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2003 Board of Directors [from left to right, front to back): Wayne W. Broadwater, Alice M. Starr,
George P. Shafran, Michael A. Garcia, Emad E. Saadeh, John H. Rust, Jr., J. Hamilton Lambert,
Buddy G. Beck, Bernard H. Clineburg, James D. Russo, William G. Buck, William E. "Rick” Peterson,
Sidney O. Dewberry and John W. Fisher
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In 2003, Cardinal Financial Corporation
achieved substantial progress. We reported
our first full year of profitability, relocated our
headquarters to Tysons Corner, opened three
new banking offices and raised over $48 million
in new capital to fuel our continued growth.
We ended the year with assets of $636 million,
establishing Cardinal as one of Northern
Virginia's leading community banks.

For the year, your Company reported net
income before taxes of $2.6 million compared
to a loss of $529,000 during the prior year.
In addition, we reported a $3.5 million tax
benefit from losses reported prior to 2003.
This effectively marks the completion of the
turnaround begun in late 2001 and sets the
stage for further growth and sustained
profitability.

During December, we initiated a secondary
stock offering co-managed by Raymond James
& Associates, Inc., and Legg Mason Wood
Walker, Incorporated, to issue 7,245,000
new shares of common stock to raise over
$48 million in new capital. This was
completed in early January, 2004. Our stock
price rose 90% during 2003, closing at $8.27
on December 31, 2003. The total market value
of our common stock ended the year at
$135.4 million.

2003 Beard of Direciors




A great deal of our success in 2003 was due to strong loan
growth. Total loans increased by nearly 35% in 2003 to end the
year at $336 million, with growth accelerating in the last half
of the year across all product lines. We enter 2004 with a legal
lending limit of over $12 million and are excited about
expanding our ability to better serve our current customers and
the growing businesses in the thriving Northern Virginia and
Greater Washington, DC markets.

Maintaining loan quality has been and will remain a very high
priority. Net loan losses for the entire year were $29,000. Since
the bank was formed in 1998, net losses have totaled only
$129,000. Non-performing loans were .12% of total loans at
the end of 2003, compared to .39% at the end of 2002. Our

experienced lenders share a strong credit culture and are

creative and flexible to meet the needs of our customers.

and their families in Northern Virginia. A core value of Cardinal
is giving back and our officers and employees will always
maintain active roles with numerous community organizations.

The strength of the local economy, combined with the
continuing consolidation of local banks, has created an exciting
opportunity for Cardinal. Four new local bank mergers were
completed or announced during 2004. Since 1997, nearly $70
billion in bank assets and over 1,500 branch sites have been
transferred to banks headquartered outside of the Washington
region. After only five full years of operation, Cardinal has
become the third largest publicly-traded bank headquartered

in Northern Virginia.

Our Board of Directors is unified with a strong sense of
purpose and committed to delivering the value that is expected

In September, we opened a banking office in our new
headquarters location in the heart of Tysons Corner.
We then opened our second Loudoun County office in Leesburg
and another Prince William County office in Woodbridge,
in December. In February 2004, we opened our 12th
office, in Herndon, just west of the Reston Town Center.
Cardinal’s signature will always include convenient locations
followed by unparalleled personal service and innovative

product offerings.

We recognize that our continued success is directly linked to
the strength of our community, and we actively support civic
and charitable organizations. We were especially proud to sponsor
the inaugural Cardinal Bank Charity Golf Classic in 2003, raising
over $100,000 to benefit the Inova Kellar Center, a not-for-
profit outpatient treatment center serving children, adolescents

by all. We added three new directors to our Board during -
2003: Mike Garcia, President and Owner of Mike Garcia
Construction, Inc., in Manassas; Rick Peterson, Chief Operating
Officer of The Peterson Companies; and Alice Starr, Vice
President of Marketing and Public Relations of WEST*GROUP.
These new directors bring a wealth of business experience
and local market knowledge to our Board, and we look forward

to their contributions.

On a sad note, Director Hal Lieding passed away in November.
Hal was former Chairman of the Board of Heritage Bancorp,
which was acquired by Cardinal in 2000, and continued to
serve on the Board of Cardinal for the past three years.
We will miss the leadership he brought to our Board and are
grateful for his guidance through the years.



g 66 We enter 2004 with a legal lending limit of over $12 million. 99

We are proud of our accomplishments in 2003 and remain excited about the
prospects for continued growth in the years ahead. We are committed to delivering
innovative products and services through technology, conveniently located banking
offices, and the best employees in the financial services industry. We are confident
that we will fulfill our mission of becoming the bank of choice in the
Northern Virginia and the Greater Washington markets we serve.

In conclusion, we will never forget the enormous trust our shareholders have placed
with us. We are striving to exceed expectations as we build your company.
We understand and willingly accept responsibility to provide maximum return to
our sharcholders, customers, employees and the communities we serve. Our goal

everyday is to make this corporation more valuable than the day before.

Sincerely,

KM/%W

Bernard H. Clineburg
Chairman, President &~ Chief Executive Officer

] O1 N T H E EXCITEMENT!




COMMERCIAL LENDING

With a recent infusion of over $48 million in capital
and a $12 million lending limit, Cardinal Bank is
equipped to handle credit needs well beyond the
capabilities of most mid-sized, local banks. In many
cases, these expanded capabilities parallel the growth
of Cardinal’s own customers, who began with a small
loan and now continue to rely on Cardinal as bigger

projects arise and loan needs increase.

. In addition to. increased lending capabilities; the key
to achieving significant growth within Cardinal’s
Commercial Lending Division is, and will always be,
the quality and expertise of the lending team.
Combined, these professionals offer more than 300
years of banking and lending experience, with a deep

and thorough understanding of the region’s economy.
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55 Cardinal has taken the time to understand
our particular business. ..giving us the
freedom fo concentrate on patients,

practice and the concerns of pet owners...”*

Dr. Donald Powell, Pender Veterinary Centre, Fairfax

Befow: Dr. Donald Powell (far left}
and Dr. Mark Johnson {far right) of Pender

Veterinary Centre inspect the construction of

their Cardinalfinanced expansion with Bank
Officer and Real Estate Lending Speciafist
Oretha Rogers and President Kevin Reynolds.




COMMERCIAL LENDING

Unlike larger institutions headquartered outside the
region, Cardinal’s experienced lenders have firsthand
knowledge of the marketplace, enabling them to offer
innovative solutions and make decisions quickly. The
powerful combination of experience, local familiarity,
increased lending parameters and the ability to act quickly
offers businesses the best of all worlds. With cutting-
edge technology, quality people on the front lines and
behind the scenes, and the creativity to develop and
offer the products and services customers truly need,
Cardinal Bank is becoming the premier local bank for

business and commerce in Northern Virginia.

Center: Dr Jennifer Gorrelick confers with a patient. Below: Cathie Johnson,
manager of Cardinal’s Arington office visits Dr. Heydin Kong, Dr. Jennifer
Gorrelick, Dr. Sumi Makkar Sexton and their Office Manager James Jones

at Premier Primary Care Physicians’ new Arlington office {Missing from photo
is Dr. Julia Stanford.) Far Right: President Chris Bergstrom (center) joins
Co-Owners Tom Lensis {lefi) and Mike Hoover (right) in TML Copiers & Digital

Solutions’ show room in Manassas.

TR
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Cardlinel fruly offers
the persene] foudh @t
Adingfion offies or phone.

the we need. 7

Jones,
Premier Primery Care Physicions, Arfnghen

4‘3"

With guidance from their accountant, Drs. Jennifer Gorrelick,
Hey-Jin Kong, Sumi Makkar Sexton and Julia Stanford of
Premier Primary Care Physicians selected Cardinal Bank as their
financial partner for their new practice. Because of Cardinal’s
experience working with other medical and professional practices,
it was a perfect fit. “We didn't want the inattentions of a big,
national bank, but preferred a bank with a personality like our
own: local, enthusiastic, growing and focused on who we serve
and what we need on an individual and specific basis,”
commented Dr. Gorrelick.
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REAL ESTATE LENDING

Cardinal’s Real Estate Lending group provides land
acquisition, development and construction loans as
well as commercial mortgages to builders, developers
and real estate investors throughout the Washington
DC Metropolitan area. In 2003, real estate lending
grew dramatically over 2002 as a result of Cardinal’s
targeted focus on the real estate community. Cardinal’s
seasoned lending team offers its clients market
insights and timely solutions on a wide array of real

estate matters.

Building on this industry excellence, the outlook for
2004 is bright. By utilizing the increased lending limits
now available to Cardinal, the bank is better able to
accommodate the needs of larger customers and reach
a new tier of real estate clients, as well. But whether
financing a large-scale, mixed-use commercial
project or simply lending to an individual who is
building a personal residence, Cardinal provides
customized approaches and creative solutions.
Knowledge, experience and exceptional personal
service strengthen Cardinal’s reputation in local real
estate lending, providing the groundwork for on-going

growth and success.

Right: Joe Shieh {lef) and Mike McGhan {right) of McShay Homes
show Dennis Griffith, EVP, R.E. lending {center) their latest plans.
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56 Going forward, what is really significant
is that with the success of their recent
capital offering and expanding lending
limits, Cardinal Bank is poised to meet our

increasing requirements as we grow...””

Joe Shieh, McShay Homes, Alexandria
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Financing By . .
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Dennis Griffith, 703-584-3425




GOVERNMENT CONTRACT LENDING

The goal of Government Contract Lending is to
become the premier financial services provider for
small to mid-sized government contractors—not

only for lending, but also for other financial needs,

including deposit, cash management, investment

and personal banking services. Leading this initiative
is Cardinal’s new Senior Vice President, Seth Carter.
His professionalism and extensive knowledge of the
specialized needs of government contractors has already
generated increased lending activity and industry
recognition for Cardinal Bank.

Teaming with Cardinal’s experienced commercial lenders
and enjoying the leverage that SBA Preferred Lender
status allows, Government Contract Lending looks

forward to exciting growth in 2004 and beyond. Business

opportunities are further enhanced by Cardinal’s
Government Contract Advisory Board, made up of local

CPAs, attorneys and other business professionals who
provide important and valuable insights on the market.
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Top/Center: Wendy Rufo and Gary Nakamoto {center} of Base

Technologies, Inc. pose with Seth Carter, Sr. VP, Government Contract

Lending, in an entry way that displays significant government contract

awards. Far Right: Rex Wagner heads Cardinal Weclth Services, Inc.




CARDINAL WEALTH SERVICES
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Cardinal Wealth Services, the banK’s full service investment
subsidiary, completed another successtul year, providing
customers with a broad array of investment programs to
meet their financial needs. During 2003, Cardinal Wealth
grew 30% with approximately $129 million in assets
under management and 1,000 client relationships.

Rex Wagner joined Cardinal Wealth as President and CEO,
bringing more than 25 years of experience in the financial
services industry. A strong business relationship with
Raymond James Financial continues to expand in many
areas, including asset management, financial planning,
alternative investments and investment banking. Raymond
James Financial provides in-depth investment services
to individuals and institutional investors worldwide.

Cardinal Wealth Services turns
the complexities of Wall Street

into the redlities of Main Street...?”

Rex Wagpner, President & CEO
Cardinal Wedlth Services, Inc.




RETAIL BANKING

Retail Banking grew in 2003 with the opening of three new
banking offices. In September, a second Tysons Corner office
opened in the lobby of the corporate headquarters building.
In October, a new office in downtown Leesburg expanded
Cardinal’s presence in Loudoun County. In December, a
second Prince William County office opened in Woodbridge.

Continued banking consolidations in the local market pro-
vide great opportunities for expansion and enable Cardinal
to demonstrate its ability to provide superior personal service,
competitive products and convenient access to banking
networks.

Cardinal is committed to providing competitive products
and services that offer real value. Highly successful deposit

Left: Banking Office Manager Lynn Gulick, Delegate Vince Callahan and
Chairman and CEO Bernard Clineburg at Greensboro Ribbon Cutting in
Tysons Corner. Center: Children delight over Cardinal MoneyMagic Coin
Counting Machine available in many Cardinal banking lobbies.

Right: Commercial Lender Cheryl Beebe greets Cecelio and Lelond
Mahan at a Friends of Cardinal event in leesburg.

Center of page: K.C. Cardinal bank mascot arrived in late 2003, and

will help celebrate future bank events!

products include Totally Free Checking, which gives consumers
an affordable checking account alternative, and the President’s
Club Relationship Package, which pays a rate of interest
well above other consumer interest-bearing checking plans

in the market.

In the consumer lending area, Cardinal offers a Home
Equity Line of Credit with a market-low, six-month introductory
rate, followed by an ongoing rate of Prime minus one-half
percent. This outstanding line-of-credit offer, combined
with the fixed-term and fixed-rate options, is among the best
in the market.

With a focus on innovative new services, Cardinal Bank was
the first bank in the Washington region to install MoneyMagic™
coin-counting machines and provide free coin-counting

service to retail customers.

Technology plays an increasingly important role in
Cardinal’s retail banking program. With Telephone Banking

and Cardinal Online Banking and Bill Pay, customers can
obtain information, monitor accounts, pay bills and
perform many routine banking transactions by phone or /’/
computer, 24 hours a day. A new feature of Cardinal Online L
Banking gives users direct access to their check images.

In September 2003, Cardinal Bank received a “Top Rating for -——
Service” by Washington Consumers’ Checkbook Magazine.



_ reemmm———— COMMITMENT TO COMMUNITY

- Cardinal Bank, its officers and employees, played
an active role in community, business, civic and
charitable organizations during 2003. These
organizations included the American Heart
Association, Prince William Education Foundation,
OWTL Volunteer Fire Department, City of Fairfax

Renaissance Housing Corporation and Loudoun

County Economic Development Commission.

W Cardinal is particularly proud of its new relationship
— B} - with the Inova Kellar Center, a not-for-profit

S

- g outpatient mental health and substance abuse

- b treatment center serving children, adolescents and

their families in Northern Virginia. The inaugural
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Left: President Kevin Reynolds {left) Cardinal Bank Charity Golf Classic, held May 17,
presens @ donafion of $105,000 fo 2003, raised $105,000 to benefit the Center’s family
J. Knox Singleton, Chairman of inova d hari
Health System and Jennifer Goins programs. An expanded Second Annual Charity
and Dr. George Bailey both of the Classic will encompass both golf and tennis, with an
Inova Kellar Center, final results of aggressive goal of raising $200,000 in 2004.

the First Annual Cardinal Bank
Charity Golf Classic to benefit the
organization.

Right: A young customer makes a
savings deposit at one of Cardinal’s
12 convenient Cardinal banking

offices in Northern Virginia.
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Selected Financial Information

Years ended December 31 2003 2002 2001 2000 1999
(In thousands, except per share data)
Income Statement Data:
Interest income $ 24,602 $ 20,242 $ 16,577 $ 11,150 $ 4,330
Interest expense 9,429 9,586 7,500 4,740 1,305
Net interest income 15,173 10,656 9,077 6,410 3,025
Provision for loan losses 1,001 444 1,202 753 514
Net interest income after provision for loan losses 14,172 10,212 7,875 5,657 2,511
Non-interest income 3,829 2,864 3,157 2,098 1,320
Non-interest expense 15,355 13,605 23,756 11,726 7,870
Net income (loss) before income taxes 2,646 (529) (12,724) (3,971) (4,039)
Income tax benefit (3,508) — — — —
Net income (loss) 6,154 (529) (12,724) (3,971) (4,039)
Dividends to preferred shareholders 495 495 503 171 —
Net income (loss) to common shareholders - $ 5,659 $ (1,024) $(13,227) $ (4,142) $(4,039) .
Balance Sheet Data:
Total assets $636,248 $486,323 $279,584 $207,048 $97,033
Loans receivable, net of fees © 336,002 249,106 200,911 154,271 68,167
Allowance for loan losses 4,344 3,372 3,104 1,900 726
Total investment securities 273,614 163,665 34,147 6,935 4,807
Total deposits 474,129 423,479 246,024 163,371 59,873
Other borrowed funds 74,457 2,000 9,824 7,287 6,000
Total shareholders’ equity 85,412 40,712 20,624 34,112 30,745
Preferred shares outstanding 1,364 1,365 1,365 1,411 —
Common shares outstanding 16,377 10,044 4,294 4,253 4,243
Per Common Share Data: :
Basic net income (loss) - $ 055 $ (0.13) $ (3.11) $ (0.98) $ (0.95)
Fully diluted net income (loss) 0.54 (0.13) (3.11) (0.98) (0.95)
Book value 4.80 3.37 3.21 6.36 7.25
Tangible book value 4.80 3.31 3.06 4.11 7.25
Performance Ratios:
Return on average assets 1.18% (0.14)% (5.24)% (2.72)% (5.61)%
Return on average equity 15.05 (1.61) (39.14) (12.72) (12.26)
Net interest margin’ 3.00 2.92 4.17 4.82 4.59
Efficiency ratio® 80.81 100.63 194.18 137.82 181.13
Non-interest income to average assets 0.73 0.74 1.30 1.44 1.83
Non-interest expense to average assets 2.94 3.50 9.79 8.03 10.93
Total loans receivable, net of fees to total deposits 70.87 58.82 81.66 94.43 113.85
Asset Quality Ratios:
Net charge-offs to average loans receivable 0.01% 0.05% —% —% —%
Nonperforming loans to loans receivable, net of fees 0.12 0.39 0.46 0.38 —
Nonperforming loans to total assets 0.06 0.20 0.33 0.28 —
Allowance for loan losses to nonperforming loans 1,102.54 345.49 334.84 323.68 —
Allowance for loan losses to loan receivable, net of fees 1.29 1.35 1.54 1.23 1.07
Capital Ratios:
Tier 1 risk-based capital 19.66% | 12.25% 9.04% 18.89% 37.86%
Total risk-based capital 20.66 13.35 10.42 19.94 38.75
Leverage capital ratio 15.45 8.97 8.57 17.39 32.55
Other:
Average shareholders’ equity to average total assets 7.84% 8.45% 13.39% 21.37% 45.76%
Average loans receivable, net of fees to average

total deposits 63.02 59.36 91.69 97.03 92.07
Average common shares outstanding:

Basic 10,218 7,949 4,258 4,246 4,241

Diluted 10,445 7,949 4,258 4,246 4,241

(1) Net interest margin is calculated as net interest income divided by total average earning assets.
(2) Efficiency ratio is calculated as total non-interest expense divided by the total of net interest income and non-interest income.

—~=%2003




Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following presents management’s discussion and analysis
of our consolidated financial condition at December 31, 2003
and 2002 and the results of our operations for the years ended
December 31, 2003, 2002 and 2001. The discussion should be
read in conjunction with the accompanying consolidated

‘financial statements.

Overview

Cardinal Financial Corporation (“Cardinal”), a locally owned
and managed financial services organization headquartered in
Tysons Corner, Virginia, is committed to providing top quality
customer service, a diversified product mix and convenient
avenues for banking to consumers and businesses. We own
Cardinal Bank, N.A., a nationally chartered community bank,
and Cardinal Wealth Services, Inc., an investment services
subsidiary. Through these two subsidiaries, we offer a wide
range of banking products and services to both our commercial
and retail customers. Our commercial relationship managers
focus on attracting small and medium-sized business as well as
commiercial real estate developers and builders and professionals,
such as physicians, accountants and attorneys. We have an
expansive retail branch network and develop competitive
retail products and services. We complement our core banking
operations by offering investment products and services to our
customers through our third-party brokerage relationship with
Raymond James Financial Services, Inc.

Net interest income is our primary source of income. As
discussed further in our interest rate sensitivity section, we
manage our balance sheet and interest rate risk to enhance our
net interest income. We do this by monitoring the spread
between the interest rates earned on investment securities and
loans and the interest rate paid on deposits and other interest-
bearing liabilities. Changes in interest rates will affect our
operating performance and financial condition. We attempt to
minimize our exposure to interest rate risk, but are unable to
eliminate it. In addition to management of interest rate risk, we
analyze our loan portfolio for exposure to credit risk. Risk of
loan defaults and foreclosures are unavoidable in the banking
industry, and we try to limit our exposure to this risk by
monitoring our extensions of credit carefully. In addition to
net interest income, non-interest income is a source of income
for us and includes service charges on deposits and loans,
investment fee income and gains on sales on investment secu-
rities available-for-sale.

Our business strategy is to grow through geographic expansion
while maintaining strong asset quality and achieving sustained
profitability. We completed a secondary common stock offer-
ing that raised $41.7 million in capital in December 2003 and
an additional $6.7 million in capital following the exercise of

the underwriters’ over-allotment option in January 2004. This
capital is being used to support the expansion of our branch
office network and balance sheet growth. We were able to
increase our legal lending limit to over $12 million, which will
allow us to expand our commercial and real estate lending loan
portfolios. We expect to increase our loan-to-deposit ratio and
shift the mix of our earning assets to higher yielding loans. We
intend to increase our selection of banking products and finan-
cial services in order to diversify our revenue base, increase fee
income, and strengthen customer relationships.

Recent Financial Developments

Prior to March 2002, Cardinal was a muilti-bank organization.
In addition to Cardinal Bank, N.A., which began operations in
1998, we opened two additional banking subsidiaries in 1999,
and acquired an additional banking subsidiary through our
acquisition of Heritage Bancorp, Inc. in 2000. From November
2001 to March 2002, we consolidated three of our banking
subsidiaries into Cardinal Bank, N.A. We completed the
consolidation of our original four banking subsidiaries into a
single bank in order to reduce costs and streamline operations
and decision-making.

We were required to evaluate our goodwill for impairment and,
in the fourth quarter of 2001, we had an $8.3 million impair-
ment of goodwill, substantially eliminating the goodwill

attributable to the purchase of Heritage Bancorp, Inc. The

writedown arose from our evaluation of losses incurred by
the Heritage banking subsidiary during 2000 and 2001, cou-
pled with expectations of future additional losses. A valuation
of the bank was performed by an external consultant in
response to these impairment indicators. The valuation con-
firmed a significant impairment in our investment in Heritage
and resulted in the writedown of goodwill.

As a result of the bank consolidation, we reduced staffing levels
during the fourth quarter of 2001. We reduced our number
of employees from 138 on June 30, 2001 to 105 as of December
31, 2001. Most of the staff reductions were made in the com-
mercial lending area of the bank, which had become over-
staffed in light of the shift in strategy from four banks to one.
We also made significant reductions in staff in our centralized
administration areas, including accounting, deposit operations
and credit administration.

Our restructuring resulted in significant savings in operating
costs during 2002. However, an other than temporary write-
down of $1.7 million on a WorldCom bond recorded in the
second quarter of 2002, created a reported net loss to
common shareholders of $1.0 million for the year ended
December 31, 2002.
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2003 was our first full year of profitability. We reported net
income of $5.7 million or $0.54 per diluted common share
in 2003. Included in this net income, we recorded an income
tax benefit of $3.5 million attributable to the recognition of
a deferred tax asset resulting primarily from prior periods’ net
operating loss carryforwards. The pretax profitability to
common shareholders in 2003 was $2.2 million, which was
achieved through continued growth in our earning assets, as
well as increases in non-interest income, mostly attributable to
$1.4 million of realized gains on sales of investment securities
available-for-sale. These sales were mostly from our mortgage-
backed investment securities available-for-sale portfolio, which
had accelerated prepayment speeds as a result of the low mort-
gage rate environment during 2003. We sold these securities
with realized gains and reinvested the funds in our loan and
investment securities portfolio. We do not expect to record
such gains in the future, although we may sell portions of our
available-for-sale investment securities portfolio as needed for
liquidity purposes.

Critical Accounting Policies

General

Accounting policies generally accepted in the United States are
complex and require management to apply significant judg-
ment to various accounting, reporting, and disclosure matters.
Management must use assumptions and estimates to apply
these principles where actual measurements are not possible or
practical. These policies are critical because they are highly
dependent upon subjective or complex judgments, assump-
tions and estimates. Changes in such estimates may have a
significant impact on the consolidated financial statements.
Actual results could differ from those estimates.

The accounting policies we view as critical to us are those
relating to estimates and judgments regarding the determina-
tion of the allowance for loan losses and the valuation of
deferred tax assets.

Allowance for Loan Losses

We maintain the allowance for loan losses at a level that repre-
sents management’s best estimate of known and inherent
losses in the loan portfolio. Both the amount of the provision
expense and the level of the allowance for loan losses are
impacted by many factors, including general economic condi-
tions, actual and expected credit losses, historical trends and
specific conditions of the individual borrower. As a part of our
analysis, we use comparative peer group data, duration factors
and qualitative factors such as levels of and trends in delin-
quencies and nonaccrual loans, national and local economic
trends and conditions and concentrations of loans exhibiting
similar risk profiles to support our estimates.

Credit losses are an inherent part of our business and, although
we believe the methodologies for determining the allowance
for loan losses and the current level of the allowance are
adequate, it is possible that there may be unidentified losses in
the portfolio that may become evident only at a future date.
Additional provisions for such losses, if necessary, would nega-
tively impact earnings and would be recorded in the commer-
cial banking business segment.

For purposes of our loan loss reserve methodology, we catego-
rize our loans into one of five categories: commercial and
industrial, commercial real estate (including construction),
home equity lines of credit, residential mortgages, and con-
sumer loans. Peer group annual loss factors (in the absence of
historical results) are applied to all categories and are adjusted
by the projected duration of the loan category and by the
qualitative factors mentioned above. The indicated loss factors
resulting from this analysis are applied to each of the loan cate-
gories to determine a reserve level for each of the five categories
of loans. In addition, we individually assign loss factors to all
loans that have been identified as having loss attributes, as
indicated by deterioration in the financial condition of the
borrower or a decline in underlying collateral values. Since we
have limited historical data on which to base loss factors for
classified loans, we apply, in accordance with regulatory guide-
lines, a 5% loss factor to all special mention loans and a 15%
loss factor to all substandard loans.

Valuation of Deferred Tax Assets

Deferred tax assets and liabilities are recognized for the tax
effects of differing carrying values of assets and liabilities for
tax and financial statement purposes that will reverse in future
periods. When substantial uncertainty exists concerning the
recoverability of a deferred tax asset, the carrying value of the
asset is reduced by a valuation allowance. During the fourth
quarter of 2003, we recorded an income tax benefit of $3.5
million primarily attributable to the recognition of deferred tax
assets related to our net operating loss carryforwards. The ben-
efit of our deferred tax assets was recognized based on a
detailed assessment indicating that it is more likely than not
that the benefit of these net operating losses would be realized
through the generation of future taxable income. Additional
information on the valuation allowance can be found in
Footnote 9 to the Notes to Consolidated Financial Statements.
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Caution About Forward-Looking Statements

We make forward-looking statements in this annual report that
are subject to risks and uncertainties. These forward-looking
statements include statements regarding our profitability,
liquidity, allowance for loan losses, interest rate sensitivity,
market risk, growth strategy, and financial and other goals. The
" “expects,” “may,” “will,” “should,” “projects,”

words “believes,
" “anticipates,” “forecasts,” “intends,” or other

“contemplates,
similar words or terms are intended to identify forward-looking

statements.

These forward-looking statements are subject to significant
uncertainties because they are based upon or are affected by
factors including:

* the ability to successfully manage our growth or implement
our growth strategies if we are unable to identify attractive
markets, locations or opportunities to expand in the future;

+ changes in interest rates and interest rate policies;

* risks inherent in making loans such as repayment risks and
fluctuating collateral values;

+ the successful management of interest rate risk;

* maintaining cost controls and asset qualities as we open or
acquire new branches;

+ maintaining capital levels adequate to support our growth;

+ reliance on our management team, including our ability to
attract and retain key personnel;

* competition with other banks and financial institutions, and
companies outside of the banking industry, including those
companies that have substantially greater access to capital and
other resources;

* changes in general economic and business conditions in our
market area;

+ demand, development and acceptance of new products and
services;

« problems with technology utilized by us;

* changing trends in customer profiles and behavior; and

» changes in banking and other laws and regulations applicable
to us.

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

New Financial Accounting Standards

In January 2003, the Financial Accounting Standards Board, or
FASB, issued Interpretation No. 46 (FIN 46), Consolidation of
Variable Interest Entities, which addresses how a business enter-
prise should evaluate whether it has a controlling financial
interest in an entity through means other than voting rights
and accordingly, should consolidate the entity. FIN 46 Revised

(FIN 46R), issued in December 2003, replaces FIN 46. FIN 46R
requires public entities to apply FIN 46 or FIN 46R to all enti-
ties that are considered special-purpose entities in practice and
under the FASB literature that was applied before the issuance
of FIN 46 by the end of the first reporting period ending after
December 15, 2003. For any variable interest entities (VIE) that
must be consolidated under FIN 46R, the assets, liabilities and
noncontrolling interests of the VIE initially would be measured
at their carrying amounts with any difference between the net
amount added to the balance sheet and any previously recog-
nized interest being recognized as the cumulative effect of an
accounting change. If determining the carrying amounts is not
practicable, fair value at the date FIN 46R first applies may be
used to measure the assets, liabilities and noncontrolling inter-
est of the VIE. We adopted FIN 46R as of December 31, 2003
and currently have no variable interest entities that require
consolidation of previously unconsolidated entities or disclo-
sure in the consolidated financial statements,

In April 2003, the FASB issued Statement No. 149, Amendment of
Statement 133 on Derivative Instruments and Hedging Activities,
which is generally effective for contracts entered into or modified
after June 30, 2003. This Statement amends and clarifies financial
accounting and reporting for derivative instruments embedded
in other contracts, collectively referred to as “derivatives” and
hedging activities under Statement No. 133. Statement No. 149
has not had an impact on our equity, financial condition or
results of operations.

In May 2003, the FASB issued Statement No. 150, Accounting
for Certain Financial Instruments with Characteristics of Both
Liabilities and Equity. This Statement establishes standards for
classifying and measuring certain financial instruments that
embody obligations of the issuer and have characteristics of
both liabilities and equity. The provisions of Statement No. 150
became effective June 1, 2003, for all financial instruments
created or modified after May 31, 2003, and otherwise became
effective as of July 1, 2003. The adoption of this standard did
not have a material impact on our equity, financial condition,
or operating results.

In December 2003, the FASB deferred for an indefinite period
the application of the guidance in Statement No. 150 to non-
controlling interests that are classified as equity in the financial
statements of a subsidiary but would be classified as a liability
in the parent’s financial statements under Statement No. 150.
The deferral is limited to mandatorily redeemable noncon-
trolling interests associated with finite-lived subsidiaries.
Management does not believe any such applicable entities exist
as of December 31, 2003.
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In November 2002, the FASB issued Interpretation No. 45,
Guarantor’s Accounting and Disclosure Requirements for
Guarantees, Including Indirect Guarantees of Indebtedness of
Others, which addresses the disclosures to be made by a guar-
antor in its interim and annual financial statements about
its obligations under guarantees. FIN 45 also requires the
recognition of a liability by a guarantor at the inception of
certain guarantees. The liability is recognized for the non-
contingent component of the guarantee, which is the obli-
gation to stand ready to perform in the event that specified
triggering events or conditions occur. The initial measurement
of this liability is the fair value of the guarantee at inception.
The recognition of the liability is required even if it is not
probable that payments will be required under the guarantee,
or if the guarantee was issued with a premium payment, or as
part of a transaction with multiple elements. We currently have
$3.3 million of standby letters of credit that require accounting
and disclosure under FIN 45. No liability has been recorded
as of December 31, 2003 and December 31, 2002, as such
amounts were immaterial. '

Financial Overview

2003 Compared to 2002

At December 31, 2003, total assets were $636.2 million, an
increase of 30.8% or $149.9 million, compared to $486.3 million
at December 31, 2002. Total loans receivable, net of fees,
increased 34.9% or $86.9 million, to $336.0 million at December
31, 2003, compared to $249.1 million at December 31, 2002.
Total investment securities increased by $109.9 million, or 67.2%,
to $273.6 million at December 31, 2003, compared to $163.7 mil-
lion at December 31, 2002. Total deposits increased 12.0%, or
$50.7 million, to $474.1 million at December 31, 2003, com-
pared to $423.5 million at December 31, 2002. Other borrowed
funds increased $72.5 million to $74.5 million at December 31,
2003 compared to $2.0 million at December 31, 2002. During
2003, we introduced repurchase agreements to our customers,
which totaled $25.5 million at December 31, 2003. In addition,
advances from the Federal Home Loan Bank of Atlanta increased
to $49.0 million as of December 31, 2003, due primarily to this
funding source being at its lowest interest rates in several years.

Shareholders’ equity at December 31, 2003 was $85.4 million,
an increase of $44.7 million, compared to $40.7 million at
December 31, 2002. The increase in shareholders’ equity is pri-
marily attributable to our completing a secondary common
stock offering of 6.3 million shares that raised $41.7 million in
new capital during December 2003. In addition, we issued
another 945,000 shares in January 2004, as a result of the exer-
cise of the underwriters’ over-allotment option, which pro-

vided us with an additional $6.7 million in capital. This
additional capital will be used to support branch expansion,
additional asset growth and general corporate purposes. In
addition, net income to common shareholders of $5.7 million
contributed to the increase in shareholders’ equity, offset by the
change in unrealized losses on investment securities available-
for-sale of $2.9 million. Book value per common share at
December 31, 2003 and 2002 was $4.80 and $3.37, respectively.
Total risk-based capital to total risk-weighted assets increased
to 20.66% at December 31, 2003 compared to 13.35% at
December 31, 2002, maintaining a well-capitalized position for
regulatory purposes going into 2004. Total shareholders’ equity
to total assets at December 31, 2003 and 2002 were 13.4% and
8.4%, respectively.

We recorded net income of $5.7 million, or $0.54 per diluted
common share, for the year ended December 31, 2003, com-
pared to a net loss of $1.0 million or $0.13 per common share,
for the comparable period in 2002, an improvement of $6.7
million. This net income includes an income tax benefit of
$3.5 million attributable to the recognition of prior periods’
net operating loss carryforwards. We recorded pretax income
of $2.2 million for the year ended December 31, 2003. All
results are presented after the effect of preferred stock divi-
dends of $495,000 for each of the years ended December 31,
2003 and 2002.

The return on average assets for the years ended December 31,
2003 and 2002 was 1.18% and (0.14)%, respectively. The
return on average equity for the years ended December 31,
2003 and 2002 was 15.05% and (1.61)%, respectively.

2002 Compared to 2001

Our net loss for the year ended December 31, 2002 totaled $1.0
million or $0.13 per common share, compared with a loss of
$13.2 million or $3.11 per common share for the same period
of 2001. The 2002 loss included an other than temporary
impairment of $1.7 million of an investment in a WorldCom
bond that we recorded in the second quarter of 2002. If the
impact of the WorldCom impairment were excluded, we would
have reported net income of $636,000, or $0.08 per common
share, for the year ended December 31, 2002. Table 1 shows a
reconciliation of GAAP to Non-GAAP financial measures,
which we believe appropriately compares our operating results
for 2003, 2002 and 2001 by excluding the other than temporary
impairment, goodwill impairment and restructuring costs
reported in their respective periods. All year-end results
are presented after the effect of dividends paid to preferred
shareholders of $495,000 and $503,000 for the years ended
December 31, 2002 and 2001, respectively. The return on
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average assets for the years ended December 31, 2002 and 2001
were (0.14)% and (5.24)%, respectively. The return on average
equity for the years ended December 31, 2002 and 2001 were
(1.61)% and (39.14)%, respectively.

Total assets increased $206.7 million, or 74.0%, to $486.3 mil-
lion at December 31, 2002, compared to $279.6 million at
December 31, 2001. Asset growth was funded primarily by
deposit growth of $177.5 million, or 72.1%, to $423.5 million
at December 31, 2002. The strong growth experienced during
2002 is attributed to aggressive promotion of our products
through advertising and direct mail in addition to opening
our eighth branch in Arlington, Virginia during the fourth
quarter of 2002.

Total shareholders’ equity increased $20.1 million or 97.4% to
$40.7 million at December 31, 2002 compared to $20.6 million
at December 31, 2001. This increase was primarily a result of
the $18.5 million of additional capital that we raised in our two
common stock offerings during the second quarter of 2002.
Book value per common share increased to $3.37 at December
31, 2002 compared to $3.21 at December 31, 2001. The ratio
of risk-based capital to risk-based assets increased to 13.35%
at December 31, 2002 compared to 10.42% at December 31,
2001. Total shareholders’ equity to total assets at December 31,
2002 and 2001 were 8.4% and 7.4%, respectively.

Table 1
Reconciliation of GAAP to Non-GAAP Financial Measures
(Dollars in thousands, except per share data)

Years ended December 31 2003 2002 2001
Reported net income (loss) to common shareholders - $5,659  $(1,024) $(13,227)
Less impairments and restructuring costs: ‘

Other than temporary impairment of WorldCom bond — 1,660 —

Impairment of Heritage Bancorp goodwill — — 8,264

Restructuring costs —_— - 884
Net income (loss) without impairments and restructuring costs 1 $5,659  $ 636 $ (4,079)
Reported net income (loss) per common share $ 055 $(0.13) $ (3.11)
Less impairments and restructuring costs:

Other than temporary impairment of WorldCom bond — 021 —

Impairment of Heritage Bancorp goodwill — — 1.94

Restructuring costs — — 0.21
Earnings (loss) per common share without impairments and restructuring costs $055 $ 008 $ (0.96)

Statements of Operations

Net Interest Income/Margin

Net interest income is our primary source of revenue, repre-
senting the difference between interest and fees earned on
interest-bearing assets and the interest paid on deposits and
other interest-bearing liabilities. The level of net interest
income is affected primarily by variations in the volume and
mix of these assets and liabilities, as well as changes in interest
rates when compared to previous periods. During 2002 and

. continuing in 2003, we continued to experience a weakened

20

economy that had entered into a recessionary phase early in
2001. During 2001, the Federal Reserve lowered rates eleven
times in order to generate economic growth. During the fourth
quarter of 2002, in response to this weakening economy and

the lack of any inflationary pressures, the Federal Reserve low-
ered rates an additional 50 basis points. During the third quar-
ter of 2003, the Federal Reserve again decreased interest rates
another 25 basis points. At 4.00%, the prime lending rate is at
its lowest levels in over forty years.

Net interest income for the year ended December 31, 2003 was
$15.2 million, compared to $10.7 million for the year ended
December 31, 2002, an increase of $4.5 million, or 42.4%. The
increase in net interest income is a result of increases in average

volume of investment securities and 1oans receivable, net of the~

impact of decreased yields during 2003, compared with the
same period of 2002. These net increases were funded through
the increases in total deposits and other borrowed funds.




Management’s Discussion and Analysis of Financial Condition and Results of Operations

Our net interest margin for the years ended December 31, 2003
and 2002 was 3.00% and 2.929, respectively. The increase in the
net interest margin was a result of the decrease in the cost of
interest-bearing liabilities offset slightly by the decrease in the
yield on average earning assets. The average yield on interest-
earning assets decreased to 4.86% in 2003 from 5.54% in 2002
and our cost of interest-bearing liabilities decreased to 2.31% in
2003 from 3.27% in 2002. The decrease in our cost of interest-
bearing deposits is primarily the result of our decreasing the rate
on our President’s Club relationship product to 1.51%, down
from 2.00% at December 31, 2002. In addition, the yield on
other borrowed funds decreased 231 basis points to 1.68% at
December 31, 2003 compared to December 31, 2002.

Total earning assets increased by 37.0% to $616.7 million at
December 31, 2003, compared to $450.3 million at December
31, 2002. This increase consisted mainly of a $86.9 million, or
34,9%, increase in loans receivable, net of fees and a $109.9 mil-
lion, or 67.2%, increase in total investment securities. These
increases were funded by deposit growth of $50.7 million, or
12.0%, and other borrowed funds growth of $72.5 million over
December 31, 2002 balances. In addition, proceeds from our
secondary offering of $41.7 million funded our earning asset
growth as of December 31, 2003.

Average total loans increased $66.1 million to $272.8 million
during 2003 from $206.7 million in 2002. Average balances of
nonperforming assets, which consist of nonaccrual loans, are
included in the net interest margin calculation and did not have
a material impact on our net interest margin in 2003 and 2002.
Additional interest income of approximately $39,000 for 2003
and $37,000 for 2002 would have been realized had all nonper-
forming assets performed as originally expected. Nonperforming
assets exclude loans that are both past due 90 days or more and
still accruing interest due to an assessment of collectibility.

Average total deposits increased $84.7 million to $432.8 million
in 2003 from $348.1 million in 2002. The largest increase in aver-
age deposit balances was experienced in certificates of deposit,
an increase of $42.9 million compared to 2002, a result of our
branch expansion and increased advertising of our rates on
certificates of deposit.

Net interest income was $10.7 million for the year ended
December 31, 2002, up $1.6 million or 17.4% from 2001. The
increase was primarily due to the increase in loans and invest-
ment securities available-for-sale during 2002, funded through
the increase in total deposits and shareholders’ equity. The
increase in net interest income was tempered by a reduction in
our net interest margin, due primarily to yields on earning
assets continuing to decline at a faster pace than the decline in
yields on interest bearing liabilities.

The net interest margin was 2.92% for the year ended December
31, 2002 compared