must file a written capital restoration plan which meets specified requirements with an
appropriate federal banking agency within 45 days of the date the institution receives notice or is deemed to have
notice that it is undercapitalized, significantly undercapitalized or critically undercapitalized. The federal banking
agency must provide the institution with written notice of approval or disapproval within 60 days after receiving the
capital restoration plan, subject to extensions by the applicable agency.

An institution which is required to submit a capital restoration plan must concurrently submit a performance guaranty
by each company that controls the institution. Such guaranty is limited to the lesser of (i) an amount equal to 5% of
the institution's total assets at the time the institution was notified or deemed to have notice that it was
undercapitalized or (ii) the amount necessary at such time to restore the relevant capital measures of the institution to
the levels required for the institution to be classified as adequately capitalized. Such a guaranty expires after the
federal banking agency notifies the institution that it has remained adequately capitalized for each of four consecutive
calendar quarters. An institution which fails to submit a written capital restoration plan within the requisite period,
including any required performance guaranty, or fails in any material respect to implement a capital restoration plan,
is subject to the restrictions in Section 38 of the Federal Deposit Insurance Act which are applicable to significantly
undercapitalized institutions.

A critically undercapitalized institution will be placed in conservatorship or receivership within 90 days unless the
FDIC formally determines that forbearance from such action would better protect the deposit insurance fund. Unless
the FDIC or another appropriate federal banking regulatory agency makes specific further findings and certifies that
the institution is viable and is not expected to fail, an institution that remains critically undercapitalized on average
during the four calendar quarters after the date it becomes critically undercapitalized must be placed in receivership.
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Immediately upon becoming undercapitalized, an institution becomes subject to statutory provisions which (i) restrict
payment of capital distributions and management fees; (ii) require that the appropriate federal banking agency monitor
the condition of the institution and its efforts to restore its capital; (iii) require submission of a capital restoration plan;
(iv) restrict the growth of the institution's assets; and (v) require prior approval of certain expansion proposals. The
appropriate federal banking agency for an undercapitalized institution also may take any number of discretionary
supervisory actions if the agency determines that any of these actions is necessary to resolve the problems of the
institution at the least possible long-term cost to the deposit insurance fund, subject, in certain cases, to specified
procedures. These discretionary supervisory actions include requiring the institution to raise additional capital,
restricting transactions with affiliates, requiring divestiture of the institution or the sale of the institution to a willing
purchaser, and any other supervisory action that the agency deems appropriate. Significantly undercapitalized and
critically undercapitalized institutions are subject to these and additional mandatory and permissive supervisory
actions.

Regulatory Enforcement Authority. The Financial Institutions Reform, Recovery, and Enforcement Act of 1989
("FIRREA") included substantial enhancement to the enforcement powers available to federal banking regulators.
This enforcement authority included, among other things, the ability to assess civil money penalties, to issue
cease-and-desist or removal orders and to initiate injunctive actions against banking organizations and
institution-affiliated parties, as defined in FIRREA. In general, these enforcement actions may be initiated for
violations of laws and regulations and unsafe or unsound practices. Other actions or inactions may provide the basis
for enforcement action, including misleading or untimely reports filed with regulatory authorities. FIRREA
significantly increased the amount of and grounds for civil money penalties and requires, except under certain
circumstances, public disclosure of final enforcement actions by the federal banking agencies.

Deposit insurance. The FDIC has adopted a risk-based deposit insurance assessment system. The FDIC assigns an
institution to one of three capital categories based on the institution's financial information, as of the reporting period
ending seven months before the assessment period, consisting of (i) well capitalized, (ii) adequately capitalized or (iii)
undercapitalized, and one of three supervisory subcategories within each capital group. The supervisory subgroup to
which an institution is assigned is based on a supervisory evaluation provided to the FDIC by the institution's primary
federal regulator and information that the FDIC determines to be relevant to the institution's financial condition and
the risk posed to the deposit insurance funds. An institution's assessment rate depends on the capital category and
supervisory subcategory to which it is assigned. Assessment rates for BIF deposits currently range from 0 basis points
to 27 basis points. Bay National Bank is currently assigned to a capital and supervisory subcategory that has an
assessment rate of 0. The FDIC is authorized to raise the assessment rates in certain circumstances, including to
maintain or achieve the designated reserve ratio of 1.25%, which requirement the BIF currently meets. The FDIC has
exercised its authority to raise rates in the past and may raise insurance premiums in the future. If such action is taken
by the FDIC, it could have an adverse effect on the earnings of Bay National Bank.

Under the Federal Deposit Insurance Act, insurance of deposits may be terminated by the FDIC upon a finding that
the institution has engaged in unsafe or unsound practices, is in an unsafe or unsound condition to continue operations
or has violated any applicable law, regulation, rule, order or condition imposed by the FDIC.

Transactions with Affiliates and Insiders. Bay National Bank is subject to the provisions of Section 23A of the Federal
Reserve Act, which place limits on the amount of loans or extensions of credit to affiliates, investments in or certain
other transactions with affiliates and on the amount of advances to third parties collateralized by the securities or
obligations of affiliates. Section 23 A limits the aggregate amount of transactions with any individual affiliate to ten
percent (10%) of the capital and surplus of Bay National Bank and also limits the aggregate amount of transactions
with all affiliates to twenty percent (20%) of capital and surplus. Loans and certain other extensions of credit to
affiliates are required to be secured by collateral in an amount and of a type described in Section 23A, and the
purchase of low quality assets from affiliates is generally prohibited.
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Bay National Bank also is subject to the provisions of Section 23B of the Federal Reserve Act which, among other
things, prohibit an institution from engaging in certain transactions with certain affiliates unless the transactions are on
terms substantially the same, or at least as favorable to such institution and/or its subsidiaries, as those prevailing at
the time for comparable transactions with non-affiliated entities. In the absence of comparable transactions, such
transactions may only occur under terms and circumstances, including credit standards that in good faith would be
offered to or would apply to non-affiliated companies.

Bay National Bank also is subject to the restrictions contained in Section 22(h) of the Federal Reserve Act and the
Federal Reserve Board's Regulation O thereunder on loans to executive officers, directors and principal stockholders.
Under Section 22(h), loans to a director, an executive officer or a greater-than-10% stockholder of a bank as well as
certain affiliated interests of any of the foregoing may not exceed, together with all other outstanding loans to such
person and affiliated interests, the loans-to-one-borrower limit applicable to national banks (generally 15% of the
institution's unimpaired capital and surplus), and all loans to all such persons in the aggregate may not exceed the
institution's unimpaired capital and unimpaired surplus. Regulation O also prohibits the making of loans in an amount
greater than $25,000 or 5% of capital and surplus but in any event not over $500,000, to directors, executive officers
and greater-than-10% stockholders of a bank, and their respective affiliates, unless such loans are approved in advance
by a majority of the Board of Directors of the bank with any "interested" director not participating in the voting.
Further, Regulation O requires that loans to directors, executive officers and principal stockholders be made on terms
substantially the same as those that are offered in comparable transactions to other persons. Regulation O also
prohibits a depository institution from paying overdrafts over $1,000 of any of its executive officers or directors
unless they are paid pursuant to written pre-authorized extension of credit or transfer of funds plans.

Loans to One Borrower. As a national bank, Bay National Bank is subject to the statutory and regulatory limits on the
extension of credit to one borrower. Generally, the maximum amount of total outstanding loans that a national bank
may have to any one borrower at any one time is 15% of the bank's unimpaired capital and surplus. A national bank
may lend an additional 10% on top of the 15% if the amount that exceeds 15% of the bank's unimpaired capital and
surplus is fully secured by readily marketable collateral.

Liquidity. Bay National Bank is subject to the reserve requirements of Federal Reserve Board Regulation D, which
applies to all depository institutions. Specifically, as of December 22, 2005, amounts in transaction accounts above
$7,800,000 and up to $48,300,000 must have reserves held against them in the ratio of three percent of the amount.
Amounts above $48,300,000 require reserves of $1,215,000 plus 10 percent of the amount in excess of $48,300,000.
Bay National Bank is in compliance with the applicable liquidity requirements.

Community Reinvestment Act. The Community Reinvestment Act ("CRA") requires that, in connection with
examinations of financial institutions within their respective jurisdictions, the Federal Reserve Board, the FDIC, the
OCC or the Office of Thrift Supervision shall evaluate the record of the financial institutions in meeting the credit
needs of their local communities, including low and moderate income neighborhoods, consistent with the safe and
sound operation of those institutions. The CRA does not establish specific lending requirements or programs for
financial institutions nor does it limit an institution's discretion to develop the types of products and services that it
believes are best suited to its particular community, consistent with the CRA. An institution's CRA activities are
considered in, among other things, evaluating mergers, acquisitions and applications to open a branch or facility as
well as determining whether the institution will be permitted to exercise certain of the powers allowed by the GLBA.
The CRA also requires all institutions to make public disclosure of their CRA ratings. Bay National Bank received a
“satisfactory” rating in its latest CRA examination in May 2003.
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USA PATRIOT Act. On October 26, 2001, the President signed into law comprehensive anti-terrorism legislation
known as the USA PATRIOT Act of 2001 (the “USA Patriot Act”). Title III of the USA Patriot Act substantially
broadened the scope of U.S. 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 U.S. Treasury Department (“Treasury”) has issued a number of implementing regulations that apply
to various requirements of the USA Patriot Act to financial institutions such as Bay National Bank. Those regulations
impose new obligations on financial institutions to maintain appropriate policies, procedures and controls to detect,
prevent and report money laundering and terrorist financing. Treasury may issue additional regulations that will
further clarify the USA Patriot Act’s requirements.

Failure of a financial institution to comply with the USA Patriot Act’s requirements could have serious legal and
reputational consequences for the institution. The Company has adopted appropriate policies, procedures and controls
to address compliance with the requirements of the USA Patriot Act under the existing regulations and will continue
to revise and update its policies, procedures and controls to reflect changes required by the USA Patriot Act and
Treasury’s regulations.

FORWARD LOOKING STATEMENTS

Some of the matters discussed in this annual report including under the captions “Business of Bay National Corporation
and Bay National Bank,” and “Management’s Discussion And Analysis Of Financial Condition And Results Of
Operations” include forward-looking statements. These forward-looking statements include statements regarding
profitability, liquidity, allowance for loan losses, interest rate sensitivity, market risk and financial and other goals.
Forward-looking statements often use words such as “believe,” “expect,” “plan,” “may,” “will,” “should,” “project,” “contemp
“anticipate,” “forecast,” “intend”, or other words of similar meaning. You can also identify them by the fact that they do not
relate strictly to historical or current facts. When you read a forward-looking statement, you should keep in mind the

risk factors described below and any other information contained in this annual report which identifies a risk or

uncertainty. Bay National Corporation’s actual results and the actual outcome of Bay National Corporation’s

expectations and strategies could be different from that described in this annual report because of these risks and

uncertainties and you should not put undue reliance on any forward-looking statements. All forward-looking

statements speak only as of the date of this filing, and Bay National Corporation undertakes no obligation to make any
revisions to the forward-looking statements to reflect events or circumstances after the date of this filing or to reflect

the occurrence of unanticipated events.

99 ¢ EEINT3 9 ¢

RISK FACTORS

You should carefully consider the following risks, along with the other information contained in this annual report.
The risks and uncertainties described below are not the only ones that may affect Bay National Corporation.
Additional risks and uncertainties may also adversely affect our business and operations including those discussed in
Item 6 - Management’s Discussion and Analysis of Financial Condition and Results of Operations. If any of the
following events actually occur, our business and financial results could be materially adversely affected.

Bay National Corporation and Bay National Bank depend heavily on one key employee. Mr. Hugh W. Mohler. and
business would suffer if something were to happen to Mr. Mohler. Mr. Mohler is the Chairman, President and Chief

Executive Officer of Bay National Bank. If he were to leave for any reason, Bay National Corporation’s and Bay
National Bank’s business would suffer because he has banking experience and relationships with clients and potential
clients that would not be easy to replace. In addition, because Bay National Bank’s business is relationship driven, the
loss of an employee who has primary contact with one or more of Bay National Bank’s clients could cause Bay
National Bank to lose those clients' business, possibly resulting in a decline in revenues.
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If our allowance for credit losses is not sufficient to cover actual loan losses. our earnings could decrease. We make
various assumptions and judgments about the collectibility of our loan portfolio, including the creditworthiness of our

borrowers and the value of collateral for the repayment of many of our loans. In determining the amount of the
allowance for credit losses, we review, among other things, our loans and our loss and delinquency experience, and we
evaluate economic conditions. If our assumptions are incorrect, our allowance for credit losses may not be sufficient
to cover losses inherent in our loan portfolio, resulting in additions to our allowance.

We are particularly susceptible to this risk because we are a relatively new bank and have experienced significant
growth over the past few years. In general, loans do not begin to show signs of credit deterioration or default until they
have been outstanding for some period of time, a process referred to as “seasoning.” As a result, a portfolio of older
loans will usually behave more predictably than a newer portfolio. Because a large portion of our loan portfolio is
relatively new, the current level of delinquencies and defaults may not be representative of the level that will prevail
when the portfolio becomes more seasoned, which may be higher than current levels. If delinquencies and defaults
increase, we may be required to increase our provision for loan losses.

Material additions to our allowance would materially decrease our net income. In addition, bank regulators
periodically review our allowance for credit losses and may require us to increase our provision for loan losses or
recognize further loan charge-offs. Any increase in our allowance for credit losses or loan charge-offs may have a
material adverse effect on our results of operations and financial condition.

Bay National Bank’s lending strategy involves risks resulting from the choice of loan portfolio. Bay National Bank's
loan strategy emphasizes commercial business loans and commercial real estate loans. At December 31, 2005, such

loans accounted for approximately 64% of the loan portfolio. Commercial business and commercial real estate loans
generally carry a higher degree of credit risk than do residential mortgage loans because of several factors including
larger loan balances, dependence on the successful operation of a business or a project for repayment, or loan terms
with a balloon payment rather than full amortization over the loan term.

Bay National Bank’s lending limit may limit its growth and the growth of Bay National Corporation. Bay National
Bank is limited in the amount it can loan to a single borrower by the amount of its capital. Specifically, under current

law, Bay National Bank may lend up to 15% of its unimpaired capital and surplus to any one borrower. Bay National
Bank’s lending limit is significantly less than that of many of its competitors and may discourage potential borrowers
who have credit needs in excess of Bay National Bank’s lending limit from conducting business with Bay National
Bank.

Bay National Bank faces substantial competition which could adversely affect its ability to attract depositors and
borrowers. Bay National Bank operates in a competitive market for financial services and faces intense competition

from other institutions both in making loans and in attracting deposits. Many of these institutions have been in
business for many years, are significantly larger, have established customer bases, have greater financial resources and
lending limits than Bay National Bank, and are able to offer certain services that Bay National Bank is not able to
offer. If Bay National Bank cannot attract deposits and make loans at a sufficient level, its operating results will
suffer, as will its opportunities for growth.

Government regulation could restrict Bay National Corporation’s or Bay National Bank’s growth or cause Bay National
Corporation or Bay National Bank to incur higher costs. Bay National Corporation and Bay National Bank operate in

a highly regulated environment and are subject to examination, supervision and comprehensive regulation by several
federal and state regulatory agencies. Banking regulations, designed primarily for the safety of depositors, may limit

the growth of Bay National Bank and the return to investors by restricting activities such as the payment of dividends;
mergers with, or acquisitions by, other institutions; investments; loans and interest rates; interest rates paid on

deposits; and the creation of branch offices. Laws and regulations could change at any time, and changes could
adversely affect Bay National Corporation’s and Bay National Bank’s business. In addition, the cost of compliance with
regulatory requirements could adversely affect Bay National Corporation’s and Bay National Bank’s ability to operate

20



profitably.

14

Edgar Filing: BAY NATIONAL CORP - Form 10KSB

21



Edgar Filing: BAY NATIONAL CORP - Form 10KSB

Bay National Bank's ability to compete may suffer if it cannot take advantage of technology to provide banking
services or if its customers fail to embrace that technology. Bay National Bank’s business strategy relies less on
customers' access to a large branch network and more on access to technology and personal relationships. Further, the
market for financial services is increasingly affected by advances in technology, including developments in
telecommunications, data processing, computers, automation, Internet-based banking and, tele-banking. Bay National
Bank’s ability to compete successfully may depend on the extent to which Bay National Bank can take advantage of
technological changes and the extent to which Bay National Bank’s customers embrace technology to complete their
banking transactions.

Because we currently serve limited market areas. we could be more adversely affected by an economic downturn in

our market areas than our larger competitors which are more geographically diverse. Currently, our primary market
area is limited to the Baltimore metropolitan area and Maryland’s Eastern Shore. If either of these areas suffer an

economic downturn, our business and financial condition may be severely affected. Our larger competitors serve a
more geographically diverse market area, parts of which may not be affected by the same economic conditions that
exist in our primary market areas.

If economic conditions deteriorate. our results of operations and financial condition could be adversely affected as

borrowers’ ability to repay loans declines and the value of the collateral securing our loans decreases. Our financial
results may be adversely affected by changes in prevailing economic conditions, including decreases in real estate

values, changes in interest rates which may cause a decrease in interest rate spreads, adverse employment conditions,
the monetary and fiscal policies of the federal government and other significant external events. Because a significant
portion of our loan portfolio is comprised of real estate related loans, decreases in real estate values could adversely
affect the value of property used as collateral. Adverse changes in the economy also may have a negative effect on the
ability of our borrowers to make timely repayments of their loans, which would have an adverse impact on our
earnings.

Our profitability depends on interest rates and changes in monetary policy may impact us. Our results of operations
depend to a large extent on our “net interest income,” which is the difference between the interest expense incurred in

connection with our interest-bearing liabilities, such as interest on deposit accounts, and the interest income received
from our interest-earning assets, such as loans. Interest rates, because they are influenced by, among other things,
expectations about future events, including the level of economic activity, federal monetary and fiscal policy and
geo-political stability, are not predictable or controllable. In addition, competitive factors heavily influence the interest
rates we can earn on our loan and investment portfolios and the interest rates we pay on our deposits. Community
banks are often at a competitive disadvantage in managing their cost of funds compared to the large regional,
super-regional or national banks that have access to the national and international capital markets. These factors
influence our ability to maintain a stable interest margin.

The costs of being a public company are proportionately higher for small companies like us due to the requirement of
the Sarbanes-Oxley Act. The Sarbanes-Oxley Act of 2002 and the related rules and regulations promulgated by the

Securities and Exchange Commission have increased the scope, complexity, and cost of corporate governance,
reporting, and disclosure practices. These regulations are applicable to our company. We expect to experience
increasing compliance costs, including costs related to internal controls, as a result of the Sarbanes-Oxley Act. These
necessary costs are proportionately higher for a company of our size and will affect our profitability more than that of
some of our larger competitors.
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Item 2. Description of Property
Baltimore

Our Baltimore offices are located at 2328 West Joppa Road, Lutherville, Maryland 21093. Currently, we lease space
in the basement (1,429 square feet), the first floor (4,067 square feet) and the third floor (6,206 square feet) of this
building. The basement space and 947 square feet of the first floor space are currently used for the Lutherville
residential mortgage operation, 2,355 square feet of the first floor space is used for the Lutherville branch office, 765
square feet of the first floor is sublet and the third floor space is used for Bay National Corporation and Bay National
Bank’s administrative offices. The current lease expires on February 28, 2010, and we have the right to extend the
lease for one five-year term to February 28, 2015.

As of December 31, 2005, Bay National Corporation was paying rent of $339,096 per year, or $28,258 per month for
all of the leased space in the building. For the March 2006 to February 2007 lease year, Bay National Corporation will
pay annual rent of $349,268, or $29,106 per month. For each lease year thereafter, including any lease years during
any renewal term, the yearly base rent will increase by three percent. The rent includes Bay National Corporation’s
share of taxes and building operating costs.

Beginning November 15, 2004, Bay National Corporation sublet approximately 765 square feet of the space on the
first floor for a term through December 31, 2006 at a monthly rent for the first year of $1,893, which amount increases
at the rate of three percent per year. Upon the termination of the sublease on December 31, 2006, management expects
that it will convert this space for use by Bay National Corporation and Bay National Bank in order to accommodate
current and future growth.

The Landlord, Joppa Green Il Limited Partnership, LLLP, is beneficially owned by the MacKenzie Companies. Gary
T. Gill, who has been a director of Bay National Corporation and Bay National Bank since January 2003, is the
president and chief executive officer of the MacKenzie Companies. See “Item 12 - Certain Relationships and Related
Transactions.”

Salisbury

On September 16, 1999, Bay National Corporation entered into a lease agreement for Bay National Bank's Salisbury,
Maryland branch office, which is located at 109 Poplar Hill Avenue, Salisbury Maryland 21801 in a two-story
building containing approximately 2,500 square feet of office space. This lease, which became effective as of
September 1, 1999, was for a term of five years with Bay National Corporation having the option to extend the term
for three five-year renewal terms.

Bay National Corporation exercised its option to extend this lease which will now terminate on August 31, 2009,
unless extended. During the new lease term, Bay National Corporation is paying monthly rent of approximately
$2,292, plus all real estate taxes and utilities. Pursuant to this lease, Bay National Corporation has a right of first
refusal to purchase the building in the event the landlord receives a bona fide offer to sell. This property is owned by
John R. Lerch, who has been a director of Bay National Corporation and Bay National Bank since their formation. See
“Item 12 - Certain Relationships and Related Transactions.”

On September 1, 2002, Bay National Corporation entered into a lease agreement for Bay National Bank's Salisbury,
Maryland mortgage division office, which is located at 318 East Main Street, Salisbury Maryland 21801. The leased
space consists of two office suites totaling approximately 420 square feet. This lease, which became effective as of
January 1, 2003, was for a term of one year with Bay National Corporation having the option to extend the term for
one additional one-year renewal term. Bay National Corporation renewed the lease for an additional one year term
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effective as of January 1, 2004. During the initial lease term and the renewal term, Bay National Corporation paid
monthly rent of $700. The lease expired on December 31, 2004 and reverted to a monthly rental arrangement. On
January 1, 2005, Bay National Corporation obtained an additional 200 square feet in the same building. The total
space of 620 square feet was rented on a month to month basis at a cost of $1,000 per month through November 2005
at which time the additional 200 square feet was returned to the landlord. The remaining 420 square feet is currently
rented on a month to month basis at a cost of $700 per month. The landlord is responsible for all real estate taxes and
utilities.
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Item 3. Legal Proceedings

There are no pending legal proceedings to which Bay National Corporation or Bay National Bank is a party or to
which any of their properties are subject, nor are there proceedings known to Bay National Corporation to be
contemplated by any governmental authority. There are no material proceedings known to Bay National Corporation,
pending or contemplated, in which any director, officer or affiliate or any principal security holder of Bay National
Corporation is a party adverse to Bay National Corporation or Bay National Bank or has a material interest adverse to
Bay National Corporation or Bay National Bank.

Item 4. Submission of Matters to a Vote of Security Holders

No matter was submitted during the fourth quarter of the year ended December 31, 2005 to a vote of security holders
of Bay National Corporation.
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PART II
Item 5. Market for Common Equity and Related Stockholder Matters

As of March 22 , 2006, the number of holders of record of Bay National Corporation’s common stock was
approximately 399. Bay National Corporation’s common stock is traded on the Over the Counter Bulletin Board
(“OTCBB”) under the symbol "BANI.OB."

Bay National Corporation completed an initial public offering (“IPO”) of its common stock on April 30, 2000. Stock
prices subsequent to the IPO are based upon limited trading on the OTCBB. The following table reflects the high and
low sales information as reported on the OTCBB for the periods presented. Quotations reflect inter-dealer prices,
without retail mark-up, mark-down, or commission and may not represent actual transactions.

2005 2004
Bid Price Range  Bid Price Range
Quarter Low High Low High
18t $13.20 $15.25 $10.10 $14.00
2nd 14.50 19.75 11.75 14.00
3rd 17.25 21.00 10.00 12.50
4th 18.80 23.00 10.50 13.25

To date, Bay National Corporation has not declared or paid any dividends on its common stock. Management
anticipates that Bay National Corporation will retain all earnings, if any, in order to provide more funds to operate and
expand Bay National Corporation’s business and, therefore, Bay National Corporation has no plans to pay any cash
dividends at least until its profitability exceeds the level necessary to support capital growth in excess of regulatory
capital needs. If Bay National Corporation decides to pay dividends in the future, its ability to do so will depend on
the ability of Bay National Bank to pay dividends to Bay National Corporation. In addition, management would
consider a number of other factors before deciding to pay dividends, including Bay National Corporation’s earnings
prospects, financial condition and cash needs.

The amount of dividends that may be paid by Bay National Bank to Bay National Corporation depends on Bay
National Bank's earnings and capital position and is limited by statute, regulations and regulatory policies. As a
national bank, Bay National Bank may not pay dividends from its permanent capital. All cash dividends must be paid
out of undivided profits then on hand, after deducting expenses, including provisions for loan losses and bad debts. In
addition, a national bank is prohibited from declaring a cash dividend on its shares of common stock until its surplus
equals its stated capital, unless there has been transferred to surplus no less than one-tenth of the bank's net profits for
the preceding two consecutive half-year periods (in the case of an annual dividend). The approval of the OCC is
required if the total of all cash dividends declared by a national bank in any calendar year exceeds the total of its net
profits for that year combined with its retained net profits for the preceding two years, less any required transfers to
surplus. In addition, Bay National Bank may not pay a dividend if, after paying the dividend, it would be
“undercapitalized” as defined in the applicable regulations.

Recent Sales of Unregistered Securities
From July 13, 2004 to November 12, 2004, Bay National Corporation issued 55,000 shares of its common stock,

$0.01 par value per share, at a purchase price of $10.00 per share, and received aggregate proceeds of $550,000. The
shares were issued upon the exercise of outstanding warrants.
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On September 10, 1999, Bay National Corporation issued warrants to purchase 56,250 shares of its common stock,
$0.01 par value per share, to investors in its organizational offering. The warrants became exercisable on April 30,
2001 and expired on November 16, 2004. 1,250 of the warrants were not exercised prior to their expiration.

There were no underwriting discounts or commissions paid with respect to the issuance of the common stock upon
exercise of the warrants. Bay National Corporation believes that the issuance of the shares of common stock upon
exercise of the warrants was exempt from the registration requirements of the Securities Act of 1933 by virtue of

Section 4(2) of the Securities Act of 1933 and Rule 506 promulgated thereunder. The transaction was not conducted

by any form of general solicitation or general advertising and, in connection with the transaction, Bay National

Corporation is taking reasonable care to assure that the purchasers of the common stock upon exercise of the warrants

are not underwriters within the meaning of Section 2(11) of the Securities Act by, among other things, placing
appropriate restrictive legends on the share certificates.
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SELECTED FINANCIAL DATA
AS OF DECEMBER 31, 2005, 2004, 2003, 2002 and 2001
(dollars in thousands, except per share data)

2005 2004 2003 2002 2001
Total assets $ 209966 $ 170,763 $ 122,328 $ 84,609 $ 47,026
Cash and due from banks 1,461 1,403 573 363 3,065
Federal funds sold and other overnight
investments 6,033 16,709 17,487 11,753 6,488
Investment securities available for sale 1,540 1,544 1,548 948 -
Federal Reserve Bank stock 452 313 313 276 276
Federal Home Loan Bank stock 342 243 168 80 -
Loans, net 196,590 149,217 101,049 70,045 36,097
Deposits 182,573 153,927 108,531 76,079 38,139
Short-term borrowings 1,444 1,381 1,222 507 -
Note payable - 1,250 - - -
Subordinated debt 8,000 - - - -
Stockholders’ equity 16,214 13,419 12,067 7,610 8,602
Common shares outstanding 1,924,436 1,917,710 1,862,710 1,242,020 1,242,020
Book value per share $ 843 § 7.00 $ 648 $ 6.13 § 6.93
Ratio of interest earning assets to
interest bearing 127.61% 127.68% 134.86
liabilities 126.38% 124.95% %
Stockholders’ equity as a percentage of 7.72% 7.86% 9.86% 8.99% 18.29%
assets
SELECTED FINANCIAL RATIOS
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004, 2003, 2002 and 2001
Weighted average yield/rate on: 2005 2004 2003 2002 2001
Loans and loans held for sale 7.46% 5.89% 5.98% 6.52% 7.38%
Investments and interest bearing cash 2.27% 1.11% .80% 1.36% 3.79%
balances
Deposits and short-term borrowings 296%  2.17% 2.26% 2.84% 3.70%
Net interest spread 4.12%  3.14% 2.81% 2.80% 2.31%
Net interest margin 4.74%  3.60% 3.29% 3.43% 3.58%
SELECTED OPERATIONAL DATA
FOR THE YEARS ENDED DECEMBER 31, 2005, 2004, 2003, 2002 and 2001
(dollars in thousands, except per share data)
2005 2004 2003 2002 2001
Interest income $ 12,983% 7,624 $ 5,520 $ 3,486 $ 1,882
Interest expense 4,294 2,464 1,937 1,367 760
Net interest income 8,689 5,160 3,583 2,119 1,122
Provision for credit losses 1,179 560 415 405 377
Net interest income after provision for 7,510 4,600 3,168 1,714 745
credit losses
Non-interest income 750 539 626 479 187
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Non-interest expenses 6,171 4,337 3,786 3,185 2,548

Income (loss) before income taxes 2,089 802 8 (992) (1,616)
Income tax benefit 655 - - - -

Net income (loss) $ 2,744 % 802 $ 8 % 992) $ (1,616)
PER COMMON SHARE

Basic net income (loss) per share $ 1.43$% 43 % .00 $ (.80) $ (1.30)
Diluted net income (loss) per share $ 1.37$ 41 % .00 $ (.80) $ (1.30)
Average shares outstanding (Basic) 1,922,580 1,877,929 1,660,348 1,242,020 1,242,020

Average shares outstanding (Diluted) 2,002,225 1,936,693 1,682,905 1,242,020 1,242,020
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Item 6. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion of Bay National Corporation’s financial condition and results of operations should be read in
conjunction with Bay National Corporation’s consolidated financial statements, the notes thereto and the other
information included in this annual report.

This discussion and analysis provides an overview of the financial condition and results of operations of Bay National
Corporation ("Parent") and its national bank subsidiary, Bay National Bank ("Bank"), (collectively the "Company"),
as of December 31, 2005 and 2004 and for the years ended December 31, 2005, 2004, and 2003.

General

The Parent was incorporated on June 3, 1999 under the laws of the State of Maryland to operate as a bank holding
company of the Bank. The Bank commenced operations on May 12, 2000.

The principal business of the Company is to make loans and other investments and to accept time and demand
deposits. The Company’s primary market areas are in the areas North of Baltimore and the areas surrounding
Salisbury, Maryland, although the Company’s business development efforts generate business outside of these areas.
The Company offers a broad range of banking products, including a full line of business and personal savings and
checking accounts, money market demand accounts, certificates of deposit, and other banking services. The Company
funds a variety of loan types including commercial and residential real estate loans, commercial term loans and lines
of credit, consumer loans, and letters of credit with an emphasis on meeting the borrowing needs of small businesses.
The Company’s target customers are small closely held businesses, business owners, professionals and high net worth
individuals.

Overview

The Company continued a pattern of strong growth during the year ended December 31, 2005. This growth has
resulted in improved operating results as compared to prior years. Key measurements for the year ended December 31,
2005 include the following:

- Total assets at December 31, 2005 increased by 23.0% to $210.0 million as compared to $170.8 million as of
December 31, 2004.

- Net loans outstanding increased by 31.7% from $149.2 million as of December 31, 2004 to $196.6 million as of
December 31, 2005.

- At December 31, 2005, the Company had a borrower with nonperforming loans for which a $500,000 provision was
established in the fourth quarter. We believe an appropriate allowance for credit losses continues to be maintained.

- Deposits at December 31, 2005 were $182.6 million, an increase of $28.6 million or 18.6% from December 31,
2004.

- On December 12, 2005, the Company participated in a private placement of $8 million of fixed interest rate trust
preferred securities through a newly formed Delaware trust subsidiary, Bay National Capital Trust I. The Company
used $2.2 million of the proceeds of the offering to repay in full the amount outstanding under its credit facility wi