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Dear Shareholder:

The year 2003 proved to be yet another
record year of earnings performance for United
Security Bancshares, Inc. (“USBI”). Net income
for this past year of $11,415,000 exceeded that of
2002 by more than 24%.

Return on average assets and return on aver-
age equity were 2.08% and 16.44%, respectively,
compared to 1.72% and 14.05% for the previous
year. Earnings per share increased from $1.41 per
share during 2002 to $1.77 per share this past
year. This increase of almost 26% does take into

consideration the stock split which occurred in
June 2003.

Our continued growth in earnings and capi-
tal allowed us again to increase dividends during
2003. Total dividends per share of $0.67 repre-
sent an increase of 12% over 2002. This makes

the fifteenth consecutive year that dividends
have increased for USBI shareholders.

Growth of assets is essential to our oper-
ations but only to the extent that it produces
increased profits. Total assets at year-end of
$567.2 million reflected an increase of 6% over

2002. Total loans increased 8% to $379.7 million,

and deposits grew $34.6 million to end the year at
$387.7 million.

Continued improvements within our finance
company subsidiary, Acceptance Loan Company
(“ALC”), have contributed significantly to our
overall performance. Total earnings of ALC dut-
ing 2003 were $2.5 million, more than twice that
of $1.2 million the prior year. Management of
ALC has done an exceptional job of making this
company a very viable part of overall operations.

In 2003 USBI was chosen to be included in
the Russell 2000 Index of publicly traded stocks.

Also, our Board of Directors authorized a stock
split in June whereby each shareholder of record
on June 30, 2003 received one additional share of
stock for each share held. We felt confident that
this stock split would create more marketability
and liquidity for USBI stock. These two actions,
coupled with improved performance and con-
tinued dividend growth, have captured the atten-
tion of investors. At year-end 2003, our stock
price closed at $28.95, an increase of almost 90%
over the first trading day of the year.

We will continue to make every effort to
increase the value of your stock and to attain
growth consistent with our business philosophy.
Both of our newest offices, in Tuscaloosa and in
Calera, are performing very well. Also, we remain
open to consideration of new markets for
expansion as well as any opportunities for acquis-
ition.

While we recognize the challenges of an
uncertain economic environment, we believe
that 2004 will be another very successful year due
to our record of profitability, consistent overall
growth, and strong management team. On behalf
of our Board of Directors and all our employees,
thank you for your continued interest and sup-
port.

Sincerely,

Hardie B. Kimbrough
Chairman, Board of Directors

(o

R. Terry Phillips
President and Chief Executive Officer



UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES
SELECTED FINANCIAL DATA

Year Ended December 31,

2003 2002 2001 2000 1999
(In Thousands of Dollars, Except Per Share Amounts)

RESULTS OF OPERATIONS
Interest INCOME . . oo et e e e e $ 46,722 $ 45,752 $ 47,776 % 48323 $ 44919
Interest Expense ......... . 11,135 14,134 18,419 18,292 15,365
Net Interest [ncome . ........ .. 35,587 31,618 29,357 30,031 29,554
Provision for Loan Losses .. ...t 3,505 3,859 5,255 6,837 4,305
Non-Interest Income .« . oot 5,662 5,069 4,730 4,883 4,747
Non-Interest Expense ...........c. ... 21,306 20,032 19,493 19,106 18,534
Income Before Income Taxes ... .. 16,438 12,796 9,339 8,971 11,462
Income Taxes .. ...t 5,023 3,621 2,552 2,193 3,302
Net Income Before Cumulative Effect of a Change in

Accounting Principle ............. . . oo il $ 11415 $ 9,175 $ 6,787 $ 6,778 $ 8,160
Cumulative Effect of a Change in Accounting Principle ........ $ 0% 0 $ (200) $ 0 % 0
Net Income After Cumulative Effect of a Change in Accounting

Principle ... . $ 11,415 $ 9175 $ 6,587 $ 6,778 $ 8,160
Net Income Per Share:

BasiC o $ 177 %8 141 % 095 $ 095 § 115

Diluted ......... .0 e $ 177 % 141 $ 094 $ 095 § 114

Average Number of Shares OQutstanding® ................. 6,432 6,506 6,988 7,140 7,122
PERIOD END STATEMENT OF CONDITION
Total ASSetS . . oo $567,188 $535,318 $523,112 $509,165 $476,599
Loans, Net . ..ot 379,736 351,434 332,994 296,941 276,172
DIEPOSIES + v v v et e et 387,680 353,100 354,815 338,156 326,751
Shareholders’ EQUity ... ..ovvvirr i 73,329 67,032 65,206 67,628 61,671
AVERAGE BALANCES
Total ASsets .. oot $549,705 $532,409 $516,305 $491,580 $459,922
Earning ASSers . . ...ttt e 511,220 498,868 486,615 454,055 424,074
Loans, Net ...t e 365,532 345,374 318,453 295,394 256,192
DDEPOSIES « v v ettt e e e 372,142 357,539 345919 331,877 328,263
Shareholders’ Equity ... ... i 69,421 65,309 67,736 63,604 61,140
PERFORMANCE RATIOS
Net Income to:

Average Total ASsets . ...t 2.08% 1.72% 1.28% 1.38% 1.77%

Average Shareholders’ Equity .. ............. . ... . ... 16.44%  14.05% 9.72%  10.66%  13.35%
Average Shareholders’ Equity to:

Average Total ASSets .......cooviiieiieenaan.. 12.63%  12.27%  13.12%  12.94%  13.29%
Dividend Payout Ratio ........... ... .. i 37.15%  4235%  53.98%  4847%  36.67%

* A two-for-one stock split was authorized and implemented in 2003.
been adjusted to reflect the stock split.

Accordingly all shares outstanding in prior years have




MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Introduction

United Security Bancshares, Inc., a Delaware Corporation (herein referred to as “United Security” or the “Company”),
is a bank holding company with its principal offices in Thomasville, Alabama. United Security operates a commercial bank-
ing subsidiary, First United Security Bank (the “Bank”). The Bank has eighteen banking offices located in Thomasville,
Coffeeville, Fulton, Gilbertown, Grove Hill, Butler, Jackson, Brent, Centreville, Woodstock, Harpersville, Calera, Bucks-
ville and Tuscaloosa, Alabama. Its market area includes Clarke, Choctaw, Bibb, Shelby, Tuscaloosa and portions of Mar-
engo, Sumter, Washington, Wilcox, Chilton, Hale, Monroe, Perry and Jefferson Counties in Alabama, as well as Clarke,
Lauderdale, and Wayne Counties in Mississippi. United Security is also the parent company of First Security Courier
Corporation (“FSCC”), an Alabama corporation. FSCC is a courier service organized to transport items for processing to the
Federal Reserve for companies located in Southwest Alabama.

The Bank’s sole business is banking; therefore, loans and investments are its principal sources of income. The Bank
contributed approximately $9.1 million to consolidated net income in 2003, while ALC contributed approximately $2.5
million. A wide range of commercial banking services are provided to small and medium-sized businesses, real estate devel-
opers, property managers, business executives, professionals and other individuals.

The Bank owns all of the stock of Acceptance Loan Company, Inc. (“ALC”), an Alabama corporation. ALC is a
finance company organized for the purpose of making and purchasing consumer loans. ALC has twenty-six offices located in
Central and South Alabama and Southeast Mississippi. The headquarters of ALC is located in Jackson, Alabama. The Bank
represents the funding source for ALC.

FUSB Reinsurance, Inc. (“FUSB Reinsurance”), an Arizona Corporation and wholly-owned subsidiary of the Bank,
reinsures or “underwrites” credit life and credit accident and health insurance policies sold to the Bank’s and ALC'’s
consumer loan customers. FUSB Reinsurance is responsible for the first level of risk on these policies up to a specified
maximum amount, and the primary third-party insurer retains the remaining risk. The third-party insurer is also responsible
for performing most of the administrative functions of FUSB Reinsurance on a contract basis.

At December 31, 2003, United Security had con- ASSETS
solidated assets of $567.2 million, deposits of $387.7 million, (MILLIONS OF DOLLARS)
and shareholders’ equity of $73.3 million. Total assets  $600
increased by $31.9 million, or 6.0%, in 2003. This increase is
primarily attributed to the loan growth realized by the Bank.

550

A two-for-one stock split was implemented in July 500

2003. This stock split increased common stock to an average 450
of 6.4 million shares outstanding; however, total share-
holders’ equity was not affected by the split. All shares out-
standing and dividend per share numbers for prior years have 350
been adjusted as a result of the stock split.

400

300
A high priority continues to be placed on efficiency and
uniformity among the Bank’s eighteen offices and ALC's
twenty-six offices in an effort to improve the delivery of 200
services to our customers. The loan review process continues
to receive strong emphasis in our quality-control program.
Particular emphasis is being directed toward effective loan 100
origination and credirt quality control.

250
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Delivery of the best possible services to customers
remains an overall operational focus of the Bank. We recog- O 1908 1099 2000 2001 2002 2003
nize that attention to details and responsiveness to customers’ desires are critical to customer satisfaction. The Bank con-
tinues to employ the most current technology, both in its financial services and in the training of its 284 full-time equiv-
alent employees, to ensure customer satisfaction and convenience.



The following discussion and financial information are presented to aid in an understanding of the current financial
position and results of operations of United Security, and should be read in conjunction with the Audited Consolidated
Financial Statements and Notes thereto included herein. The emphasis of this discussion will be on the years 2003, 2002,
and 2001. All yields presented and discussed herein are based on the accrual basis and not on the tax-equivalent basis,
unless otherwise indicated.

Forward-Looking Statements

This Annual Report on Form 10-K, other periodic reports filed by the Company under the Securities Exchange Act of
1934, as amended, and any other written or oral statements made by or on behalf of the Company may include “forward-
locking statements,” within the meaning of the Private Securities Litigation Reform Act of 1995, that reflect the
Company’s current views with respect to future events and financial performance. Such forward-looking statements are
based on general assumptions and are subject to various risks, uncertainties and other factors that may cause actual results to
differ materially from the views, beliefs and projections expressed in such statements. These risks, uncertainties and other
factors include, but are not limited to:

1. Possible changes in economic and business conditions that may affect the prevailing interest rates, the prevailing
rates of inflation, or the amount of growth, stagnation, or recession in the global, U.S., and Alabama and
Mississippi economies, the value of investments, the collectibility of loans and the ability to retain and grow
deposits;

2. Possible changes in monetary and fiscal policies, laws and regulations, and other activities of governments,
agencies and similar organizations;

3. The effects of easing of restrictions on participants in the financial services industry, such as banks, securities
brokers and dealers, investment companies and finance companies, and changes evolving from the enactment of
the Gramm-Leach-Bliley Act which became effective in 2000, and attendant changes in patterns and effects of
competition in the financial services industry; and

4. The ability of the Company to achieve its expected operating results including (i) the continued growth of the
markets in which the Company operates consistent with recent historical experience and (ii) the Company’s
ability to expand into new markets and to maintain profit margins.

” o« » K«

The words, “believe,” “expect,” “anticipate,” “project” and similar expressions, signify forward-looking statements.
Readers are cautioned not to place undue reliance on any forward-looking statements made by or on behalf of the Company.
Any such statements speak only as of the date such statements were made, and the Company undertakes no obligation to
update or revise any forward-looking statements.

Critical Accounting Policies

The accounting principles followed by the Company and the methods of applying these principles conform with
accounting principles generally accepted in the United States and with general practices within the banking industry. Crit-
ical accounting policies relate to securities, loans, allowance for loan losses, accounting estimates, derivatives and hedging.
A description of these policies, which significantly affect the determination of financial position, results of operations and
cash flows, are summarized in Note 2, “Summary of Significant Accounting Policies” in the “Notes to Consolidated Finan-
cial Statements.”

Supplemental Compensation Benefits Agreements

The Bank has entered into supplemental compensation benefits agreements with the directors and certain executive
officers. The measurement of the liability under these agreements includes estimates involving life expectancy, length of
time before retirement and the expected returns on the Bank-owned life insurance policies used to fund those agreements.
Should these estimates prove materially wrong, we could incur additional or reduced expense to provide the benefits.




Rescission Offer

During a review of the Company’s compliance with the Securities and Exchange Commission (the “SEC”) rules and
regulations in October 2003, it was discovered that the United Security Bancshares, Inc. Employee Stock Ownership Plan
(With 401(k) Provisions) (the “Plan”), maintained for the benefit of the Company’s employees, had purchased a greater
number of shares of common stock than had been initially registered under the Plan by the Company. Although all of the
purchases under the Plan were made in a manner consistent with the Plan and the investment elections of the Plan partic-
ipants, the Company determined that the purchases of up to 30,790 shares of common stock by participants in the Plan may
not have been properly registered in accordance with the Securities Act of 1933. Since participants who purchased such
securities may have had a right to require the Company to rescind the sale of such common stock, it offered to rescind the
purchase of such stock issued to the Plan participants. The rescission offer expired on March 10, 2004, and no participants
elected to accept the rescission offer by the Company. Accordingly, no contingent liability relating to this rescission offer
was recorded.

Operating Results

Summary of Operating Results

Year Ended December 31,
2003 2002 2001

(In Thousands of Dollars)
Total Interest Income .. ... o $46,722 $45,752 $47,776
Total Interest EXpense .. ... .o 11,135 14,134 18,419
Net Interest Income ... ... 35,587 31,618 29,357
Provision for Loan Losses . ... ... e 3,505 3,859 5,255
Net Interest Income After Provision for Loan Losses . ......... ... ... . ... 32,082 27,759 24,102
Non-Interest InCome . . ..o e 5,662 5,069 4,730
Non-Interest Expense . ... ... 21,306 20,032 19,493
Income Before Income Taxes .. .. vttt e 16,438 12,796 9,339
Applicable INCome Taxes . ... oottt e e 5,023 3,621 2,552
Net Income Before Cumulative Effect of a Change in Accounting Principle . ............. $11,415 $ 9,175 $ 6,787
Cumulative Effect of a Change in Accounting Principle .. ............ ...t 0 0 (200)
Net Income After Cumulative Effect of a Change in Accounting Principle .............. $11,415 $ 9,175 $ 6,587




Net Interest Income

Net interest income (interest income less interest NET INTEREST INCOME
expense) is an effective measurement of how well manage- (MILLIONS OF DOLLARS)
ment has matched interest-rate sensitive assets and interest-  $50 .
bearing liabilities and is the Bank’s principal source of
income. Fluctuations in interest rates materially affect net 45
interest income. The accompanying graph analyzes these
changes. 40
35
RETURN ON AVERAGE ASSETS
2.2% 30
2.0 25
1.8 20
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1.0
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0.6 _ Net interest income increased by $4.0 million, or
0.4 12.6%, in 2003, compared to a 7.7% increase and a 2.2%
’ decrease in 2002 and 2001, respectively. Volume, rate and
0.2 yield changes in interest-earning assets and interest-bearing
liabilities contributed to the increase in net interest income.
0.0

1998 1996 2000 2001 2002 2003 Average interest-earning assets increased by $12.4 million,

or 2.5%, in 2003, while average interest-bearing
liabilities increased $11.1 million. Volume changes of equal amounts in interest-earning assets and interest-bearing
liabilities generally increase net interest income because of the spread between the yield on loans and investments and the
rates paid on interest-bearing liabilities. In 2003, average interest-earning assets outgained average interest-bearing
liabilities by $1.3 million, and while the continued declining interest rates had a relatively neutral effect on interest income,
it had a more positive effect on lowering interest expense.

The Bank’s ability to produce net interest income is measured by a ratio called the interest margin. The interest margin
is net interest income as a percent of average earning assets. The interest margin was 7.0% in 2003 compared to 6.3% in
2002 and 6.0% in 2001.

Interest margins are affected by several factors, one of which is the relationship of rate-sensitive earning assets to rate-
sensitive interest-bearing liabilities. This factor determines the effect that fluctuating interest rates will have on net interest
income. Rate-sensitive earning assets and interest-bearing liabilities are those which can be repriced to current market rates
within a relatively short time. The Bank’s objective in managing interest rate sensitivity is to achieve reasonable stability in
the interest margin throughout interest rate cycles by maintaining the proper balance of rate sensitive assets and liabilities.
For further analysis and discussion of interest rate sensitivity, refer to the subsequent section entitled “Liquidity and Interest
Rate Sensitivity Management.”

Another factor that affects the interest margin is the interest rate spread. The interest rate spread measures the differ-
ence between the average vield on interest-earning assets and the average rate paid on interest-bearing liabilities. This
measurement gives a more accurate representation of the effect market interest rate movements have on interest rate-
sensitive assets and liabilities. The average amount of the interest-bearing liabilities as noted in the table, “Yields Earned on
Average Interest Earning Assets and Rates Paid on Average Interest Bearing Liabilities,” increased 2.6% in 2003, while the
average rate of interest paid decreased from 3.4% in 2002 to 2.6% in 2003. Average interest-earning assets increased 2.5%
in 2003, while the average yield on earning assets decreased from 9.2% in 2002 to 9.1% in 2003.
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The percentage of earning assets funded by interest-bearing liabilities also affects the Bank’s interest margin. The
Bank’s earning assets are funded by interest-bearing liabiliries, non-interest bearing demand deposits, and shareholders’
equity. The net return on earning assets funded by non-interest bearing demand deposits and shareholders’ equity exceeds
the net return on earning assets funded by interest-bearing liabilities. The Bank maintains a relatively consistent percentage
of earning assets funded by interest-bearing liabilities. In 2003, 83.9% of the Bank’s average earning assets was funded by
interest-bearing liabilities as opposed to 83.8% in 2002 and 83.0% in 2001.

Yields Earned on Average Interest Earning Assets and
Rates Paid on Average Interest Bearing Liabilities
December 31,
2003 2002 2001

Average Yield/  Average Yield/  Average Yield/
Balance Interest Rate %  Balance Interest Rate % Balance Interest Rate %

(In Thousands of Dollars, Except Percentages)

ASSETS
Interest Earning Assets:

Loans (Note A) .................. ERT $365,532  $40,577  11.10% $345,374 $37,478 10.85% 3318453 $37,230  11.69%
Taxable Investments (Note B) ................. 129,061 5,246 4.06% 136,149 7,261 533% 143,795 9,164 6.37%
Non-Taxable Investments ..................... 16,627 899 5.41% 17,027 1,007 591% 21,082 1,270 6.02%
Federal Funds Sold ......... ... ... ... ... ... 0 0 0.00% 318 6 1.89% 3,285 112 3.41%

Total Interest-Earning Assets .. ............. 511,220 46,722 9.14% 498,868 45,752 9.17% 486,615 47,776 9.82%
Non-Interest Earning Assets:
Other ASsers ..o 38,485 33,541 29,690
Total .o $549,705 $532,409 $516,305
LIABILITIES AND SHAREHOLDERS’ EQUITY
Interest-Bearing Liabilities:

Demand Deposits . .......oov i $ 73,023 % 579 0.79% $ 66,969 § 700 1.05% $ 60,615 $ 1,002 1.65%

Savings Deposits . ...t 47,709 469 0.98% 43,665 645 1.48% 40,292 899 2.23%

Time Deposits . .« vvvviei e 206,737 6,146 297% 205,039 7,936 3.87% 206,128 11,537 5.60%

Other Liabilities ........ ... 101,571 3,941 3.88% 102,292 4,852 4.74% 96,837 4,982 5.14%

Total Interest-Bearing Liabilities . ........... 429,040 11,135 2.60% 417,965 14,133 3.38% 403,872 18,420 4.56%
Non-Interest Bearing Liabilities:

Demand Deposits . .............cooiiiia.. 44,673 41,866 38,884

Other Liabilities ... 6,571 7,269 5,813

Shareholders’ Equity ... oo 69,421 65,309 ‘ 67,736

Total oo $549,705 $532,409 $516,305
Net-Interest Income (Note C) . ................. $35,587 $31,619 $29,356
Net Yield on Interest-Earning Assets . .. ... .. L 6.96% 6.33% 6.03%

Note A — For the purpose of these computations, non-accruing loans are included in the average loan amounts
outstanding. These loans amounted to $1,897,007, $6,228,740 and $2,594,868 for 2003, 2002, and 2001,
respectively.

Note B — Taxable investments include all held-to-maturity, available-for-sale, and trading account securities.

Note C — Loan fees of $3,015,525, $2,821,752, and $2,932,596 for 2003, 2002, and 2001, respectively, are included in

interest income amounts above.




Changes in Interest Earned and Interest Expense Resulting from
Changes in Volume and Changes in Rates

2003 Compared to 2002 2002 Compared to 2001 2001 Compared to 2000
Increase (Decrease) Increase (Decrease) Increase (Decrease)
Due to Change In: ) Due to Change In: Due to Change In:
Average Average Average
Volume Rate Net Volume Rate Net Volume Rate Net
Interest Earned On:
LOANS oo oot ee e e et $2,187 % 912 $3,099 $3,026  $(2,778) $ 248 $2,788  $(2,627) $ 161
Taxable Investments . ..............cccovn..... (378) (1,637)  (2,015) (468) (1,435)  (1,903) 767 (1,207)  (440)
Non-Taxable Investments . ..................... (24) (84) (108) (240) (23) (263) (104) (71)  (175)
FederalFunds ............. .. ... ... ... ... ... (6) 0 (6) (71) ~(35) (106) 3 (96) (93)
Total Interest- Earnings Assets ................ 1,779 (809) 970 2,247 (4,271)  (2,024) 3,454 (4,001)  (547)
Interest Expense On:
Demand Deposits ... .c..vviviiin 63 (184) (121) 96 (393) (297) 37 (217 (180)
Savings Deposits . ..ot 60 (236) (176) 70 (419) (349) 18 (139)  (121)
Time Deposits - ..vnutet i 66 (1,857)  (1,791) (61) (4,376)  (4,437) 730 (258) 472
Other Liabilities .. ........ .. .. . ... .. (34) (876) (910) 269 (726) (457) 567 (610) (43)
Total Interest- Bearing Liabilities ........... ... 155 (3,153)  (2,998) 374 (5914)  (5,540) 1,352 (1,224) 128
Increase (Decrease) in Net Interest Income . ......... $1,624 $2344 $3968 $1.873 $1,643 $3516 $2,102  $(2,777) 3(675)

For purposes of the table, changes attributable to both rate and volume which cannot be segregated have been allo-
cated to rate.

Provision for Loan Losses

The provision for loan losses is an expense used to establish the allowance for loan losses. Actual loan losses, net of
recoveries, are charged directly to the allowance. The expense recorded each vear is a reflection of actual losses experienced
during the year and management’s judgment as to the adequacy of the allowance to absorb losses inherent to the portfolio.
Charge-offs exceeded recoveries by $3.3 million during the year, a decrease of $0.5 million over the prior year, and accord-
ingly a provision of $3.5 million was expensed for loan losses in 2003, $3.9 million in 2002 and $5.3 million in 2001. The
allowance is at 1.77% of total loans outstanding at December 31, 2003, compared to 1.85% in 2002. The decrease in charge-
offs (net of recoveries) was due to management’s emphasis on collections during the year at both ALC and the Bank. For
additional information and discussion of the allowance for loan losses, refer to the section entitled “Loans and Allowances
for Loan Losses.”

Non-Interest Income

The following table presents the major components of non-interest income for the years indicated.
Year Ended December 31,
2003 2002 2001
(In Thousands of Dollars)

Service Charges and Other Fees on Deposit ACCOUNTS .« v v\ ov oo e e eeeiens $3,316 $2,966 $2,713
Credit Insurance Commissionsand Fees .. ..., . . i i i 977 952 916
Bank-Owned Life Insurance ... ... .. 370 94 0
Investment Security Gains, Net . .. ..o 52 198 179
OtherIncome ........ ... R 947 859 922

$5,662  $5,069 $4,730

Non-interest income consists of revenues generated by a broad range of financial services and activities, including fee-
based services and commissions earned through insurance sales and trading activities. In addition, gains and losses from the
sale of investment portfolio securities are included in non-interest income.

Total non-interest income increased $592,929 or 11.7% in 2003. This compares to an increase of 7.2% in 2002, and a
decrease of 3.1% in 2001. The 2003 increase can be attributed to the 11.8%, or $349,627, increase in service and other
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charges on deposit accounts. This increase in service charge income is due to the overdraft protection products and other
daily fees, the new deposit accounts generated by the new banking offices as well as a renewed emphasis on increasing over-
all demand deposit accounts. Additionally, the increase of $364,533 or 38.3% in other income in 2003 conrtributed to the
increase in total non-interest income. The increase in other income was due to Bank-owned life insurance purchased in

2002. This insurance generated income of $370,318 in 2003 and $94,107 in 2002.

Non-recurring items of non-interest income include securities gains and losses. Investment securities had a net gain of
$51,680 in 2003 compared to a $198,064 gain in 2002 and a $165,984 gain in 2001. Income generated in the area of secu-
rities gains and losses is dependent on many factors including investment portfolio strategies, interest rate changes, and the
short, intermediate, and long-term outlook for the economy.

The Bank organized a wholly-owned subsidiary, FUSB Reinsurance, Inc. (“FUSB Reinsurance”), in 2000. FUSB
Reinsurance reinsures or “underwrites” credit life, credit accident and health insurance policies sold to the Bank’s consumer
loan customers. FUSB Reinsurance is responsible for the first level of risk on the policies up to a specified maximum
amount, and the primary third party insurer retains the remaining risk. As a result, more credit life insurance premiums and

commissions are retained by the Bank. These premiums and commissions were $977,183 in 2003, $952,031 in 2002 and
$916,685 in 2001.

The Bank entered into supplemental compensation benefit agreements with the directors and certain executive officers

in 2002. The Bank purchased Bank-owned life insurance policies used to fund those agreements. The income recognized on
these Bank-owned policies was $370,318 in 2003 and $94,107 in 2002.

The Bank continues to search for new sources of non-interest income. These sources will come from innovative ways of
performing currently provided banking services as well as providing new services in the future. FUSB Reinsurance is an
example of this philosophy.

Non-Interest Expense

The following table presents the major components of non-interest expense for the years indicated.

Year Ended December 31,
2003 2002 2001
(In Thousands of Dollars)
Compensation and Benefits .. ...........uuiiiieit i $12,377 $11,495 §$11,077
OCCUPAIICY .« vttt et e et e e e e e e e 1,408 1,359 1,350
Furniture and Equipment . ..... ... . 1,356 1,390 1,456
Impairment on Limited Partnerships . ..... ... . . i i 562 826 535
Legal, Accounting and Other Professional Fees .. ....... .. ... ... o i 539 405 285
Stationary and Supplies . . .. ..o 526 477 500
Telephone/Communication .. ... ...t e e 429 407 417
Advertising ... ... P 350 215 255
Collection and Recovery . .. ..o 326 357 245
Other .« o 3,433 3,101 3,373
Total Non-Interest EXPEnse .. ... ...ttt e $21,306 $20,032 $19,493
Efficiency Ratio . . ..o 51.7%  54.6%  57.2%
Total Non-Interest Expense to AVerage ASSEIS .. . v vute it 3.9% 3.8% 3.8%




Non-interest expense consists primarily of four major
categories: salaries and employee benefits, occupancy
expense, furniture and equipment expense, and other
expense. These expenses were positively impacted by the
closing of three ALC offices in 2001 and three offices in
2002. Additionally, the Bank opened one new branch office
in each of 2002 and 2003. These events impacted the ratio
of non-interest expense to average assets, and the ratio
remained stable during the period at 3.9%, 3.8% and 3.8%
in 2003, 2002, and 2001, respectively.

The efficiency ratio was computed by dividing total
non-interest expense by net interest income and non-
interest income. An increase in the efficiency ratio indicates
that more resources are being utilized to generate the same
(or greater) volume of income while a decrease would
indicate a more efficient allocation of resources. QOur effi-
ciency ratio for 2003 was 51.7%, compared to 54.6% in 2002
and 57.2% during 2001.

Total compensation and benefits increased approx-
imately $882,000, or 7.7%, in 2003. This increase is
attributable to a combination of normal merit adjustments,

NET INCOME v
(MILLIONS OF DOLLARS)
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the staffing of our new Calera office in 2002 and the opening of our new Tuscaloosa office in 2003. The increase of 3.8% in
2002 was due to the Calera office opening, and the decrease of 1.2% in 2001 was due to the ALC closures. At December 31,
2003, the Bank had 284 full-time equivalent employees compared to 280 in 2002 and 290 in 2001. The reduction in staff
was accomplished by closing six ALC offices during this three-year period and managing attrition.

United Security sponsors an Employee Stock Ownership Plan with 401(k) provisions. The Company made matching
contributions totaling $402,710, $365,173 and $349,533 in 2003, 2002, and 2001, respectively.

TOTAL NON-INTEREST EXPENSE AS A
PERCENT OF AVERAGE ASSETS
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Occupancy expense includes rents, depreciation, util-
ities, maintenance, insurance, taxes, and other expenses
associated with maintaining eighteen banking offices and
twenty-six finance company offices. The Bank owns all
banking offices, and all ALC offices are leased. Net occu-
pancy expense increased 3.6% in 2003, 0.7% in 2002, and
1.8% in 2001. The increase in 2003 is due to the two new
branch offices in Calera and Tuscaloosa.

Furniture and equipment expense decreased 2.5% in
2003, compared to a decrease of 4.5% in 2002 and a decrease
of 11.5% in 2001. The decrease in 2002 and 2001 relates to
the ALC office closures.

The Bank invests in limited partnerships that operate
qualified affordable housing projects to receive tax benefits
in the form of rax deductions from operating losses and tax
credits. The Bank accounts for the investments under the
equity method. The investment balances in these partner-
ships were $2,979,847, $3,873,813 and $4,732,036 at
December 31, 2003, 2002 and 2001, respectively. Losses
amounted to $562,105, $826,364, and $534,638 for 2003,
2002, and 2001, respectively. Management analyzes these
investments annually for potential impairment.

During 2003, legal, accounting and other professional fees increased $134,000, compared to increases of $120,000 for
2002 and $19,000 for 2001. This increase relates to ongoing projects and planning designed to improve efficiency, control
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and the enhancement of our risk management, as well as legal and accounting requirements for the stock split and the
Employee Stock Ownership Plan with 401(k) provisions.

The increases in the stationary and supplies, telephone, and advertising expenses, as well as other expenses, were
related to the new office openings.

" Financial Condition

United Security’s financial condition depends primarily on the quality and nature of the Bank’s assets, liabilities, and
capital structure, the quality of its personnel, and prevailing market and economic conditions.

The majority of the assets and liabilities of a financial institution are monetary and, therefore, differ greatly from most
commercial and industrial companies that have significant investments in fixed assets and inventories. Inflation has an
important impact on the growth of total assets in the banking industry, resulting in the need to increase equity capital at
rates greater than the applicable inflation rate in order to maintain an appropriate equity to asset ratio. Also, the category of
other expenses tends to rise during periods of general inflation.

The Bank owns all of the stock of Acceptance Loan Company, Inc. (“ALC”), an Alabama corporation. ALC is a
finance company with twenty-six offices organized for the purpose of making consumer loans. The Bank is ALC’s only
source of funds, which amounts to approximately $105.8 million. ALC reported net income of $2.5 million for the year

ended December 31, 2003. This is an improvement over the $1.2 million of net income in 2002 and a loss of $1.4 million in
2001.

Management believes the most significant factor in producing quality financial results is the Bank’s ability to react
properly and in a timely manner to changes in interest rates. Management, therefore, continues to maintain a more bal-
anced position between interest-sensitive assets and liabilities in order to protect against wide interest rate fluctuations.

Provision for Income Taxes

United Security’s provision for income taxes increased 38.7% in 2003. This increase was caused, in part, by a 28.5%
increase in income before taxes. The Company’s effective income tax rates for 2003, 2002, and 2001 were 31%, 28%, and
28%, respectively. Note 11 to the “Notes to Consolidated Financial Statements” provides additional information about the
provision for income taxes. '

Management’s determination of the realization of the deferred tax asset is based upon management’s judgment of vari-
ous future events and uncertainties, including the timing and amount of future income earned by subsidiaries and the
implementation of various tax planning strategies to maximize realization of the deferred tax asset. Management believes
that the subsidiaries may be able to generate sufficient operating earnings to realize the deferred tax benefits. However, a
portion of the amount of the deferred tax asset that can be realized in any year is subject to certain statutory federal income
tax limitations. Because of these uncertainties, a valuation allowance has been established. Management periodically eval-
uates the realizability of the deferred tax asset and, if necessary, records a valuation allowance accordingly.
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Loans and Allowance for Loan Loss NET LOANS
(MILLIONS OF DOLLARS)

Total loans outstanding increased by $28.5 million in $400
2003 with $386.6 million outstanding at year-end. Loans
represent 72.7% of the Company’s earning assets and pro-
vide 82.2% of interest income. 350

375

Real estate loans make up 68.7% of total gross loans at 325
vear-end 2003, up from 67.5% last year. These loans consist 300
of construction loans to both businesses and individuals on
residential and commercial development, commercial build-
ings and apartment complexes, with most of this activity 250
being commercial. Real estate loans also consist of other
loans secured by real estate, such as one-to-four family dwell-
ings, including mobile homes, loans on land only, multi- 200
family dwellings, non-farm non-residential real estate and 175
home equity loans.

275

225

150

Commercial loans totaled $34.8 million at year-end 195
2003. These loans decreased $5.3 million or 13.2% from

year-end 2002 to year-end 2003. This decrease over the past 100

year is due to an uncertain economy and several large line 75

payoffs. s

Consumer loans are the second largest group of loans
which represents 24.2% of total loans outstanding. They
amount to $93.6 million at year-end 2003, a 13.3% increase 0
from 2002. These loans include loans to individuals for
household, family and other personal expenditures, including credit cards and other related credit plans. 56.1% of these
loans are originated at ALC. Consumer loans at ALC increased 15.3% from 2002 to 2003, all of which is attributed to
normal growth in existing offices. Consumer loans at the Bank grew $2.7 million, or 8.3%, from year-end 2002 to 2003.

25

1998 1999 2000 2001 2002 2003

The allowance for loan losses is maintained at a level, which, in management’s judgment, is adequate to absorb credit
losses inherent in the loan portfolio. The amount of the allowance is based on management’s evaluation of the collectibility
of the loan portfolio, including the nature of the portfolio and changes in its risk profile, credit concentrations, historical
trends, and economic conditions. This evaluation also considers the balance of impaired loans. Losses on individually
identified impaired loans are measured based on the present value of expected future cash flows discounted at each loan’s
original effective market interest rate. As a practical expedient, impairment may be measured based on the loan's observable
market price or the fair value of the collateral if the loan is collateral dependent. When the measure of the impaired loan is
less than the recorded investment in the loan, the impairment is recorded through the provision added to the allowance for
loan losses. One-to-four family residential mortgages and consumer installment loans are subjected to a collective evaluation
for impairment, considering delinquency and repossession statistics, historical loss experience, and other factors. Though
management believes the allowance for loan losses to be adequate, ultimate losses may vary from their estimates. However,
estimates are reviewed periodically, and as adjustments become necessary they are reported in earnings during periods they
become known.

The Bank’s loan policy requires immediate recognition of a loss if significant doubt exists as to the repayment of the
principal balance of a loan. Consumer installment loans at the Bank and ALC are generally recognized as losses if they
become 90 days and 120 days delinquent, respectively. The only exception to this policy occurs when the underlying value
of the collateral or the customer’s financial position makes a loss unlikely.

A credit review of the Bank’s individual loans is conducted periodically by branch and by loan officer. A risk rating is
assigned to each loan and is reviewed at least annually. In assigning risk, management takes into consideration the capacity
of the borrower to repay, collateral values, current economic conditions and other factors.

Loan officers and other personnel handling loan transactions undergo frequent training dedicated to improving the
credit quality as well as the yield of the loan portfolio. The Bank utilizes a written loan policy, which attempts to guide lend-
ing personnel in maintaining consistent underwriting standards. This policy is intended to aid loan officers and lending
personnel in making sound credit decisions and to assure compliance with state and federal regulations.
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In order to betrer manage credit risk, ALC carefully oversees its portfolio through formal underwriting standards, mon-
itoring of customer payments and active follow-up. ALC assesses the adequacy of the allowance for loan losses on an
aggregate level based upon recent delinquency status and estimates of inherent loss from historical experience within these
portfolics. ALC continues to concentrate more on loans secured by real estate and places less emphasis on automobile loans.

The following table shows the Company’s loan distribution as of December 31, 2003, 2002, 2001, 2000, and 1999.

December 31,

2003 2002 2001 2000 1999
(In Thousands of Dollars)
Commercial, Financial and Agricultural .................... $ 34865 $ 40,145 $ 45345 $ 41,507 $ 39,996
Real Estate ... oo 265,443 241,668 216,979 180,627 156,979
Installment (Consumer) ......... .o 93,560 82,570 83,783 87,713 90,599
Less: Unearned Interest, Commissions & Fees ................ 7,290 6,326 6,523 6,377 5,823
Total .. $386,578 $358,057 $339,584 $303,470 $281,751

The amounts of total loans (excluding installment loans) outstanding at December 31, 2003, which, based on the
remaining scheduled repayments of principal, are due in (1) one year or less, (2) more than one year but within five years,
and (3) more than five years, are shown in the following table.

Maturing
After One
Within But Within After
One Year Five Years  Five Years Total
(In Thousands of Dollars)
Commercial, Financial, and Agricultural .. ....... .. .. ... ... ... . ... $ 24,433 $ 8989 $ 1,443 $ 34,865
Real Estate—Mortgage . ... ..o 106,929 66,926 91,588 265,443
Total ... e $131,362  $75,915  $93,031 $300,308

Variable rate loans totaled approximately $66.2 million and are included in the one-year category.

The Bank and ALC ended the year with an allowance for loan losses of $6.8 million, an increase of $0.2 million from
December 31, 2002. Total loans charged off in 2003 totaled $4.1 million. Recoveries on loans previously charged off totaled
$0.8 million, resulting in net charge-offs of $3.3 million. Net charge-offs for 2002 totaled $3.8 million. Management charged to
operations $3.5 million in 2003 as an addition to the allowance for loan losses. This compares to $3.9 million charged to oper-
ations for 2002 and $5.3 million for 2001. Of the 2003 net charge-offs of $3.3 million, $2.1 million represents charge-offs from
ALC loans and $1.2 million from the Bank. Net loan charge-offs as a percentage of average loans decreased from 1.11% in
2002 t0 0.90% in 2003.

Non-Performing Assets

The following table presents information on non-performing loans and real estate acquired in settlement of loans.

December 31,
2003 2002 2001 2000 1999
(In Thousands of Dollars)

Non-Performing Assets:

Loans Accounted for on a Non-Accrual Basis .. ..., $1,879 $6,228 $2,595 $2,104 $1,725
Accruing Loans Past Due 90 DaysorMore ... ... oot 382 1433 2,346 2,237 1,347
Real Estate Acquired in Settlementof Loans .. ....................... 2,608 1,296 1,342 860 286
Total oo $4,869 $8,957 $6,283 $5,201 $3,358
Non-Performing Assets as a Percent of Net
Loans and Other Real Estate .. .. ... .. .. i 1.26% 2.50% 1.84% 1.75% 1.21%
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Accruing loans past due 90 days or more at December 31, 2003, totaled $382,000. These loans are secured, and, taking
into consideration the collateral value and the financial strength of the borrowers, management believes there will be no
loss in these accounts and allowed the loans to continue accruing.

At December 31, 2003, the recorded investment in loans that were considered impaired was $1,320,822 compared to
$3,815,189 at December 31, 2002. All such loans were on a non-accrual basis at December 31, 2002; however, at December
31, 2003, the one loan considered impaired was restructured and has improved to the point accrual of interest has resumed.
There was approximately $198,123 and $573,161 at December 31, 2003 and 2002, respectively, in the allowance for loan
losses specifically allocated to these loans. The average recorded investment in impaired loans was approximately

$1,740,672 and $2,402,336 at years ended December 31, 2003 and 2002, respectively.

Non-performing assets as a percentage of net loans and other real estate was 1.26% at December 31, 2003. This
decrease from 2.5% at December 31, 2002, represents the emphasis placed on reducing non-performing assets during the
year. Management reviews these loans and reports to the Board of Directors monthly. Management set a goal to maintain
this category at 1.5% or lower during 2003. Loans past due 90 days or more and still accruing are reviewed closely by
management and are allowed to continue accruing only when underlying collateral values and management’s belief that the
financial strength of the borrowers is sufficient to protect the Bank from loss. If at any time management determines there
may be a loss of interest or principal, these loans will be changed to non-accrual and their asset value downgraded.

The Bank discontinues the accrual of interest on a loan when management has reason to believe the financial con-
dition of the borrower has deteriorated so that the collection of interest is in doubt. When a loan is placed on non-accrual
status, all unpaid accrued interest is reversed against current income unless the collateral securing the loan is sufficient to
cover the accrued interest. Interest received on non-accrual loans is generally either applied against the principal or recog-
nized on a cash basis, according to management’s judgment as to whether the borrower can ultimately repay the loan. A
loan may be restored to accrual status if the obligation is brought current, performs in accordance with the contract for a
reasonable period, and if management determines that the repayment of the total debt is no longer in doubt.

Summatized below is information concerning the income on those loans with deferred interest or principal payments
resulting from deterioration in the financial condition of the borrower.

December 31,
2003 2002 2001
(In Thousands of Dollars)

Total Loans Accounted for on a Non-Accrual Basis . ... o .. $1,879 $6,228 $2,595
Interest Income that Would Have Been Recorded Under Original Terms .. ................. $ 359 % 367 % 214
Interest Income Reported and Recorded During the Year .. ........ ... ... ... v oa.. $ 344 $ 98 $ 64

At December 31, 2003 non-accrual loans totaled $1.9 million or 0.5% of loans, compared to $6.2 million or 1.8% of
loans at December 31, 2002. This decrease in non-accrual loans at December 31, 2003, represents management’s emphasis
on loan quality and underwriting at both ALC and the Bank. One large line was charged against the Bank’s loan loss reserve
during the year, and one was moved to other real estate through foreclosure. The majority of the loans remaining in this
category are in the process of liquidation or management has commitments from the principals involved for reduction dur-
ing the year. Underlying collateral values support those loans which are not already in liquidation. Management continues
to emphasize asset quality and believes that at December 31, 2003, it has adequate reserves for losses inherent in this portion
of the portfolio although no assurances can be given to this effect because ultimate losses may vary from management’s
estimates. '

Lending officers and other personnel involved in the lending process receive ongoing training in compliance as well as
asset quality. The Bank has no foreign loans. The Bank does not make loans on commercial property outside its market area
without prior approval of the Board of Directors or the Directors’ Loan Committee.
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Allocation of Allowance for Loan Losses

The following table shows an allocation of the allowance for loan losses for each of the five years indicated.

December 31,
2003 2002 2001 2000 1999
Percent Percent Percent Percent Percent
of Loans of Loans of Loans of Loans of Loans
in Each in Each in Each in Each in Each
Category Category Category Category Category

Allowance to Total Allowance to Total Allowance toTotal Allowance toTotal Allowance to Total
Allocation  Loans  Allocation Loans  Allocation Loans  Allocation Loans  Allocation  Loans

(In Thousands of Dollars)

Commercial, Financial,

and Agricultural ... $ 832 9% $1000  11% $ 587  13% $ 980  14% §$ 837  14%
Real Estate .......... 3083 67% 3,114 66% 973 63% 653 59% 558  55%
Installment ......... 2917 24% 2419 23% 5030  24% 4896  27% 4184  31%

Total .......... 56842 100% $6,623  100% $6,590  100% $6529  100% $5.579  100%

|

The allowance for loan losses is established by risk group as follows:

¢ Large classified loans, non-accrual loans, and impaired loans are evaluated individually with specific reserves
allocated based on management’s review.

¢ Smaller non-accrual and adversely classified loans are assigned a portion of the allowance based on loan grading.
Smaller past due loans are assigned a portion of the allowance using a formula that is based on the severity of the
delinquency.

® The remainder of the portfolio is also allocated a portion of the allowance based on past loss experience and the
economic conditions for the particular loan portfolio. Allocation weights are assigned based on the Bank’s historical
loan loss experience in each category, although a higher allocation weight may be used if current conditions indicate
that the loan losses may exceed historical experience. While the total allowance is described as consisting of the
portions described above, all portions are available to support inherent losses in the loan portfolio.
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Net charge-offs as shown in the “Summary of Loan Loss Experience” table below indicate the trend for the last five
years.

Summary of Loan Loss Experience

This table summarizes the Bank’s loan loss experience for each of the five years indicated.

December 31,
2003 2002 2001 2000 1999
(In Thousands of Dollars)
Balance of Allowance for Loan Loss at Beginning of Period . ............ $6,623 $6,590 $6,529 $5,579 $4,989
Charge-Offs:
Commercial, Financial, and Agriculeural ...... ... ... ... .. ... (959) (826) (413) (89) (94)
Real Estate—Mortgage ..« oo oovit it (198) (501) (303)  (199) (116)
Installment ... ... (2,935) (3,562) (5,307) (6,170) (4,232)
Credit Cards .. ..ot (27) (22) (27) (23) (30)
(4,119) (4,911) (6,050) (6,481) (4,472)
Recoveries:
Commercial, Financial, and Agricultural .................. ... ... 47 111 29 20 66
Real Estate—Mortgage ... ..o 131 35 21 7 21
Installment . ... . e 647 924 798 554 418
Credit Cards .. ..ot 8 15 8 13 9
833 1,085 856 594 514
Net Charge-Offs (Deduction) ..., (3,286) (3,826) (5,194) (5,887) (3,958)
Provision for Loan Losses .. ... oot 3,505 3,859 5,255 6,837 4,305
Allowances Acquired . ... ... ... . . . ... 0 0 0 0 243%*
Balance of Allowance for Loan Loss at End of Period .................. $ 6,842 $6,623 $6,59 $6,529 $5,579
Ratio of Net Charge-Offs During Period to Average Loans Outstanding . . . 090% 1.11% 1.63% 199% 1.54%

* Acquisitions by ALC in 1999.

Industry Concentration Factors

The Bank’s trade area includes Clarke, Choctaw, Bibb, Tuscaloosa, and Shelby Counties in Alabama, and parts of
Chilton, Hale, Jefferson, Marengo, Monroe, Perry, Washington, Sumter and Wilcox Counties in Alabama as well as parts of
Clarke, Lauderdale and Wayne Counties in Mississippi. There are several major paper mills in our trade area including the
Alabama River Companies, Boise Cascade, Georgia Pacific and Weyerhauser. In addition, there are several sawmills, lumber
companies, and pole and piling producers. The table below shows the dollar amount of loans made to timber and rimber-
related companies as of December 31, 2003. The amount of timber-related loans decreased from $26.7 million in 2002 to
$24.4 million in 2003. The percentage of timber-related loans to gross loans decreased from 7.46% in 2002 to 6.31% in
2003.

Timber- Total Percentage of
Related Loans Gross Loans Total Loans

$24.4 million $386.6 million 6.31%

Management realizes that the Bank is reasonably dependent on the economic health of the timber-related industries.
Accordingly, this represents a concentration of loans in timber and timber-related industries. We continue to feel these risks
are reduced by the diversification of product production within these industries. Some of the mills and industries specialize
in paper and pulp, some in lumber and plywood, some in poles and pilings, and others in wood and veneer. We do not
believe that this concentration is excessive or that it represents a trend which might materially impact future earnings, lig-
uidity, or capital resources of the Company. Historically, the Company has benefited from the industries engaged in the
growing, harvesting, processing and marketing of timber and timber-related products.
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Investments in Limited Partnerships

The Bank invests in limited partnerships that operate qualified affordable housing projects to receive tax benefits in the
form of tax deductions from operating losses and tax credits. The Bank accounts for the investments under the equity meth-
od. The Bank’s interest in these partnerships was $3.0 million and $3.9 million for 2003 and 2002, respectively. Decreases to
earnings associated with the partnerships carried under the equity method amounted to approximately $362,000, $826,000,
and $535,000 for 2003, 2002, and 2001, respectively. Management analyzes these investments annually for impairment. The
assets and liabilities of these partnerships consist primarily of apartment complexes and related mortgages. The Bank’s carry-
ing value approximates its underlying equity in the net assets of the partnerships. The Bank had no remaining cash
commitments to these partnerships at December 31, 2003. Although these investments are considered non-earning assets,
they do contribute to the bottom line in the form of Federal income tax credits. These credits amounted to approximately
$700,000 in 2002 and are estimated to be approximately $654,000 for 2003. Also, operating losses related to these partner-
ships are available as deductions for taxes on the Bank’s books.

Investment Securities Available-for-Sale and Derivative Instruments

Investment securities available-for-sale included $1.6 million government and agency securities, mortgage-backed secu-
rities of $112.9 million, state, county and municipal securities of $18.9 million, and other securities of $5.7 million. The
securities portfolio is carried at fair market value, and it increased $4.6 million from December 31, 2002, to December 31,

2003.

At December 31, 2003, approximately $6.9 million in collateral mortgage obligations (“CMO”) held by the Bank had
floating interest rates which reprice monthly, and $45.3 million had fixed interest rates.

Because of their liquidity, credit quality and yield characteristics, the majority of the purchases of taxable securities
have been purchases of agency guaranteed mortgage-backed obligations and collateralized mortgage obligations. The
mortgage-backed obligations in which the Bank invests represent an undivided interest in a pool of residential mortgages or
may be collateralized by a pool of residential mortgages (“mortgage-backed securities”). Mortgage-backed securities have
yield and maturity characteristics corresponding to the underlying mortgages and are subject to principal prepayment,
refinancing, or foreclosure of the underlying mortgages. Although maturities of the underlying mortgage loans may range up
to 30 years, scheduled principal and normal prepayments substantially shorten the effective maturities. As of December 31,
2003, the investment portfolio had an estimated average effective maturity of 4.4 years.

Interest rate risk contained in the overall securities SECURITIES
portfolio is formally monitored on a monthly basis. (MILLIONS OF DOLLARS)
Management assesses each month how risk levels in the ¢200
investment portfolio affect overall company-wide interest
rate risk. Expected changes in forecasted yield, earnings and 180
market value of the bond portfolio are generally attributable
to fluctuations in interest rates, as well as volatility caused by~ 160
general uncertainty over the economy, inflation, and future
interest rate trends. Mortgage-backed securities and CMOs
present some degree of additional risk in that mortgages |5
collateralizing these securities can be refinanced, thereby
affecting the future yield and market value of the portfolio. 100

140

The composition of the Bank’s investment portfolio

reflects the Bank’s investment strategy of maximizing portfo- 80
lio yields commensurate with risk and liquidity consid- 60
erations. The primary objectives of the Bank’s investment
strategy are to maintain an appropriate level of liquidity and 40
provide a tool to assist in controlling the Bank’s interest rate
position while at the same time producing adequate levels of 20

interest income.

. . o 0 1998 1999 2000 2001 2002 2003
Fair market values of securities can vary significantly as

interest rates change. The gross unrealized gains and losses

17




in the securities portfolio are not expected to have a material impact on liquidity or other funding needs. There were net
unrealized gains, net of taxes, of $1.14 million in the securities portfolio on December 31, 2003, versus net unrealized gains,
net of taxes, of $2.2 million one year ago.

The Bank has used certain derivative products for hedging purposes. These include interest rate swaps and caps. The
use and detail regarding these products are fully discussed under “Liquidity and Interest Rate Sensitivity Management” and
in Note 2 in the “Notes to Consolidated Financial Statements.” The Bank adopted the provisions of Statement of Financial
Accounting Standards No. 133, as amended, effective January 1, 2001, as required by the Financial Accounting Standards
Board. On that date, the Bank reassessed and designated derivative instruments used for risk management as fair value
hedges, cash flow hedges and derivatives not qualifying for hedge accounting treatment, as appropriate. On December 31,
2003, the Bank had interest rate derivatives with a notional value of $55 million. In conjunction with FASB 133, the Bank
recorded a negative $159,949, net of taxes, to Other Comprehensive Income to reflect the fair value of such instruments as
of that date.

Investment Securities Available-for-Sale

The following table sets forth the amortized costs of investment securities as well as their fair value and related unreal-
ized gains or losses at the dates indicated.

December 31,
2003 2002 2001
(In Thousands of Dollars)

Investment Securities Available-for-Sale:

U.S. Treasury and Agency Securities .. ... ..ot tr e nes $ 1,641 $ 114 $ 3,027
Obligations of States, Counties, and Political Subdivisions ...................... 18,235 14,113 19,402
Mortgage-Backed Securities ... ... 111,885 110,389 108,693
Other SECUTITIES .+ v vt ottt e e e e 5,523 6,352 5,606

Total Book Value ..o 137,284 130,968 136,728
Net Unrealized Gains/Losses . ... .ot 1,820 3,562 2,114

Total Market Value .. ..o o $139,104 $134,530 $138,842

Investment Securities Available-for-Sale Maturity Schedule

Stated Maturity

After One After Five
But Within But Within After
Within One Year Five Years Ten Years Ten Years

Amount  Yield Amount  Yield Amount  Yield Amount Yield

(In Thousands of Dollars, Except Yields)

Investment Securities Available-for-Sale:

U.S. Treasury and Agency Securities ........ $ 112 588% $ O 0.00% $ 0 0.00% $ 1,507 2.00%
State, County and Municipal Obligations . ... 829 10.57% 1,818 15.38% 7,779 6.29% 8,515 7.66%
Mortgage-Backed Securities ............... 61 7.47% 2,923 416% 22,005 4.52% 87,878 4.64%
Preferred Stock . ........................ 0 000% 0 0.00% 0 000% 633 5.70%
Total oo SL002  9.86% $4,741 8.46% $29,15¢ 498% § 98,533 4.87%
Total Securities With Stated Maturity ......... $134,060 5.06%
Equity Securities . ......... ... : 5,044 QS_%
TOTAL $139,104 4.97%

Auvailable-for-Sale Securities are stated at Market Value and Tax Equivalent Market Yields.

The maturities and weighted average yields of the investment securities available-for-sale at the end of 2003 are pre-
sented in the preceding table based on stated maturity. While the average stated maturity of the mortgage-backed securities
{excluding CMOs) was 20.1 years, the average life expected was 4.0 years. The average stated maturity of the CMO portion
of the portfolio was 20.1 years, and the average expected life was 2.9 years. The average expected life of investment secu-
rities available-for-sale was 4.4 years with an average tax equivalent yield of 4.97%.
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Condensed Portfolio Maturity Schedule

Dollar Portfolio

Maturity Summary : Amount Percentage

(In Thousands of Dollars)

Maturing in 3 monthsorless ............ .. ... ... ... .. ... $ 295 0.22%
Maturingin3monthsto lyear ........ ... .. . . i i 706 0.53
Maturing in T t03 years .. ..ottt 1,384 1.03
Maturing in 310 5 ¥ears . ..ot 3,357 2.50
Maturing in 5 to 15 years .. ..ot 46,969 35.04
Maturing inover 15 years .. ... .ot 81,349 60.68

Total .o $134,060 100.00%

The following marketable equity securities have been excluded from the above Maturity Summary due to no stated
maturity date.

Federal Home Loan Bank Stock . ..ot $4,790,800
Mutual Funds . ..o $ 10,130

Other Marketable Equity Securities . ... ..o e $ 242,800
Condensed Portfolio Repricing Schedule
Portfolio
Repricing Summary Dollar Amount Percentage
(In Thousands of Dollars)
Repricing in 30 days orless ...t $ 5153 3.85%
Repricing in 31 daysto Iyear ...t 766 0.58
Repricingin 1 to3years ... ..ot 1,384 1.03
Repricing in 3 t0 5 years . ..ot 1,036 0.77
RepricinginSto 15 years .. ... o 46,941 35.01
Repricing inover 15 years . ... .ot 78,780 58.76
Total oo $134,060 100.00%
Repricing in 30 days or less does not include:
Mutual Funds ... .o $10,130
Repricing in 31 days to 1 year does not include:
Federal Home Loan Bank Stock ... ..o oo i $ 4,791
Other Marketable Equity Securities . .. ... ..ot $ 243

The tables above reflect all securities at market value on December 31, 2003.

Security Gains and Losses

Non-interest income from securities transactions and trading account transactions decreased in 2003 compared to
2002, as can be seen in the table below. The profits realized in 2003 were generated through the sale of investment secu-
rities. Gains in this area occurred in connection with the Bank’s asset and liability management activities and strategies.

The table below shows the associated net gains or (losses) for the periods 2003, 2002, and 2001.

2003 2002 2001
INVESTMENT SECUTILIES - « v v v e et e et e e e e e e e e e $51,680 $198,064 $178,634
Trading ACCOUNT .« ..ottt ettt et e et e e e e e e e e e 0 0 (12,650)

Total oo $51,680 $198,064 $165,984

Volume of sales as well as other information on securities is further discussed in Note 3 in the “Notes to Consolidated
Financial Statements.”
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Deposits

Average total deposits increased 4.1% in 2003 compared to increases of 3.4% and 4.2% in 2002 and 2001, respectively.
Management believes this deposit level continues to be affected by the competitive interest rate environment, and the
availability of other low cost funding sources for the Bank.

Average non-interest bearing demand deposits have increased 14.9% over the last three years and increased 6.7% in
2003. The ratio of average non-interest bearing deposits to average total deposits remained stable in 2003 at 12.0% from
11.7% in 2002 and 11.2% in 2001.

Average interest-bearing transaction accounts have increased 20.5% during the last three years. Interest-bearing trans-
action accounts continue to be an important source of funds for the Bank, accounting for 19.6% of average total deposits in

2003.

Average time deposits increased by 0.8% in 2003, compared to a decrease of 0.5% in 2002. Average time deposits repre-
sented 55.6% of the total average deposits in 2003, compared to 57.3% in 2002 and 59.6% in 2001.

Average savings deposits have increased 18.4% since 2001. Average savings increased 9.3% in 2003 compared to 8.4%
in 2002 and 1.8% in 2001. The ratio of average savings to average total deposits increased to 12.8% in 2003, compared to
12.2% in 2002 and 11.6% in 2001.

The Bank’s deposit base remains the primary source of funding for the Bank. On average, these deposits represented
72.8% of the average earning assets in 2003 and 71.7% of the average earning assets in 2002. As seen in the table below,
overall rates on the deposits decreased to 1.9% in 2003, compared to 2.6% in 2002 and 3.9% in 2001. Emphasis continues to
be placed on attracting consumer deposits.

The sensitivity of the Bank’s deposit rates to changes DEPOSITS
in market interest rates is reflected in its average interest (MILLIONS OF DOLLARS)
rate paid on interest-bearing deposits. During 2003, market $390

interest rates continued to decline, attributable to the

recent lowering of interest rates by the Federal Reserve. 360
The Bank’s average interest rate paid on interest-bearing 330
deposits followed this trend. 300
Management, as part of an overall program to empha- 270
size the growth of transaction accounts, continues to
“on-line” . . , 240
promote “on-line” banking and a bill paying program as
well as enhancing the telephone banking product and the 210
employee incentive plan. In addition, continued effort is 180
being placed on deposit promotions, direct-mail campaigns
and cross-selling efforts. 150
Other Interest-Bearing Liabilities: Other interest- 120
bearing liabilities include all interest-bearing liabilities 90
except deposits, such as federal funds purchased and Federal 60
Home Loan Bank (“FHLB”) advances. This category con-
tinues to be utilized as an alternative source of funds. The 30
average other interest bearing liabilities represent 23.7% of 0

. . s 1998 1999 2000 2001 2002 2003
the average total interest bearing liabilities compared to

24.5% in 2002 and 24.0% in 2001. The advances from the FHLB are an alternative to funding sources with similar matur-
ities such as certificates of deposit. These advances generally offer more attractive rates when compared to other mid-term
financing options. Average federal funds purchased and securities sold under agreements to repurchase decreased from $1.8
million in 2002 to $348,000 in 2003. For additional information and discussion of these borrowings, refer to Note 9 and 10
of the “Notes to Consolidated Financial Statements.”
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Average Daily Amount of Deposits and Rates

The average daily amount of deposits and rates paid on such deposits is summarized for the periods in the following
table.

December 31,
2003 2002 2001
Amount Rate Amount Rate Amount Rate
(Imusands of Dollars, E;ep:t Percentages)

Non-Interest Bearing DDA . ........ ... ..o .t $ 44,673 $ 41,866 $ 38,884
Interest-Bearing DDA .. ... ... 73,023 0.79% 66,969 1.05% 60,615 1.65%
Savings Deposits ... ... i 47,708  0.98% 43,665 1.48% 40,292 2.23%
Time Deposits . ..o vttt 206,737 2.97% 205,039 3.87% 206,128 5.60%

Total ..o $372,142 1.93% $357,539 2.60% $345,919 3.88%

Maturities of time certificates of deposit and other time deposits of $100,000 or more outstanding at December 31,
2003, are summarized as follows:

Time Other
Certificates of Time
Maturities Deposit Deposits Total

3Months Or Less . oot e e $ 8,990,640 $6,817,000 $15,807,640
Over3Through6Months ... ... o 6,091,031 0 6,091,031
Over6 Through 12 Months . ... . 12,614,781 0 12,614,781
Over 12 Months ... o 37,379,276 0 37,379,276
Total o $65,075,728 $6,817,000 $71,892,728

Short-Term Borrowings

Purchased funds can be used to satisfy daily funding needs, and when advantageous, for arbitrage. The following table
shows information for the last three years regarding the Bank’s short- and long-term borrowings consisting of U. S. Treasury
demand notes included in its Treasury, Tax, and Loan Account, securities sold under repurchase agreements, Federal Fund
purchases (one-day purchases), and other borrowings from the Federal Home Loan Bank.

Short-Term Borrowings Long-Term Borrowings
Maturity Less Than One Year Maturity One Year or Greater

{In Thousands of Dollars)

Year Ended December 31,:
2003 $ 2,587 $ 95,755
2002 2,391 105,874
2000 L 355 95,992
Weighted Average Interest Rate at Year-End:
2003 1.18% 3.74%
2002 0.98% 4.45%
200 o 1.39% 4.35%
Maximum Amount Qutstanding at Any Month’s End:
2003 L e $ 8,251 $105,858
2002 11,587 105,910
2000 . 2,052 96,095
Average Amount Outstanding During the Year:
2003 $ 1,024 $100,547
200 2,695 99,598
2000 . 792 96,045
Weighted Average Interest Rate During the Year:
2003 1.08% 391%
200 1.90% 4.82%
2000 3.63% 5.16%

Balances in the short-term borrowings fluctuate on a day-to-day basis. Rates on these balances also fluctuate daily, but
as reflected in the chart above, they generally depict the current interest rate environment.
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Shareholders’ Equity

United Security has always placed great emphasis on maintaining its strong capital base. At December 31, 2003, share-
holders’ equity totaled $73.3 million, or 12.9% of total assets compared to 12.5% and 12.5% for year-end 2002 and 2001,
respectively. This level of equity indicates to United Security’s shareholders, customers and regulators that United Security
is financially sound and offers the ability to sustain an appropriate degree of leverage to provide a desirable level of profit-
ability and growth.

Over the last three years shareholders’ equity grew from $67.6 million at the beginning of 2001 to $73.3 million at the
end of 2003. This growth was the result of internally-generated retained earnings, with the exception of approximately
$464,300 from stock options being exercised over the last three years. Shareholders’ equity was also impacted by the net
change in unrealized gain (loss) on securities available-for-sale and derivatives, net of tax. This adjustment increased share-
holders’ equity by $292,602 in 2001 and $921,539 in 2002, and decreased shareholders’ equity by $882,785 in 2003. A sig-
nificant impact on shareholders’ equity over the last three years was the stock repurchase plan United Security initiated in
May of 2001. At year-end 2001 a total of 216,924 shares were repurchased as treasury stock reducing shareholders’ equity by
$5.9 million. During 2002, an additional 161,719 shares were repurchased to reduce equity by an additional $4.5 million.
There were no shares repurchased in 2003.

SHAREHOLDERS' EQUITY While the stock repurchase plan reduced total share-
(MILLIONS OF DOLLARS) holders’ equity in 2001 and 2002, United Security’s capital
$75 base remains a source of strength as noted above, and the

internal capital generation rate (net income less cash divi-
dends as a percentage of average shareholders’ equity)
remains favorable at 10.2% in 2003, 8.1% in 2002 and 4.5%
in 2001.
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The two-for-one stock split authorized and
implemented in 2003 increased common stock to an average
of 6.4 million shares outstanding; however, total share-
holders’ equity was not affected by the split. All shares out-
standing and dividend per share numbers recorded in prior
years have been adjusted as a result of the stock split.

United Security is required to comply with capital
adequacy standards established by the Federal Reserve and
the FDIC. Currently, there are two basic measures of capital
adequacy: a risk-based measure and a leverage measure. The
risk-based capital standards are designed to make regulatory
capital requirements more sensitive to differences in risk
profile among banks and bank holding companies, to
account for off-balance sheet exposure, and to minimize
disincentives for holding liquid assets. Assets and off-balance sheet items are assigned to risk categories, each with a speci-
fied risk weighting factor. The resulting capital ratios represent capital as a percentage of total risk-weighted assets and off-
balance sheet items. The banking regulatory agencies have also adopted regulations which supplement the risk-based
guidelines to include a minimum leverage ratio of 3% of Tier 1 Capital (as defined below) to total assets less goodwill (the
“leverage ratio”). Depending upon the risk profile of the institution and other factors, the regulatory agencies may require a
leverage ratio of 1% or 2% higher than the minimum 3% level.

0

1998 1999 2000 2001 2002 2003

The minimum standard for the ratio of total capital to risk-weighted assets is 8%. At least 50% of that capirtal level
must consist of common equity, undivided profits, and non-cumulative perpetual preferred stock, less goodwill and certain
other intangibles (“Tier 1 Capital”). The remainder (“Tier Il Capital”) may consist of a limited amount of other preferred
stock, mandatory convertible securities, subordinated debt, and a limited amount of the allowance for loan losses. The sum
of Tier 1 Capital and Tier 1l Capital is “total risk-based capital.”
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The following chart summarizes the applicable regulatory capital requirements. United Security’s capital ratios at
December 31, 2003, substantially exceeded all regulatory requirements.

Risk-Based Capital Requirements

Minimum United Security’s
Regulatory Ratio at
Requirements December 31, 2003
Total Capital to Risk-Adjusted Assets . ... ..o e 8.00% 18.44%
Tier | Capital to Risk-Adjusted Assers . . ... e 4.00% 17.18%
Tier [ Leverage Ratio . ... . i 3.00% 12.27%

Total capital also has an important effect on the amount of FDIC insurance premiums paid. Lower capital ratios can
cause the rates paid for FDIC insurance to increase. United Security plans to maintain the capital necessary to keep FDIC
insurance rates at a minimum.

EARNINGS PER SHARE CASH DIVIDENDS
$1.80 $.70
1.70 .65
1.60
1.50 .60
1.40
130 33
1.20 50
1.10
1.00 45
90 40
.80
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.60 30
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40 25
30
20 20
.10 15
O 19e8 1995 2000 2001 2002 2003 10
RETURN ON AVERAGE EQUITY
18% 05
.0
16 1998 1999 2000 2001 2002 2003
14 United Security attempts to balance the return to share-
holders through the payment of dividends with the need to
b maintain strong capital levels for future growth oppor-
tunities. Total cash dividends declared were $4.3 million or
o $0.67 per share in 2003, compared to $0.60 per share in
2002 and $0.51 per share in 2001. The total cash dividends
8 represented a payout ratio of 37.8% in 2003, with a payout
ratio of 42.4% and 54.0% in 2002 and 2001, respectively.
‘ Calendar year 2003 is the fifreenth consecutive year that
United Security has increased cash dividends.
4
2

1698 1999 2000 2001 2002 2003
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Ratio Analysis

The following table presents operating and equity performance ratios for each of the last three years.

Year Ended December 31,

2003 2002 2001
RetUrn 07l AVETAZE ASSEIS « « - vttt ettt e et e e e e e e e e 2.08%  1.72%  1.28%
Return on Average EQUIEY . . .. oottt e 16.44% 14.05%  9.72%
Cash Dividend Payout Ratio . ... ..o 37.75% 42.35% 53.98%
Average Equity to Average Assets Ratio . ... 12.63% 12.27% 13.12%

Liquidity and Interest Rate Sensitivity Management

The primary function of asset and liability management is to assure adequate liquidity and to maintain an appropriate
balance between interest-sensitive assets and interest-sensitive liabilities. Liquidity management involves the ability to meet
day-to-day cash flow requirements of the Bank’s customers, whether they are depositors wishing to withdraw funds or bor-
rowers requiring funds to meet their credit needs. Without proper liquidity management, the Bank would not be able to
perform the primary function of a financial intermediary and would, therefore, not be able to meet the needs of the
communities it serves. Interest rate risk management focuses on the maturity structure of assets and liabilities and their
repricing characteristics during changes in market interest rates. Effective interest rate sensitivity management ensures that
both assets and liabilities respond to changes in interest rates within an acceptable time frame, thereby minimizing the
effect of such interest rate movements on the net interest margin.

The asset portion of the balance sheet provides liquidity primarily from loan principal payments and maturities and
through sales, maturities, and principal payments from the investment portfolio. Other short-term investments such as
Federal funds sold ate additional sources of liquidity. Loans maturing or repricing in one year or less amounted to $145.7

million at December 31, 2003.

Investment securities maturing or repricing in the same time frame totaled $5.9 million or 4.4% of the investment port-
folio at year-end 20C3. In addition, principal payments on mortgage-backed securities and CMOs totaled $67.8 million in
2003.

The liability portion of the balance sheet provides liquidity through interest bearing and non-interest bearing deposit
accounts. Federal funds purchased, Federal Home Loan Bank advances, securities sold under agreements to repurchase,
short-term and long-term borrowings are additional sources of liquidity. Liquidity management involves the continual mon-
itoring of the sources and uses of funds to maintain an acceptable cash position. Long-term liquidity management focuses on
considerations related to the total balance sheet structure.

Although the majority of the securities portfolio has stated maturities longer than 10 years, the entire portfolio consists
of securities that are readily marketable and easily convertible into cash. As of December 31, 2003, the bond portfolic had
an expected average maturity of 4.4 years, and approximately 61% of the $139 million in bonds were expected to be repaid
within 5 years. However, management does not rely solely upon the investment portfolio to generate cash flows to fund
loans, capital expenditures, dividends, debt repayment, and other cash requirements. Instead, these activities are funded by
cash flows from operating activities and increases in deposits and short-term borrowings.

The Bank, at December 31, 2003, had long-term debt and short-term borrowings that, on average, represent 18.5% of
total liabilities and equity.

The Bank currently has up to $130.6 million in additional borrowing capacity from the Federal Home Loan Bank and
$40 million in established Federal funds lines.

Interest rate sensitivity is a function of the repricing characteristics of the portfolio of assets and liabilities. These repric-
ing characteristics are the time frames during which the interest-bearing assets and liabilities are subject to changes in inter-
est rates, either at replacement or maturity, during the life of the instruments. Sensitivity is measured as the difference
between the volume of assets and the volume of liabilities in the current portfolio that are subject to repricing in future time
periods. These differences are known as interest sensitivity gaps and are usually calculated for segments of time and on a
cumulative basis.
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Changes in the mix of earning assets or supporting liabilities can either increase or decrease the net interest margin
without affecting interest rate sensitivity. In addition, the interest rate spread between an asset and its supporting liability
can vary significantly, while the timing of repricing for both the asset and the liability remains the same, thus affecting net
interest income. It should be noted, therefore, that a matched interest-sensitive position by itself will not ensure maximum
net interest income. Management continually evaluates the condition of the economy, the pattern of market interest rates,
and other economic data to determine the types of investments that should be made and at what maturities. Using this
analysis, management from time to time assumes calculated interest sensitivity gap positions to maximize net interest
income based upon anticipated movements in general levels of interest rates.

Measuring Interest Rate Sensitivity:  Gap analysis is a technique used to measure interest rate sensitivity at a particular
point in time, an example of which is presented below. Assets and liabilities are placed in gap intervals based on their
repricing dates. Assets and liabilities for which no specific repricing dates exist are placed in gap intervals based on
management’s judgment concerning their most likely repricing behaviors. Derivatives used in interest rate sensitivity man-
agement are also included in the applicable gap intervals.

A net gap for each time period is calculated by subtracting the liabilities repricing in that interval from the assets repric-
ing. A positive gap — more assets repricing than liabilities — will benefit net interest income if rates are rising and will
detract from net interest income in a falling rate environment. Conversely, a negative gap — more liabilities repricing than
assets — will benefit net interest income in a declining interest rate environment and will detract from net interest income
in a rising interest rate environment.

Gap analysis is the simplest representation of the Bank’s interest rate sensitivity. However, it cannot reveal the impact
of factors such as administered rates, pricing strategies on consumer and business deposits, changes in balance sheet mix, or
the effect of various options embedded in balance sheet instruments.

The accompanying table shows the Bank’s rate sensitive position at December 31, 2003, as measured by gap analysis.
Over the next 12 months approximately $80 million more interest-bearing liabilities than interest-earning assets can be
repriced to current market rates at least once. This analysis indicated that the Bank has a negative gap within the next 12-
month range.

Interest Rate Sensitivity Analysis—Income Simulation

December 31, 2003
(In Thousands of Dollars)

Total
0-3 4-12 1 Year 1-5 Over 5 Non-Rate
Months  Months or Less Years Years Sensitive Total
Earning Assets:
Loans (Net of Unearned Income)} . ..................... $ 96,975 $ 53,885 $150,860 $121,423 $114,295 % 0 $386,578
Investment Securities . .. ... ... 7,318 12,263 19,581 36,892 82,631 0 139,104
Interest-Bearing Deposits in Other Banks ................ 48 0 48 0 0 0 48
Total Earning Assets . ...t $104,341 $ 66,148 $170,489 $158,315 $196,926 $ 0 $525,730
Percent of Total Earning Assets . ... ...ooovvunnnn. 19.8% 12.6% 32.4% 30.1% 37.5% 0% 100.0%
Interest-Bearing Liabilities:
Interest-Bearing Deposits and Liabilities
Demand Deposits (1) .. ..o oot it ans $ 15503 $ 0 $ 15,503 $ 62,010 % 0 $ 0 §$ 77513
Savings Deposits {1) .. ... i 9,877 0 9,877 39,510 0 0 49,387
Time Deposits « .. vvvvei i 47371 79,095 126,466 87,301 0 0 213,767
Oxher Liabilities .. ... 98,116 87 98,203 130 9 0 98,342
Norn-Interest-Bearing Liabilities
Demand Deposits . ... ..ooviiiiii i 1,175 0 1,175 0 0 45,838 47,013
Equity . o 0 0 0 0 0 39,708 39,708
Total Funding Sources ... ...... ... i $172,042 % 79,182 $251,224 $188,951 % 9 $ 85546 $525,730
Percent of Total Funding Sources .............. .. .. 32.7% 15.1% 47.8% 35.9% 0% 16.3% 100.0%
Interest Sensitivity Gap (Balance Sheet) .................. .. $(67,701) $(13,034) $(80,735) | $(30,636) $196917 $ (85,546) $ 0
Derivative INStrUmMents ... ..o oot $ 35000 % 0 $ 35,000 $ 0 $ 0 % (35000) $ 0
Interest Sensitive GaAP .. ..ottt $(32,701) $(13,034) $(45,735) | $(30,636) $196,917 $(120,546) $ 0
Cumulative Interest-Sensitive Gap .. .. ..................... $(32,701) $(45,735) $ N/A $(76,371) $120,546 % 03 0
Over 5
Total Years
0-3 4-12 1 Year 1-5 Non-Rate
Months  Months or Less Years Sensitive Total
Ratio of Earning Assets to Funding
Sources and Derivative Instruments . ....................... 0.76% 0.84% 0.79% 0.84% 1.63% 1.00%
Cumulative Ratio . ...... ... .. 0.76% 0.79% N/A 0.81% 0.00% 1.00%
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(1) Management’s adjustments reflect the Bank’s anticipated repricing sensitivity of non-maturity deposit products.
Historically, balances on non-maturity deposit accounts have remained relatively stable despite changes in market
interest rates. Management has classified certain of these accounts as non-rate sensitive based on management’s
historical pricing practices and runoff experience.

Certain interest-sensitive assets and liabilities are included in the table based on historical repricing experience and
expected prepayments in the case of mortgage-backed securities rather than contractual maturities. Non-accruing loans
are included in loans at the contractual maturity.

The Bank uses additional tools to monitor and manage interest rate risk. These include net interest income and margin
simulation analysis as well as forecasting changes in the market value of equity. Both analyses are methods of estimating
earnings and capital at risk under varying interest rate conditions. These measures incorporate adjustments for changes in
the timing of asset liability and cash flows and capture adjustments for the lag between movements in market interest rates
and the movements of administered rates on prime rate loans, interest-bearing transaction accounts, regular savings, and
money market savings accounts. Income simulation analysis indicates that the Bank is slightly exposed to both increases and
decreases in interest rates.

The following table demonstrates the expected effect a given parallel interest rate shift would have on net interest
income over a two-year period.

Change in Interest Rates $ Change in Net % Change in Net
(in basis points) Interest Income  Interest Income
(in thousands)
+200 $ (780) (1.74)%
+100 (399) (0.89)%
-100 (215) (0.48)%
-200 (1,161) (2.59)%
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Condensed Balance Sheet Duration Analysis — Market Value of Equity

Estimated
Modified Duration

Book Value Down 1% Up 1%
(in thousands)

ASSETS
Cash and Due From Banks . .. ..o oo $ 12,596 4.51% 4.51%
Interest Bearing Balances in Other Banks .. ....... . ... . .. . o .., 48 0.36 0.01
Fed Funds Sold ... ... 0 0.45 0.01
Investment Securities Available-for-Sale .. ... ... ... .. . .. 139,104 1.83 2.77
Loans, Net . ..o e 379,736 2.95 2.78
Premises and Equipment . . . ... e 11,363 4.51 4.51
Accrued Interest Receivable . ... ... 4,972 451 451
Investment in Limited Partnerships .. .. ... ... 2,980 451 4.51
Oher ASSELS - v v e ettt e e e 16,389 451 451
Total ASSErs .. oo $567,188 2.81% 2.93%
LIABILITIES AND SHAREHOLDERS’ EQUITY
Demand, Non-Interest Bearing ... .....ovoittit e, $ 47,013 4.51% 4.51%
Demand, Interest Bearing . . ... ... 77,513 2.39 2.71
VIS Lot 120,880 2.39 2.70
TIme DEPOSIES « .« ¢« vt ettt e e e 142,274 1.32 1.32
Total Deposits . .. oot e $387,680
Other Liabilities ... ... $ 7837 451%  451%
Short-Term Borrowing ... ...t 2,587 0.99 0.01
Long-Term Borrowing ... ... oottt 95,755 2.56 2.25
Shareholders’ Equity ... ... i 73,329 4.51 4.51
Total Liabilities and Shareholders’ Equity ................. R $567,188 2.62% 2.68%
Modified Duration Differential ........ .. .. .. . . . . 0.18 0.25
*Projected Change in Market Value of Equity (Pre-tax) ($000) .................. .. $1,045 ($1,410)

* The change in the market value of equity approximates the present value of the Bank's future pre-tax earnings exposure
to a 1% rise or fall in the interest rates measured over a 5 year time horizon given a 1% increase or decrease in market
interest rates.

The Bank follows a uniform process to calculate the duration of each asset and liability category. The first step is to
assemble maturity and repricing data for categories of loans, investments, CDs and other financial instruments with con-
tractual maturities. The second step is to determine how bank management, where appropriate, would alter the interest rate
for each category of assets and liabilities assuming market interest rates rose or fell 1% or 2%. The third step is to combine
the maturity analysis and repricing assumptions in order to estimate modified duration for each category. The fourth step is
to calculate a weighted average for total assets and liabilities, and the fifth step is to multiply the calculated modified dura-
tion difference (for both up 1% and down 1% interest rate scenarios) in step four by total assets. Based on the current posi-
tion of the balance sheet, management believes these estimates reflect how the market value of each asset and liability
would change as interest rates change, and in total, reflect the changes in market values of equity.

In this methodology, all non-rate sensitive assets and liabilities are assigned a modified duration equal to 4.5 vears.
Additionally, estimates of modified duration incorporate the likelihood that some assets and liabilities would change matur-
ities as interest rates change. This method also incorporates management’s belief that deposit and loan rates would not rise
or fall equally either by category or by interest rate scenario. There is no allowance for growth or runoff in deposit or loan
balances.

The analysis of market value of equity presented above suggests that the Bank’s earnings should decrease slightly if
interest rates rise and should increase slightly if interest rates fall over the five-year time horizon.
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As part of the ongoing monitoring of interest-sensitive assets and liabilities, the Bank enters into various interest rate
contracts (“interest rate protection contracts”) to help manage the Bank’s interest sensitivity. These contracts generally
have a fixed notional principal amount and include (i) interest rate swaps where the Bank typically receives or pays a fixed
rate and a counterparty pays or receives a floating rate based on a specified index and (ii) interest rate caps and floors pur-
chased where the Bank receives interest if the specified index falls below the floor rate or rises above the cap rate. All inter-
est rate swaps represent end-user activities and are designed as hedges. The interest rate risk factor in these contracts is
considered in the overall interest management strategy and the Company’s interest risk management program. The income
or expense associated with interest rate swaps, caps, and floors classified as hedges are ultimately reflected as adjustments to
interest income or expense. Changes in the estimated market value of interest rate protection contracts are reflected in
either the Bank’s income statement or balance sheet. A discussion of interest rate risks, credit risks and concentrations in
derivative instruments is included in Note 19 of the “Notes to Consolidared Financial Statements.”

Commitments

The Bank maintains financial instruments with risk exposure not reflected in the Consolidated Financial Statements.
These financial instruments are executed in the normal course of business to meet the financing needs of its customers and
in connection with its investing and trading activities. These financial instruments include commitments to make loans,
standby letters of credit, and commitments to purchase securities for forward delivery.

The Bank’s exposure to credit loss in the event of nonperformance by the other party to the financial instrument for
commitments to make loans and standby letters of credit is represented by the contractual amount of those instruments. The
Bank applies the same credit policy in making these commitments that it uses for on-balance sheet items.

Collateral obtained upon exercise of the commitment is determined based on management’s credit evaluation of the
borrower and may include accounts receivable, inventory, property, land, and other items. The Bank normally does not
require collateral for standby letters of credit. As of December 31, 2003, the Bank had outstanding standby letters of credit
and commitments to make loans of $523,000 and $25.8 million, respectively.

The Bank is prepared to fulfill the above commirments through scheduled maturities of loans and securities along with
cash flows from operations, anticipated growth in deposits, and short-term borrowings.

Off-Balance Sheet Arrangements

The Company does not have any off-balance sheet arrangements that have or are reasonable likely to have a current or
future effect on its financial condition, changes in financial condition, revenues or expenses, results of operations, liquidity,
capital expenditures or capital resources that is considered material, other than operating leases, included in Note 17, guar-
antees, commitments and contingencies, included in Note 18, and derivative financial instruments included in Note 19, of
the “Notes to Consolidated Financial Statements.”

Contractual Obligations

The following summarizes the Company’s contractual obligations as of December 31, 2003.
Payment Due By Period

Less Than One to Three to  More than

Total One Year  Three Years Five Years Five Years

Time Deposits ... oo $213,767 $127432 $41,277  $44,208 $ 850
Long-Term Debt* ... ... . . . . 109,157 33,941 12,336 48,551 14,329
Commitments to Extend Credit ........... .. ... ... .. ..... 25,792 22,381 0 0 3,411
Operating Leases . ...ttt 473 255 210 8 0
Standby Letters of Credit .......... ... ... .. ... .. 523 459 64 0 0
Total .o $349,712 $184,468 $53,887  $92,767 $18,590

* Long-Term Debt consists of FHLB advances totaling $95,755,000. $255,000 are fixed rate advances, $45,000,000 are float-
ing rate, and $50,500,000 are convertible. Interest is included and calculated at the current rate for the entire period.
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REPORT OF INDEPENDENT AUDITORS

Board of Directors and Shareholders
United Security Bancshares, Inc.

We have audited the accompanying consolidated statements of condition of United Security Bancshares, Inc. and
Subsidiaries as of December 31, 2003 and 2002, and the related consolidated statements of income, shareholders’ equity, and
cash flows for each of the two years in the period ended December 31, 2003. The consolidated financial statements of
United Security Bancshares, Inc. and Subsidiaries as of December 31, 2001, and the results of their operations and their cash
flows for the year then ended was audited by other auditors who have ceased operations. Those auditors expressed an
unqualified opinion on those financial statements in their report dated February 18, 2002. These consolidated financial
statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these finan-
cial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepred in the United States. Those stan-
dards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are
free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluaring the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated finan-
cial position of United Security Bancshares, Inc. and Subsidiaries as of December 31, 2003 and 2002, and the consolidated
results of their operations and their cash flows for each of the two years in the period ended December 31, 2003 in con-
formity with accounting principles generally accepted in the United States.

Sanct ¥ LLP

Birmingham, Alabama
March 5, 2004
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UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CONDITION
DECEMBER 31, 2003 AND 2002

ASSETS
2003 2002
CASHAND DUEEFROM BANKS . ... e e $ 12,595,962 $ 11,575,950
INTEREST BEARING DEPOSITS INOTHER BANKS ... .o 48,313 5,166,401
Total cash and cash equivalents ........ .. ... i i 12,644,275 16,742,351
INVESTMENT SECURITIES AVAILABLE FOR SALE, at fair market value ........... 139,104,173 134,529,828
LOANS, net of allowance for loan losses of $6,841,662 and $6,623,056, respectively ...... 379,736,135 351,434,399
PREMISES AND EQUIPMENT, net of accumulated depreciation of $12,437,369 and
$11,780,463, respectively . ... oot e 11,363,089 10,833,623
CASH SURRENDER VALUE OF BANK OWNED LIFE INSURANCE ............... 6,840,275 6,505,505
ACCRUED INTEREST RECEIVABLE . ... i 4,971,954 4,353,066
INVESTMENT IN LIMITED PARTNERSHIPS . . ... i 2,979,847 3,873,813
OTHER ASSE TS . o 0,548,163 7,045,675
TOtal @SSEES - . o v vttt $567,187,911 $535,318,260
LIABILITIES AND SHAREHOLDERS’ EQUITY
DEPOSITS:
Demand, non-interest bearing .. ....... . $ 47,012,812 $ 39,859,395
Demand, interest Bearing . . .. .o v v et e 77,512,847 70,576,605
VIS « o v v e e e et 49,387,463 43,509,328
Time, $100,000 and over . . ..ot 71,892,728 52,154,594
Other time . .ot 141,874,456 147,000,343
Total deposits . ..ottt 387,680,306 353,100,265
OTHER LIABILITIES . . oo e e 7,835,859 6,921,399
SHORT-TERM BORROWINGS . .ot i 2,587,423 2,391,165
LONG-TERM DEBT . .ot e i 95,755,118 105,873,538
Total liabilities . ... ot 493,858,706 468,286,367
COMMITMENTS AND CONTINGENCIES (Notes 17 and 18)
SHAREHOLDERS EQUITY:
Common stock, par value $.01 per share; 10,000,000 shares authorized; 7,317,560 and
7,313,460 shares issued, respectively . ... .. . e 73,175 73,134
SUIPLUS e 9,233,279 9,158,988
Accumulated other comprehensive income, netoftax ... ... ... .o i 977,322 1,860,107
Retained €arnings . . . ..« o ottt 73,794,123 66,688,358
Treasury stock, 885,286 shares at cost for 2003 and 2002, respectively ................ (10,748,694)  (10,748,694)
Total shareholders’ equity .. ...t 73,329,205 67,031,893
Total liabilities and shareholders’ equity . ......................... A $567,187,911 $535,318,260

The accompanying notes are an integral part of these consolidated statements.
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UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
FOR THE YEARS ENDED DECEMBER 31, 2003, 2002, AND 2001

INTEREST INCOME:
Interest and fees O Loans .. ...t
Interest on investment securities available for sale:
Taxable ..o
TAX-EXEIMIPE « + v v vttt et ettt et e
Otherinterestand dividends . ... ... . o i

Interest on trading ACCOUNT SECUTITIES « « « v« v v v ettt e ettt e et e e e et e
Interest on federal fundssold . . ... ... o

Total INLErESt INCOME . . v vt ottt ettt e e e e e e ettt e it
INTEREST EXPENSE:
INEErest O dEPOSITS .« o v oo v e et e e e e
Interest on short-term borrowings . . .. ... ...
Interest on long-term debt . ... ...

NET INTERESTINCOME . ... . e
PROVISION FORLOANLOSSES .. ... e e

Net interest income after provision for loan losses .. ....... ... ... ... ... .. ...
NONINTEREST INCOME:

Service and other charges on deposit accounts . . ... i

Credit life inSUTance iNCOME . . . . .ottt ettt et e e e e e

[nvestment SECUTIties GAINS, TIEL .« ..ttt ettt et e e et e e e

Trading securities 1oSses . . ..« v oo i vttt

Other inCome ...

Total NON-INEEIeSt INCOMIE .+ .\ v vttt ettt ettt ettt e e et et e e e e e e
NONINTEREST EXPENSE:
Salaries and employee benefits . ......... o
Furniture and equipment EXPense . . . ...\ttt tt e e
OCCUPANCY BXPEISE &« < o v v e e e e et et e e e e
Other EXPENSE « oot vttt et ettt e

Total NON-INEETESt EXPENSE . .\« vttt ittt s

INCOME BEFORE INCOME TAXES AND CUMULATIVE EFFECT OF A CHANGE IN
ACCOUNTINGPRINCIPLE ... e
PROVISION FORINCOME TAXES ... .. e

NET INCOME BEFORE CUMULATIVE EFFECT OF A CHANGE IN ACCOUNTING
PRINCIPLE . . oo e e
CUMULATIVE EFFECT OF A CHANGE IN ACCOUNTING PRINCIPLE, net of tax . . .

NET INCOME AFTER CUMULATIVE EFFECT OF A CHANGE IN ACCOUNTING
PRINCIPLE . . o

AVERAGE NUMBER OF COMMON SHARES OUTSTANDING ...................
NET INCOME PER SHARE:

Basic earnings per share before cumulative effect of a change in accounting principle . . . . .
Diluted earnings per share before cumulative effect of a change in accounting principle . . .
Basic earnings per share after cumulative effect of a change in accounting principle .. . ...

Diluted earnings per share after cumulative effect of a change in accounting principle . . . .

DIVIDENDS PER SHARE .. ... . e e

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

2003 2002 2001
$40,576,884 $37,478,274 $37,230,192
4,921,830 6,862,930 8,697,597
898,500 1,006,530 1,270,440
324,410 397,911 329,262
6,144,740 8,267,371 10,297,299
0 0 136,682
0 6,058 112,002
46,721,624 45,751,703 47,776,175
7,193,181 9,281,548 13,437,806
11,035 51,158 28,726
3,930,525 4,801,204 4,953,112
11,134,741 14,133,910 18,419,644
35,586,883 31,617,793 29,356,531
3,504,567 3,859,363 5,254,585
32,082,316 27,758,430 24,101,946
3,315,921 2,966,294 2,712,506
977,183 952,031 916,685
51,680 198,064 178,634
0 0 (12,650)
1,316,910 952,376 934,710
5,661,694 5,068,765 4,729,885
12,377,011 11,494,922 11,077,272
1,355,534 1,390,301 1,455,534
1,408,498 1,359,120 1,349,738
6,164,879 5,787,224 5,610,781
21305922 20,031,567 19,493,325
16,438,088 12,795,628 9,338,506
5,022,682 3,620,574 2,551,509
11,415,406 9,175,054 6,786,997
0 0 (200,000)
$11,415,406 $ 9,175,054 $ 6,586,997
6,431,701 6,505,534 6,987,516
$ 1.77 % 141 % 97
$ 1.77 % 141 $ 97
$ 177 $ 141 $ 95
$ 1.77 % 141 % 94
$ 67 % 60 % 51
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UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

FOR THE YEARS ENDED DECEMBER 31, 2003, 2002, AND 2001

Accumulated
Other Total
Common Comprehensive Retained Treasury Shareholders’
Stock Surplus Income (Loss) Earnings Stock, at Cost Equity
BALANCE, January 1,2001 ........ $36,344 $8,768,978 $ 669,966 $58,404,177 $ (251,820) $67,627,645
Comprehensive income:
Net income after cumulative
effect of a change in accounting
principle . ................. 0 0 0 6,586,997 0 6,586,997
Net change in unrealized gain (loss)
on securities available for sale
and derivatives, netof tax . .. ... 0 0 292,602 0 0 292,602
Cumulative effect of a change in
accounting principle ......... 0 0 (24,000) 0 0 (24,000)
Comprehensive income .. .. 6,855,599
Dividends paid ............... 0 0 0 (3,555,504) 0 (3,555,504)
Purchase of treasury stock ... .... 0 0 0 0 (5,947,263) (5,947,263)
Exercise of stock options ... ..... 129 225,604 0 0 0 225,133
BALANCE, December 31, 2001 ..... 36,473 8,994,582 938,568 61,435,670 (6,199,083) 65,206,210
Comprehensive income:
Netincome .................. 0 0 0 9,175,054 0 9,175,054
Net change in unrealized gain (loss)
on securities available for sale
and derivatives, netof tax . .. . .. 0 0 921,539 0 0 921,539
Comprehensive income .. .. 10,096,593
Dividends paid ............... 0 0 0 (3,885,799) 0 (3,885,799)
Purchase of treasury stock .. ... .. 0 0 0 0 (4,549,611)  (4,549,611)
Exercise of stock options . ....... 94 164,406 0 0 0 164,500
BALANCE, December 31, 2002 ..... 36,567 9,158,988 1,860,107 66,724,925  (10,748,694) 67,031,893
Comprehensive income:
Netincome .................. 0 0 0 11,415,406 0 11,415,406
Net change in unrealized gain (loss)
on securities available for sale
and derivatives, netof tax . . . . . . 0 0 (882,785) 0 0 M )
Comprehensive income . . .. 10,532,621
Dividends paid ............... 0 0 0 (4,309,621) 0 (4,309,621)
Exercise of stock options . ....... 21 74,291 0 0 0 74,312
Stock split, two-for-one ........ 36,587 0 0 (36,587) 0 0
BALANCE, December 31,2003 ..... $73,175 $9,233,279 $ 977322 $73,794,123 $(10,748,694) $73,329,205

The accompanying notes are an integral part of these consolidated statements.
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UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2003, 2002, AND 2001

CASH FLOWS FROM OPERATING ACTIVITIES:

2003

2002

2001

Net INCOME v oottt e et e e e e 11,415,406 $ 9,175,054 $ 6,586,997
Adjustments to reconcile net income to cash provided by operating
activities:
Depreciation . ...ttt 906,609 1,046,982 1,157,284
Provision for loan losses . . ... .o 3,504,567 3,859,363 5,254,585
Deferred income tax (benefit) expense .. .............. ... ..., (794,670) 121,631 228,375
Amortization of intangibles .. ....... . ... .. 0 0 370,837
Gain on sale of securities, Net .. .. .. o (44,030) (198,064) (178,634)
Gain on sale of fixed assets, net . .. ... 14,229 (68,645) (33,643)
Amortization of premium and discounts, net ................... 894,023 446,183 178,843
Changes in assets and liabilities: ...................... . . ...
Decrease in accrued interest receivable ............ ... ...... 618,888 239,676 463,994
(Increase) decrease in other assets . ...........c.covvuuen... (2,477,498) 779,618 388,831
Decrease in interest payable .......... .. ... ... i (91,622) (288,306) (345,796)
Increase (decrease) in other liabilities ...................... 2,017,557 (181,970) 334,553
Net cash provided by operating activities . ................. 15,963,459 14,931,522 14,406,226
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of investment securities available forsale ............... .. (101,585,461) (69,732,399) (57,888,489)
Proceeds from sales of investment securities available forsale . ...... ... 25,336,661 124,244 23,088,582
Proceeds from maturities and prepayments of investment securities
available forsale ... .. . 69,082,113 75,119,678 48,831,725
Purchase of insurance . ... .. . . . 0 (6,505,505) 0
Net change in loan portfolio .. ....... ..o i, (31,806,303) (22,299,542) (40,809,170)
Net decrease (increase) in Federal Fundssold ........ ... ... .. ... ... 0 1,000,000 (1,000,000)
Purchase of premises and equipment, net ............. ... ... ... (1,511,115) (1,801,083) (1,604,291)
Net cash used in investing activities .. .................... (40,484,105) (24,094,607) (29,381,643)
CASH FLOWS FROM FINANCING ACTIVITIES:
Net increase (decrease) in customer deposits . .............c.ovur... 34,580,041 (1,714,795) 16,658,602
Net increase (decrease) in short-term borrowings ................... 196,258 2,036,556 (773,198)
Proceeds from FHLB advances and other borrowings . . ............... 25,000,000 20,000,000 10,000,000
Repayment of FHLB advances and other borrowings . ................ (35,118,420) (10,118,421) (10,118,421)
Proceeds from issuance of commonstock ....... ... 74,312 164,500 225,733
Dividends paid . .« oo oo (4,309,621)  (3,885,799)  (3,555,504)
Purchases of treasury stock .......... . 0 (4,549,611)  (5,947,263)
Net cash provided by financing activities .................. 20,422,570 1,932,430 6,489,949
NET DECREASE IN CASH AND CASH EQUIVALENTS ............ (4,098,076)  (7,230,655)  (8,485,468)
CASH AND CASH EQUIVALENTS, beginning of year .............. 16,742,351 23,973,006 32,458,474

CASH AND CASH EQUIVALENTS, end of year .. ............. ...,

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

12,644,275 $ 16,742,351

$ 23,973,006
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UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2003, 2002, AND 2001

DESCRIPTION OF BUSINESS

United Security Bancshares, Inc. (the “Company” or “USB”) and its subsidiary, First United Security Bank (the
“Bank” or “FUSB”), provide commercial banking services to customers located primarily in Clarke, Choctaw, Bibb,
and surrounding counties in Alabama and Mississippi. The Company also owns all of the stock of First Security Cou-
rier Corporation (“FSCC”), an Alabama corporation. FSCC is a courier service organized to transport items for proc-
essing to the Federal Reserve for financial institutions located in Southwest Alabama.

The Bank owns:all of the stock of Acceptance Loan Company, Inc. (“Acceptance” or “ALC"), an Alabama corpo-
ration. Acceptance is a finance company organized for the purpose of making consumer loans and purchasing
consumer loans from vendors. Acceptance has offices located within the communities served by the Bank as well as
offices outside the Bank’s market area in North and Southeast Alabama and Eastern Mississippi. The Bank also owns
all of the stock of FUSB Reinsurance, Inc. (“Reinsurance”), an Arizona corporation. Reinsurance is an insurance
company that was created to underwrite credit life and accidental death insurance related to loans written by the Bank
and ALC. The Bank also invests in limited partnerships that operate qualified affordable housing projects primarily to
receive tax benefits.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Principles of Consolidation

The consolidated financial statements include the accounts of the Company, FSCC, the Bank and its wholly owned
subsidiaries. All significant intercompany balances and transactions have been eliminated. The Bank’s investments in
limited partnerships are carried on an unconsolidated basis under either the equity or cost method based on the per-
centage of ownership and influence over operations.

Use of Estimates

The accounting principles and reporting policies of the Company, and the methods of applying these principles, con-
form with accounting principles generally accepted in the United States (“GAAP”) and with general practices within
the financial services industry. In preparing the financial statements, management is required to make estimates and
assumptions that affect the reported amounts of assets and liabilities as of the date of the statement of condition and
revenues and expenses for the period. Actual results could differ significantly from those estimates.

Material estimates that are particularly susceptible to significant changes in the near-term relate to the determination
of the allowance for loan losses and the valuation of real estate acquired in connection with foreclosures or in sat-
isfaction of loans. In connection with the determination of the allowances for loan losses and real estate owned, in
some cases, management obtains independent appraisals for significant properties, evaluates the overall portfolio char-
acteristics and delinquencies and monitors economic conditions.

A substantial portion of the Company’s loans is secured by real estate in its primary market area. Accordingly, the
ultimate collectibility of a substantial portion of the Company’s loan portfolio and the recovery of a portion of the
carrying amount of foreclosed real estate are susceptible to changes in economic conditions in the Company’s primary
market.

Cash and Cash Equivalents

For purposes of reporting cash flows, cash and cash equivalents include cash on hand and amounts due from banks.

The Company is required to maintain average balances by the Federal Reserve Bank. The average amount of this
reserve balance was $25,000 for the years ended December 31, 2003 and 2002.




UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(CONTINUED)

Supplemental disclosures of cash flow information and noncash transactions related to cash flows for the years ended
December 31, 2003, 2002, and 2001 are as follows:

2003 2002 2001
Cash paid during the period for:
Interest ... . $11,226,361 $14,484,719 $18,765,350
InComE 1aXes .. oo 4,953,500 3,760,000 3,199,754
Supplemental schedule of noncash investment and financing activities:
Dividends declared butunpaid . ........ ... . L 0 0 0
Securities

Securities may be held in three portfolios: trading account securities, held to maturity securities, and securities avail-
able for sale. Trading account securities are carried at market value, with unrealized gains and losses included in earn-
ings. Investment securities held to maturity are carried at cost, adjusted for amortization of premiums and accretion of
discounts. With regard to investment securities held to maturity, management has the intent and the Bank has the
ability to hold such securities until maturity. Investment securities available for sale are carried at market value, with
any unrealized gains or losses excluded from earnings and reflected, net of tax, as a separate component of share-
holders’ equity in accumulated other comprehensive income. Investment securities available for sale are so classified
because management may decide to sell certain securities prior to maturity for liquidity, rax planning, or other valid
business purposes. The Company held no securities in its held to maturity portfolio at December 31, 2003 or 2002.

Included in investment securities available for sale is stock in the Federal Home Loan Bank (“FHLB”) of Atlanta.
FHLB stock is carried at cost, has no contractual maturity, has no quoted fair value, and no ready market exists; there-
fore, the fair vatue of such stock is assumed to approximate cost. The investment in the stock is required of every
member of the FHLB system.

Interest earned on investment securities held to maturity, investment securities available for sale, and trading account
securities are included in interest income. Amortization of premiums and discounts on investment securities is
determined by the interest method. Gains and losses on the sale of investment securities held to maturity and invest-
ment securities available for sale, computed principally on the specific identification method, are shown separately in
non-interest income in the consolidated statements of income, net of related income taxes.

Derivatives and Hedging Activities

As part of the Company’s overall interest rate risk management, the Company uses derivative instruments, which can
include interest rate swaps, caps, and floors. Prior to January 1, 2001, unrealized gains and losses on derivatives used for
hedging purposes were generally not recorded in the financial statements. Accounting Standards No. 133 Accounting
for Derivative Instruments and Hedging Activities, as amended, (Statement 133) requires all derivative instruments to be
carried at fair value on the statement of condition. Statement 133 provides special accounting provisions for
derivative instruments that qualify for hedge accounting. To be eligible, the Company must specifically identify a
derivative as a hedging instrument and identify the risk being hedged. The derivative instrument must be shown to
meet specific requirements under Statement 133.

The Company designates the derivative on the date the derivative contract is entered into as (1) a hedge of the fair
value of a recognized asset or liability or of an unrecognized firm commitment (“fair-value” hedge) or (2) a hedge of a
forecasted transaction of the variability of cash flows to be received or paid related to a recognized asset or liability
{“cash-flow” hedge). Changes in the fair value of a derivative that is highly effective as—and that is designated and
qualifies as—a fair-value hedge, along with the loss or gain on the hedged asset or liability that is artributable to the
hedged risk (including losses or gains on firm commitments), are recorded in current-period earnings. The effective
portion of the changes in the fair value of a derivative that is highly effective as—and that is designated and qualifies
as—a cash-flow hedge are recorded in other comprehensive income, until earnings are affected by the variability of
cash flows (e.g., when periodic settlements on a variable-rate asset or liability are recorded in earnings). The remain-
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UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(CONTINUED)

ing gain or loss on the derivative, if any, in excess of the cumulative change in the present value of future cash flows of
the hedged item is recognized in earnings.

The Company formally documents all relationships between hedging instruments and hedged items, as well as its risk-
management objective and strategy for undertaking various hedge transactions. This process includes linking all
derivatives that are designated as fair-value or cash-flow hedges to specific assets and liabilities on the balance sheet or
to specific firm commitments or forecasted transactions. The Company also formally assessed, both at the hedge’s
inception and on an ongoing basis, whether the derivatives that are used in hedging transactions are highly effective
in offsetting changes in fair values or cash flows of hedged items. When it is determined that a derivative is not highly
effective as a hedge or that it has ceased to be a highly effective hedge, the Company discontinues hedge accounting
prospectively, as discussed below. The Company discontinues hedge accounting prospectively when: (1) it is
determined that the derivative is no longer effective in offsetting changes in the fair value or cash flows of a hedged
item (including firm commitments or forecasted transactions); (2) the derivative expires or is sold, terminated, or
exercised; (3) the derivative is redesignated as a hedge instrument, because it is unlikely that a forecasted transaction
will occur; (4) a hedged firm commitment no longer meets the definition of a firm commitment; or (5) management
determines that designation of the derivative as a hedge instrument is no longer appropriate.

When hedge accounting is discontinued because it is determined that the derivative no longer qualifies as an effective
fair-value hedge, hedge accounting is discontinued prospectively and the derivative will continue to be carried on the
balance sheet at its fair value with all changes in fair value being recorded in earnings but with no offset being
recorded on the hedged item or in other comprehensive income for cash flow hedges.

Loans and Interest Income

Loans are reported at principal amounts outstanding, adjusted for unearned income, deferred loan origination fees and
costs, purchase premiums and discounts, and the allowance for loan losses. Loan origination fees, net of certain
deferred origination costs, and purchase premiums and discounts are recognized as an adjustment to yield of the related
loans, on an effective yield basis.

Interest on commercial and real estate loans is accrued and credited to income based on the principal amount out-
standing. Interest on installment loans is recognized using the interest method for a limited number of loans, according
to the rule of 78’s which approximates the interest method.

The accrual of interest on loans is discontinued when, in the opinion of management, there is an indication that the
borrower may be unable to meet payments as they become due. Upon such discontinuance, all unpaid accrued interest
is reversed against current income unless the collateral for the loan is sufficient to cover the accrued interest. Interest
received on nonaccrual loans generally is either applied against principal or reported as interest income, according to
management’s judgment as to the collectibility of principal. Generally, loans are restored to accrual status when the
obligation is brought current and has performed in accordance with the contractual rerms for a reasonable period of
time and the ultimate collectibility of the total contractual principal and interest is no longer in doubt.

Mortgage Loans Held for Sale

At December 31, 2003 and 2002, mortgage loans held for sale represented residential mortgage loans held for sale.
Loans held for sale are carried at the lower of aggregate cost or market value and are included in the loan classification
on the balance sheet. These loans amounted to $1,102,475 and $1,154,900 at December 31, 2003 and 2002,

respectively.
Allowance for Loan Losses

The allowance for loan losses is increased by a provision for loan losses, which is charged to expense, and reduced by
charge-offs, net of recoveries. The allowance for loan losses is maintained at a level, which, in management’s judg-
ment, is adequare to absorb credit losses inherent in the loan portfolio. The amount of the allowance is based on
management's evaluation of the collectibility of the loan portfolio, including the nature of the portfolio, and changes
in its risk profile, credit concentrations, historical trends, and economic conditions. This evaluation also considers the
balance of impaired loans. Losses on individually identified impaired loans are measured based on the present value of




UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(CONTINUED)

expected future cash flows discounted at each loan's original effective market interest rate. As a practical expedient,
impairment may be measured based on the loan’s observable markert price or the fair value of the collateral if the loan
is collateral dependent. When the measure of the impaired loan is less than the recorded investment in the loan, the
impairment is recorded through the provision added to the allowance for loan losses. One-to-four family residential
mortgages and consumer installment loans are subjected to a collective evaluation for impairment, considering delin-
quency and repossession statistics, historical loss experience, and other factors. Though management believes the
allowance for loan losses to be adequate, ultimate losses may vary from their estimates. However, estimates are
reviewed periodically, and as adjustments become necessary, they are reported in earnings during periods they become
known.

Long-Lived Assets

Premises and equipment are stated at cost less accumulated depreciation. Depreciation is computed using the straight-
line and accelerated methods over the estimated useful lives of the assets. Goodwill and core deposit intangibles are
included in other assets. Goodwill was amortized, prior to 2002, using the straight-line method, over 20 years and core
deposits from six to ten years. The amortization amounted to $361,000 in 2001. The Company adopted SFAS No.
142, Goodwill and Other Intangible Assets, which addresses how intangible assets that are acquired individually or with a
group of assets should be accounted for in financial statements upon their acquisition. The statement also requires
companies to no longer amortize goodwill and intangible assets with indefinite useful lives, but instead test annually
for impairment. The Company had upon adoption of this statement, $4.1 million in unamortized goodwill, and, in
accordance with this statement, performed a transition impairment test and an annual impairment analysis and con-
cluded no impairment charge was needed.

Other Real Estate

Other real estate consists of properties acquired through a foreclosure proceeding or acceptance of a deed in lieu of
foreclosure. Th