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Making a difference, one customer at a time.




CHAIRMAN’S LETTER

My first year as Chairman and

Chief Executive Officer of Community
Bancshares, Inc. has been extremely
challenging, yet personally rewarding. 1
am delighted in the accomplishments and
rebuilding progress made by my
teammates during the year.

The management team knew
2003 would be a difficult, pivotal year.
The goals we established provided a
framework for the Company to forge
ahead and return to profitability. We
overhauled all policies and procedures,
tightened corporate governance processes,
upgraded our management team and
placed a renewed focus on the Company’s
mission ~ to provide excellent service to
our customers, make a positive difference
in our communities, and enhance the value
of our stockholders’ investment.

Two significant obstacles to
achieving our goals have been litigation and poor loan quality. Both not only diverted management time and
attention, but were also a drag on our financial performance. These two issues alone reduced our net income
potential due to high levels of non-earning assets, increased loan loss provisions, increased expenses associated
with loan collection efforts, expenses associated with holding repossessed or foreclosed assets, abnormally
high professional and legal fees, and increased insurance costs, among other things.

We have worked diligently to address litigation in a manner consistent with the Company’s best interests.
In the first quarter of 2004, we settled all outstanding litigation with the Corr family and restored a positive
working relationship. As outlined in previous shareholder communications, a settlement in the “Benson/
Packard” case is pending before a circuit court judge. Challenges in other pending litigation remain, however,
we will evaluate each case and take those actions which are designed to produce the best results for the
Company, thereby allowing us to focus on core banking issues.

Asset quality has improved. We made changes in our credit underwriting process and centralized loan
operations to more effectively monitor the quality of new loans. During the fourth quarter of 2003, the
decision was made to sell certain non-performing assets in order to eliminate the associated on-going financial
drain. We successfully finalized sales of those non-performing assets in February and April of 2004. Our
continuing progress in asset quality allows our lending personnel to focus on new quality business development
opportunities, which should lead to sound growth and improved financial performance.




Perhaps our greatest accomplishment came in the fourth quarter of 2003, when we
undertook to increase capital through a private placement of our common stock. The offering
was completed on February 20, 2004 resulting in the issuance of 3,738,323 shares of common
stock, among 31 unrelated parties, with net proceeds to the Company of $18.3 million. The
additional capital was critical to the timely and effective implementation of our strategic plan.
We are pleased that these new investors had confidence in our plans and our Company and we
welcome them as important new shareholders.

The myriad of challenges and opportunities facing Community Bancshares and
Community Bank were more complex and diverse than originally anticipated. However, we
have assembled a competent management team with much skill and experience. In addition,
we have prepared a realistic strategic plan to guide our continued recovery through growth and
profitability.

Our Strategic Plan is centered on the following objectives:

e Aggressive collection or disposal of troubled assets
Vigorous pursuit of timely and reasonable resolution of litigation
Improved policies, procedures, controls, and corporate governance processes to guide
operations

¢ Quality new loan growth with existing, as well as, new customers
Excellent customer service and community involvement

e Leverage of the entire franchise through cross-marketing of all products and services,
such as, insurance products

¢ Increased non-interest income through targeted sales efforts and referral programs
Branch rationalization and improved market presence, including downsizing, upscaling,
and/or establishing new offices

e Excellent execution through teamwork and respect for one another

¢ Improved communications with all of our constituents

e A drive for results and a passion for winning

As we move forward into 2004 and beyond, 1 thank all of my associates for their
dedication and teamwork, I thank our valued customers for their business, and [ appreciate the
support and confidence of our loyal stockholders. We remain dedicated to achieving our business
objectives, restoring confidence in Management and the Board of Directors, and generating
respectable returns for our investors.

Sincerely,

B,

Patrick M. Frawley
Chairman and Chief Executive Officer




Employees

When an employee begins working with Community Bank, it isn’t long before they realize that
Community Bank is different from other companies. The name Community Bank says a lot
about our people, and why they do what they do. The employees of Community Bank serve the
communities of North and West Central Alabama through twenty Community Bank offices,
fourteen 1* Community Credit locations, and our Community Insurance office. The heaviest
concentration of employees is in Blount County, with 44% of employees working at one of the
six Blount County bank locations or at Company headquarters. Other major concentrations of
employees are in Madison County, with 15%, and Morgan County, with 11%. Community
Insurance employs 5% of total employees, and 1st Community Credit employs 19% of total
employees.

When we say “serve the community”, there is much more to it than an eight to five job. Our
employees are proud representatives of the Company and their community, and go to great
lengths to prove the point.

In 2003, a few of the local events that Community Bank (including 1¢ Community Credit and
Community Insurance) supported through donations are: the Blount County Children’s Center,
an organization that assists abused and neglected children and women in the Blount County
area; the Sonshine Club, husband and wife puppeteers that stage shows promoting a drug-free
environment in elementary schools; local library building funds so that our children will have
state-of-the-art library facilities; the largest Civil War Reenactment in Alabama so that our rich
history will be preserved; and the list goes on.

But, even more important than the money donated are the events that our employees actually
participate in, working to make their communities better places to live. For instance, some of
our bankers select a Student of the Month and present the student a plaque at school assembly.
Most of our bank locations will provide breakfast in appreciation for their local school teachers
— not only buying and delivering the food, but serving it to them as well. A large number of
employees are members of their local Chamber of Commerce and contribute many hours to that
organization. Church life is a very important part of community life, and our employees are
deacons, Sunday school teachers, choir members, youth directors, and committee members.
Participating in local races and events to raise money for cancer research and other charities is
ongoing. Many of these activities are done on personal time and not during business hours.

Most offices actively participate in local fairs and rodeos - sponsoring events, awarding ribbons,
and staffing booths to hand out promotional items or talk to people about our Company and the
products we offer. [t goes without saying that our Company is well known for its support of
local schools. Pencils are provided for standardized testing and our rulers and bookmarks are
commonplace in the school halls. We sponsor events such as Farm Day, which provides children
insight with how a farm really works; the Groundwater Festival which educates children on how
they can protect and conserve our water resources; and local FFA and 4-H contests. We have
also donated and installed safe playground equipment, and our Chairman recently addressed
over 600 students at career day at a local high school.

We appreciate the employees of our Company not only for the jobs they do, but everything else
they do for the betterment of our communities. The following section highlights a few of our
dedicated employees.




Diane Posey - Community Bank Blountsville

If you walk into Community Bank Blountsville, more than likely you will be
greeted by Head Teller Diane Posey. She knows just about all of our customers,
and calls most of them by name, asking about their family, job, and church. Diane
began working at Community Bank in Blountsville over 20 years ago, eager to
learn and begin a new career in banking. Although a seasoned banker today, Diane
is still as eager as she was that first day. She never skips a beat when it comes to
new policies or procedures, and always keeps customer service as her number one
priority. When local schools need someone to speak at career day, or judge a
cooking contest, they know who to call. When another employee has a birthday,
Diane is always there to plan a special luncheon. At local events Diane volunteers
to help, before being asked. She can always be depended upon to do her best,
never complain, and always have a positive attitude.

Diane has been an active member of Fowler Springs Baptist Church for over 35
years, where she has served in various leadership capacities. She currently teaches
a children’s Sunday school class. She and her husband Brice also own poultry
houses, a full-time job which they tend to after their regular full-time jobs. She is
an avid gardener and cook, and on her day off, you’ll find her spending time with =
her young granddaughter. Devoted to her family, church, and community, Diane

Posey is a true Community Banker.

Leonard Leach - 1st Community Credit

It is hard to keep up with 1** Community Credit District Manager Leonard
Leach, who stays active in his community year-round. He and his wife Kim live in
Madison and are kept busy with their three sons. 1t is hard to believe that he could
have time for anything else, yet he has coached youth baseball and basketball for
the last five years, and is a member of his children’s school PTA. He and his
family belong to the Madison United Methodist Church where he serves as greeter
and usher. He is also very involved with the church’s Sunday school outreach
program, and, in his spare time, he also mows grass for elderly citizens in the
community.

A graduate of the University of Alabama, Leonard has over 21 years’ experience in
the finance industry. He joined 1st Community Credit in 2002, to work with branch
managers as Marketing Director. He was promoted to District Manager in January
0f 2003, and now supervises seven of the 1st Community Credit offices. His district
offices have improved under his leadership - net profits and net receivables are up
nicely from 2002. He is a dedicated employee with a strong desire to better the
company — a very important player on the 1st Community Credit team.

Sherry Langley - Community Bank Hamilton

Though Sherry has only been with Community Bank Hamilton for one year,
she has demonstrated that she has the talent to learn and excel in a variety of key
job responsibilities. A true team player, she is always supportive of co-workers
and is known for her positive attitude. In addition, she always keeps great customer
service in the forefront. Sherry is well known throughout Hamilton. As a result of
her activity in the community, Sherry was selected to join the Hamilton Business
& Professional Women’s Club. In her spare time, she volunteers with the Hamilton
Chamber of Commerce by creatively preparing Chamber promotional materials.
She is a leader in her church and a talented singer. She is active in the development
of young women through participation in the Girl Scouts, where she, as a Girl
Scout once received the Gold Award — the highest honor awarded to a Girl Scout.
Today, she continues to achieve through those that she mentors. Recently one of
the scouts she mentors received her own Gold Award.

Originally from Winfield, Sherry and her husband Michael live in that area. Sherry
can always be counted upon to greet customers with a smile and is proud to refer
friends and family to Community Bank. She was the top producer in Hamilton in
the Company’s referral contest last fall. Sherry possesses the qualities that make
her a winner both in the bank, and in the community.




Customers

Community Bank serves approximately 31,000 customers across North and West Central
Alabama with 1.5 services per customer. Based on our reviews at year-end, the following
services were used by our customer base in 2003:

*  60% - checking accounts
*  29% - savings accounts

+  26% - loans

* 18% - time accounts

* 9% - safe deposit boxes
1% other

Our customer base is spread across nine counties chiefly located in Northern Alabama
with concentrations in Blount, Madison and Morgan Counties.

( County % Dollars Semcedw
Blount 42.4%
Lauderdale 4.1%
Limestone 2.6%
Madison 16.5%
Marengo 2.0%
Marion 6.7%
Morgan 11.1%
Perry 5.8%
Winston 8.8%

Total 100.0%

We value the customer relationships we have, and in 2004 we will seek to build on those
strong relationships through increased product penetration and market share in our key
locations. These relationships reflect our presence in the market since 1923 and the support
we have provided to our cities and communities over this period to help them develop and
prosper. The following section highlights a few of our valued customers.




Bud Burchell - Community Bank Hartselle

In an area about 15 minutes outside of Hartselle, where the fields stretch as far
as the eye can see, divided by fences here and there, dotted with cows and few
houses, you will come across a business with tractors in front. Inside the building,
Bud Burchell will be busy rebuilding the engine of a John Deere tractor. This
sounds fairly typical of a rural area, but what is unusual is that the tractor has come
to Hartselle by way of Cambridge, England. In business since 1959, Bud was one
of the first to bring in John Deere tractors from overseas. They come into Mobile
Bay and are transported to his shop in Hartselle, where he rebuilds them to sell in
the area.

A lifelong resident of the community, Bud and his wife Sherry have been banking
with Community Bank for over ten years, when they moved their accounts from
another bank to keep the same banker. Relationships with the bank as well as the
banker inspire and create loyal customers such as Bud Burchell. Loyalty, friendship,
neighbors helping neighbors, like a family supporting their needs; this is the
difference our customers see in a Community Bank relationship.

Mary Hosch - Community Bank New Hope

If you go by or into the local Senior Citizens Center in New Hope, it is usually
abuzz with activity - activity generated and coordinated by its manager, Mary Hosch.
Mary coordinates card games, Domino tournaments and quilting circles. She also
serves the meals at the center, and takes care of the books. Mary retired from
BellSouth in 1984, and drove the Senior Citizen bus until 1987 when she retired
from that job. She was also a “meals on wheels” coordinator, delivering meals to
local residents who couldn’t get out. She was a volunteer at the New Hope Library,
and has been an active member of the Methodist Church for 47 years. Commenting
that retired life just wasn’t for her, she began her work at the Center, and says that
she loves the work she does, has a good time, and that is what keeps her young.

Mary’s is a familiar face in the New Hope community, having lived there most of
her life. She raised her two children in the New Hope community and now has 7
grandchildren and three great grandchildren. She wouldn’t consider banking
anywhere else - “The people at Community Bank are my friends”.

Wayne and Sue Bynum - Community Bank Oneonta

“Everything for the office” is the unofficial motto of Blount Office Supply in
Oneonta. If they don’t have it, they can get it for you, usually in a short time
frame. That saying is even more accurate now than before, because with the help
of Community Bank, Blount Office Supply just opened in a brand new building,
doubling the size of its previous store. With an expanded office furniture line and
other items, it won't be long before this space will also be bursting at the seams.
The new building built by the Bynums also houses a chiropractic office, and a
hospice service. Blount Office Supply has been a family business since 1994,
when the Bynums purchased it, and their son, who works for them today, will
continue the tradition. They are active members of the First Baptist Church in
Oneonta and proudly support local schools and community events.

When Community Bank opened the Oneonta location in 1985, the Bynums were
one of the first customers. They believe in doing business locally, stating, — “keep
doing business in the community, and the community will become an even better

place to live.”

David E. Holmes - Community Bank Falkville

When employees at Community Bank Falkville were given a list of qualities to
look for in a customer, such as a positive attitude, loyalty, quality of character, and
asked to think of a person in their community who exemplified these qualities, the
decision was unanimous.

Community Bank customer David E. Holmes is a well known face in the community
of Falkville, and has been a special favorite at Community Bank for over seventeen
years. With his cheerful greeting to everyone, Mr. Holmes is welcome wherever
he travels in Falkville Since he retired eleven years ago, he has enjoyed spending
time in the Falkville community, keeping abreast and involved in local events.
Those who don’t see him at the bank-or at another local business - might catch him
wetting a hook at a nearby pond, or on one of his daily walks. A lifelong resident
of Falkville, Mr. Holmes has been a customer of Community Bank since the bank
opened in 1986, and is quick to praise the bank and it’s employees. A loyal customer
such as Mr. Holmes is one of the reasons that Community Bank is successful - he
is a valued and much appreciated customer.




Shareholders

On May 24, 2004, there were 2,317 shareholders of 8,556,353 shares of
Community Bancshares Common Stock. Beneficial ownership ranges from 5 to
688,255 shares. Of this total, there are 3,645,459 shares held by individuals and
4,910,894 held by businesses and institutional investors. Our institutional investors
" are managers of portfolios that generally contain a significant percentage of bank
stock and they are very knowledgable about Community Banks.

Of the shares held by individuals, 75% or 2,735,440 shares are held by Alabama
residents, with 30% or 823,221 shares held by 15 families of investors. The
remaining 1,912,219 shares are held in small lots by the residents of the
communities in which we have a presence. Almost 50% of these are located in
Blount County alone. The mix of shareholders in our communities include local
business owners, farmers, school teachers, retirees, professionals, and families.

In summary, our shares are held by:

346,109 Business and institutional investors in Alabama
2,735,440 Individuals who reside in Alabama
4,564,785 Business and institutional investors outside of Alabama
910,019 Individuals who reside outside of Alabama

8.556,353 Total




Cecil and Kathy Isbell - Community Bank Meridianville

When Cecil and Kathy Isbell opened Quality Photo Services in 1976, they
were well known for their processing of professional school, wedding and portrait
photography. Expanding a few years later into one-hour developing, they got a
taste for state-of-the-art photographic equipment and services, and have been
expanding ever since. They are now recognized in Huntsville as the premier
provider of photographic services in the community. Quality Photo Services
specializes in large format digital printing, backlit display material, laminating
services and are experts with the newest digital imaging equipment. QPS is
dedicated to providing the very best in graphic services and to do this, must
have the highest quality equipment and personnel — they have both. Their high
standards and attention to detail is evident whether they are producing one poster
or one thousand murals. They have an extensive list of impressive clients from
not only Alabama, but across the country.

Customers of Community Bank for almost 20 years, and long-time shareholders,
the Isbells moved their accounts from one Community Bank to Community
Bank Meridianville when they moved to that area. They rarely have free time,
but when they do, you can find them working on their farm, where they raise
cattle. They believe in a quality product, and they believe in Community Bank.

Jack Clay - Community Bank West Blount

; 1 West on Highway 160, in the rolling hills of Blount County, you will come

: upon Plantation Golf, a well-tended and picturesque golf course. Jack Clay, owner
of Plantation Golf, began building the course in 1996, taking his time to make sure
the details were “just right”. Completed in 1999 with the addition of a new
clubhouse, Plantation Golf is host to a variety of events — local school and charity
tournaments, weddings, banquets, and functions for high schools and churches
throughout the area. Word has spread about this Blount County gem, and the club
and course now work with organizations located out of the county, and even some
from out of state. Mr. Clay began his career in 1969 with Rural Realty, a company
he founded to buy, sell and develop rural land and home sites in the area. He has
since created Jack Clay Properties, specializing in the development of commercial
property as well as Service Mortgage Corporation. Involvement in every aspect
of each business keeps Mr. Clay so busy that retire is a word not in his vocabulary.

Shortly after opening his real estate company in 1969, Mr. Clay became a customer
of Community Bank, then operating as The Bank of Blountsville. He is a founding
member of the West Blount board of directors, an active part of the Hayden
community and a proud supporter of Community Bank. He is quick to point out
that Community Bank has an advantage over other banks, because it’s “personal”.
Personal meaning the bankers know the customers, and the customers know the
bankers — “you don’t find that in the big banks”.

Kevin and Michelle Shelton - Community Bank Snead
Located in the small town of Snead, Shelton Steel has been involved with the
processing, fabricating and sales of steel since 1992. Stairs, handrails, and industrial
platforms are just a few of the items that are ordered from the family owned business.
With a customer list geared more toward large commercial clients, Shelton Steel
also fabricates steel for local general contractors and belongs to the Alabama
Builders & Contractors Association. The owner and president, Kevin Shelton, is
involved in every step of the business, and wife Michelle serves as office manager.

The Shelton family and their business are active members of the Snead community,
and with a young son entering school this fall, they are bound to get even busier.
Both Kevin and Michelle have lived in Blount County almost all their lives, and
recently moved into their new home located on their farm just a short distance
from their business. The Sheltons belong to New Prospect Baptist Church, where
Kevin is a deacon and teaches Sunday school. Michelle is a member of the Helping
Hands women'’s club, a Sunday school teacher, and director of the church’s Vacation
Bible School. Community Bank is proud to be associated with young families like
the Sheltons who take pride in their business and in their community, and are
committed to making their communities a better place to live.




Community Bancshares, Inc.
Board of Directors

Back Row, Left to Right: Ken Campbell, Pat Frawley, Jimmie Trotter, John Lewis, Jr.
Seated, Left to Right: Glynn Debter, Roy Jackson, Stacey Mann.
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Senior Management Officer Committee
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Back Row, Left to Right: John Brothers, Director of Strategic Planning and Growth; Kerri Kinney, Chief
Financial Officer; Bill Caughran, General Counsel; Pat Frawley, CEO; Tommy Traylor, President of 1%
Community Credit; Mark Soukup, Senior Lender. Seated, Left to Right: Danny Bostick, Senior Operations
Officer; Butch Boland, President of Community Insurance; Gerald Player, Area Executive; Stacey Mann,

- President of Community Bank. Not Pictured: Dwight Griffin, Area Executive, and Graham Anderson,

Director of Risk Management.




Community Bank Locations

Community Bank and Subsidiaries

Blountsvilie

P.O. Box 400
Blountsville, AL 35031
(205) 429-3251

Todd Bennich

Cleveland

P.O. Box 240
Cleveland, AL 35049
(205) 274-8054
Teresa Wood

Demopolis

P.0O. Box 190
Demopolis, AL 36732
(334) 287-2881

Rick Dunn

Demopolis West

P.O. Box 190
Demopolis, AL 36732
(334) 289-2111

Rick Dunn

Double Springs

P.O. Box 1270

Double Springs, AL 35553
(205) 489-5246

Tim Barnett

Elkmont

P.O. Box 330
Elkmont, AL 35620
(205) 732-4440
Corey Griffin

Falkville

P.O. Box 427
Falkville, AL 35622
(205) 784-5252
Terry Moore

Gurley

P.O. Box 470
Gurley, AL 35748
(256) 776-2962
Edna Kirby

I* Community Credit Locations

Haleyville

P.O. Box 637
Haleyville, AL 35565
(205) 486-9561

Eric Poe

Hamilton

P.O. Box 1926
Hamiiton, AL 35570
(205) 921-3000
Stan Brown

Hartselle

P.O. Box 397
Hartselle, AL 35640
(256) 773-3807
Marsha Hathaway

Hartselle Wal-Mart
P.O. Box 397
Hartselle, AL 35640
(256) 773-4335
Marsha Hathaway

Meridianville

P.O. Box 680
Meridianville, AL 35759
(256) 828-9400

Johnny Baugh

New Hope

P.O. Box 414

New Hope, AL 35760
(258) 723-4216

Paul Eckley

Oneonta

P.O. Box 370
Oneonta, AL 35121
(205) 274-8056
Kevin Ellis

Oneonta Wal-Mart
P.O. Box 370
Oneonta, AL 35121
(205) 274-8052
Susan Claburn

Rogersville

P.O. Box 290
Rogersville, AL 35652
(256) 247-7004

Larry Skipworth

Snead

P.O. Box 616
Snead, AL 35952
{205) 466-7103
Gary Smith

Uniontown

P.O. Box 9
Uniontown, AL 36786
(334) 628-2571

Ken Gresham

West Blount

P.O. Box 367
Hayden, AL 35079
(205) 647-6600
Danny Riggs

Albertville

P.O. Box 1893
Albertville, AL 35950
(256) 891-0460
Andy Oram

Arab

P.0O. Box 933
Arab, AL 35016
(256) 931-2178
Peggy Roberts

Athens

P.O. Box 288
Athens, AL 35611
(256) 233-1381
Pamela Stewart

Boaz

P.O. Box 501
Boaz, AL 35957
(256) 593-8706
Wendy Chapman

Cullman

P.O. Box 56
Culiman, AL 35055
(256) 737-9696
Jeremy Gardner

Decatur

P.O. Box 296
Decatur, AL 35601
(256) 308-1040
Karen Hubbard

Community Insurance

Fort Payne

P.O. Box 630137

Fort Payne, AL 35968
(256) 845-9007

Chris Richey

Gadsden

P.C. Box 4383
Gadsden, AL 35904
(256) 549-0377
Andrea Ragsdale

Hartselle

P.O. Box 788
Hartselle, AL 35640
(256) 773-7178
Janis Collins

Huntsville

700 Airport Rd., Suite E
Huntsville, AL 35802
(256) 881-9899

Sandi Gray

Jasper

800 Hwy 78, Suite 2
Jasper, AL 35501
(205) 387-2557
Carla Standeffer

Oneonta

P.O. Box 92
Oneonta, AL 35121
(205) 274-8070
Donna Dutton

Pell City (St. Clair Credit)
P.O. Box 1103

Pell City, AL 35125
(205) 227-0090

Edward Ferguson

Talladega

P.O. Drawer 475
Talladega, AL 35161
(256) 299-0026
Frankie Ferguson

Community Insurance
P.O. Box 47
Huntsville, AL 35804
(256) 533-5600

Butch Boland

Southern Select

P.O. Box 47
Huntsville, AL 35804
(256) 704-0565

Independent Professional Advisors

Certified Public Accountants Securities Counsel Investment Advisors

Carr Riggs & Ingram, LLC Alston & Bird, LLP Burke Capital Group, LLC

7550 Halcyon Summit Drive 1201 W. Peachtree Street 15 Piedmont Center, Suite 840

Montgomery, AL 36117 Atlanta, GA 30309 3575 Piedmont Road N.E.
Atlanta, GA 30305

Annual Report and Form 10-K

A copy of the Company's Annual Report to the Securities and Exchange Commission on Form 10-K for the year ended December 31, 2003 is included
in this Annual Report to Shareholders. An Index to the form 10-K appears on page 143. Additional copies of the Annual Report on Form 10-K will be
sent without charge to any shareholder requesting a copy in writing. Requests should be addressed to Ms. Kerri Kinney, Chief Financial Officer,
Community Bancshares, Inc., P.O. Box 1000, Blountsville, AL 35031.
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IMPORTANT INFORMATION ABOUT THIS REPORT
In this report, the words “Company,” “we,” “us” and “our” refer to the combined entities of Community
Bancshares, Inc., Community Bank, 1* Community Credit Corporation, Community Insurance Corp., Southern
Select Insurance, Inc., Community Appraisals, Inc., and Community Funding Corporation.

The words “Community Bancshares,” “Community Bank,” “Community Credit,” “Community Insurance,”
Southern Select,” “Community Appraisals,” and “Community Funding” refer to each of those entities individually.

SPECIAL CAUTIONARY NOTICE
REGARDING FORWARD-LOOKING STATEMENTS

Certain statements made or incorporated by reference in this report are “forward-looking statements” within the
meaning of, and subject to the protections of, Section 27A of the Securities Act of 1933 and Section 21E of the
Securities Exchange Act of 1934, or the “Exchange Act.”

Forward-looking statements include statements with respect to our beliefs, plans, objectives, goals, expectations,
anticipations, assumptions, estimates, intentions, and future performance, and involve known and unknown risks,
uncertainties and other factors, many of which may be beyond our control, and which may cause our actual results,
performance or achievements to be materially different from future results, performance or achievements expressed
or implied by the forward-looking statements.

All statements other than statements of historical fact are statements that could be forward-looking statements. You
can identify these forward-looking statements through our use of words such as “may,” “will,” “anticipate,” “hope,”
“project,” “assume,” “should,” “indicate,” “would,” “believe,” “contemplate,” “expect,” “estimate,” “continue,”
“plan,” “point to,” “could,” “intend,” “seek,” “target,” and other similar words and expressions of the future. These
forward-looking statements may not be realized due to a variety of factors, including, without limitation:
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e future economic or business conditions;

o governmental monetary and fiscal policies, as well as legislative and regulatory changes, including
changes in tax laws and regulations;

o the risks of changes in interest rates on the levels, composition and costs of deposits, loan demand, and
the values of loan collateral, securities, and interest sensitive assets and liabilities;

e interest rate risks and credit risks of borrowers;

o the effects of competition from a wide variety of local, regional, national and other providers of
financial, investment and insurance services;

s the failure of assumptions underlying the establishment of the allowance for loan losses and other
estimates, and the uncertainty and costs of litigation,

o the risks of mergers, acquisitions and divestures, including, without limitation, the related time and
costs of implementing such transactions, and the possible failure to achieve expected gains, revenue
growth and/or expense savings expected from such transactions;

e changes in accounting policies, rules and practices;

o difficulties with, or changes in the cost or effectiveness of technelogy and/or products;

o the effects of war or other conflict, acts of terrorism or other catastrophic events that affect general
economic conditions; and




e other factors and other information discussed in this report, as well as other factors and risks described
in any of our other reports that we make with the SEC under the Exchange Act.

All written or oral statements that are made by or are attributable to us are expressly qualified in their entirety by
this cautionary notice. We have no obligation and do not undertake to update, revise or correct any of the forward-
looking statements after the date of this report, or after the respective dates on which such statements otherwise are
made.

PART I
ITEM 1. BUSINESS.
General

Our company is made up of the following entities:

. Community Bancshares, Inc., a Delaware bank holding company that owns 100% of Community
Bank and Community Bank’s subsidiaries;

. Community Bank, a community-focused Alabama commercial bank;
. 1* Community Credit Corporation, a finance company subsidiary of Community Bank;
. Community Insurance Corp., a subsidiary of Community Bank that is as an insurance agency for the

sale of title, property, casualty and life insurance to individuals and businesses;

. Southern Select Insurance, Inc., a subsidiary of Community Insurance that brokers agricultural,
commercial and personal insurance products;

. Community Appraisals, Inc., a subsidiary of Community Bank that provides appraisal services in
connection with the lending activities of Community Bank and its subsidiaries, but ceased operations
in late 2003; and

. Community Funding Corporation, a subsidiary of Community Bancshares, Inc. formed on December
30, 2003 to purchase and maintain certain nonperforming assets of Community Bank.

As of December 31, 2003, we had total consolidated assets of approximately $558.6 million, total deposits of
approximately $453.9 million, total consolidated liabilities, including deposits, of approximately $523.2 million, and
consolidated stockholders’ equity of approximately $35.3 million.

Our principal executive offices, which also serve as the principal executive offices of Community Bank, Community
Appraisals and Community Funding, are located at 68149 Main Street, Blountsville, Alabama 35031, and our telephone
number at that address is (205) 429-1000. The principal executive offices of Community Credit are located at 587
Highway 31 N.W., Suite A, Hartselle, Alabama 35640, and the telephone number at that address is (256) 751-2031.
The principal executive offices of Community Insurance and Southern Select are located at 401 Holmes Avenue,
Huntsville, Alabama 35801, and the telephone number at that address is (256) 533-5600.

Community Bancshares
Community Bancshares is a Delaware corporation that is registered as a bank holding company with the Board of

Govermnors of the Federal Reserve System, or the “Federal Reserve,” under the Bank Holding Act of 1956. Community
Bancshares was organized in 1983 and commenced business in 1985.



Our Commercial Banking Business

We conduct our commercial banking operations through Community Bank. Community Bank is an Alabama
banking corporation founded in 1923. Community Bank is a member of the FDIC and its deposits are insured by
the FDIC.

Community Bank provides a broad range of commercial and retail banking services through 20 locations in nine
counties in Alabama. Community Bank offers a wide range of commercial and retail banking services, which
principally include checking transaction accounts, and personal and commercial loans to customers in our target
market area. Community Bank seeks to provide superior service to its customers and to become a vital component
of each of the communities that it serves. We believe that the retail nature of Community Bank’s commercial
banking operations allows for diversification of customers and that our loans to businesses are not concentrated in
any one industry.

Community Bank’s lending activities include commercial, real estate and consumer loans. The majority of
Community Bank’s loans are to individuals and small to mid-sized businesses in Alabama. Our commercial loan
services include term loans, lines of credit and agricultural loans. We provide a broad range of short- to medium-
term commercial loans, both secured and unsecured, to various local businesses for working capital, business
expansion and the purchase of equipment and machinery. Our real estate lending activities include fixed and
adjustable rate residential mortgage loans, construction loans, second mortgages, home improvement loans and
home equity lines of credit. Our consumer lending services include loans for automobiles, recreation vehicles and
boats, as well as unsecured personal loans and loans secured by deposit accounts.

Community Bank operates primarily in small non-urban communities. As of December 31, 2003, Community Bank
operated 18 full service offices and two paying and receiving offices located in Wal-Mart® stores, which primarily
open deposit accounts, cash checks and receive deposits and loan payments.

For the year ended December 31, 2003, Community Bank had pretax losses of approximately $19.6 million. During
the fiscal years 2001 and 2002, Community Bank had pretax income of approximately $801,000 and $3.2 million,
respectively. Our loan portfolio, which consisted of 56.6% of our assets at December 31, 2003, 63.8% at December
31, 2002 and 69.0% at December 31, 2001, continues to represent our largest earning asset. As of December 31,
2003, we had total commercial banking loans of $316.2 million.

Our Other Operations
Non-Traditional Banking Operations

1st Community Credit Corporation operates 12 finance company offices in Limestone, Madison, Morgan, Blount,
Cullman, Marshall, Etowah, DeKalb and Walker Counties, Alabama, primarily in local communities where
Community Bank does not operate. Community Credit provides smaller loans to a market segment traditionally not
pursued by Community Bank. These loans typically involve greater risk and generate higher yields than standard
commercial bank loans. We believe that, by conducting this business, we are establishing a business presence and a
customer base in communities where Community Bank may at some point commence full-scale commercial
banking operations. For the year ended December 31, 2003, Community Credit had pretax income of $933,000.
For the years ended December 31, 2002 and December 31, 2001, we had approximately $380,000 and $(2.4
million), respectively, in pretax income (losses) from the operations of Community Credit. At December 31, 2003,
our loan portfolio at Community Credit was $31.2 million, representing 5.6% of our total assets. At December 31,
2002 and 2001, our loan portfolio at Community Credit was $27.9 million and $24.8 million, representing 4.9% and
3.4% of our total assets, respectively.

Insurance Operations

Community Insurance Corp. serves as an agency in the sale of title, property, casualty and life insurance products to

individuals and businesses in the Huntsville metropolitan area. Community Insurance owns 100% of Southern

Select Insurance, Inc., a managing general agency in Huntsville that brokers agricultural, commercial and personal

insurance products. For the years ended December 31, 2003, December 31, 2002, and December 31, 2001, we had
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approximately $(486,000), $154,000 and $(1.6 million), respectively, in pretax income (losses) from our insurance
operations.

Appraisal Operations

Community Appraisals, Inc. provides appraisal services in connection with the lending activities of Community Bank
and Community Credit. For the years ended December 31, 2003, December 31, 2002, and December 31, 2001, our
appraisal business generated approximately $(6,000), $57,000 and $92,000, respectively, in pretax income (loss). At
this time, Community Appraisals is inactive, and Community Bank is outsourcing its appraisal needs to third parties.

Asset Quality Improvement

Community Funding Corporation was formed in December 2003 for the purpose of purchasing and maintaining certain
of Community Bank’s nonperforming assets in order to improve Community Bank’s asset quality. Community
Funding conducted no business in 2003.

Our Market Area

Community Bank currently has 20 branches in nine counties, most of which are situated in northern Alabama. We
serve customers in nine counties in north Alabama — Blount, Cullman, DeKalb, Etowah, Lauderdale, Limestone,
Madison, Marshall and Morgan Counties; two counties in northwest Alabama — Marion and Winston Counties; and
two counties in southwest Alabama — Marengo and Perry Counties. We have branch offices in Blount, Lauderdale,
Limestone, Madison, Marengo, Marion, Perry and Winston Counties, Alabama. We have focused on those market
areas between the Birmingham and Huntsville metropolitan areas, where significant growth and economic change
has transpired over the last decade.

Community Bank’s primary market area is Blount County, which was added to the Birmingham metropolitan area
in 1983. The Birmingham Metropolitan Statistical Area, or “MSA,” consists of seven counties and is home to
approximately 1.1 million people, representing the most populous MSA in the State of Alabama. Once known as
the South’s largest manufacturing center, Birmingham previously relied heavily on both the steel and manufacturing
industries. Manufacturing remains an important part of Birmingham’s economy but the economy is becoming more
diverse, and, according to the Birmingham Regional Chamber of Commerce, the healthcare, banking and
professional services industries are its leading economic sectors and largest employers.

Birmingham is home to one of the top healthcare sectors in the Southeast, anchored by the University of Alabama at
Birmingham Medical School. As described in the Thomas Banking Dictionary, four of the largest U.S. banks in the
Southeast maintain their headquarters in Birmingham. With banking assets totaling over $160 billion, Birmingham,
according to the Thomas Banking Dictionary, is among the nation’s top ten cities in total banking assets. Currently,
six Fortune 500 companies maintain operations in the Birmingham MSA.

Community Bank also has customers in six counties — Cullman, Lauderdale, Limestone, Madison, Marshall and
Morgan Counties — which are proximate to or within the Huntsville MSA, currently one of Alabama’s fastest
growing metropolitan areas. Huntsville is the State’s second largest MSA with approximately 850,000 people
residing within a 50 mile radius of the city and four million people residing within a 100 mile radius. It has been
identified by the U.S. Census Burcau figures, March 2000, as one of the “Top 50” fastest growing metropolitan
areas in the United States and consistently ranks among the top three wealthiest counties in the Southeast in average
annual wages according to the Alabama Regional Chamber of Commerce.

Huntsville possesses a diverse economic base and is home to numerous industries, including technology, space and
defense, manufacturing, and retail and service. Huntsville is home to numerous centers of global excellence,
including the Cummings Research Park (over 22,500 employees and 220 companies), the NASA Marshall Space
Flight Center, and the US Army Redstone Arsenal. Currently, 20 Fortune 500 companies and 50 publicly traded
companies maintain operations in the Huntsville metropolitan area.

Community Bank has branches in Marion, Lauderdale and Winston Counties, located in northwest Alabama, near
the Mississippi border. These counties are economically driven by manufacturing and furniture production.
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Community Bank also operates in Marengo and Perry Counties, located in southwest Alabama, where
manufacturing, catfish farming, livestock and the timber industry are important components of the local economy.
These are relatively low growth areas, with income levels that are below Alabama averages.

In the first half of 2002, we sold two branch offices of Community Bank located in Pulaski, Tennessee, and eight
branch offices located in Marshall and DeKalb Counties, Alabama, two of which were paying and receiving offices
located in Wal-Mart stores.

Competition

The banking business in Alabama is highly competitive with respect to loans, deposits and other financial services
and is dominated by a number of major banks and bank holding companies that have offices and affiliates operating
over wide geographic areas, and that have greater resources at their disposal than we do. We compete for deposits,
loans and other business with these institutions as well as with other types of financial services entities, including
savings and loan associations, credit unions, securities and mutual fund firms, mortgage companies, and insurance
companies. Many of the major commercial banks operating in or around Community Bank’s service areas offer
services such as investment and trust services, which we do not offer.

Our competitive environment has been and will continue to be materially affected by the enactment of the Gramm-
Leach-Bliley Financial Services Modernization Act of 1999. This law authorized a bank holding company that
possesses a prescribed amount of capital and meets other criteria to become a “financial holding company,” which
enables it to then engage in investment banking, insurance underwriting and the sale of insurance, as well as any
other activity that federal regulators view as “financial in nature.” We may face greater competition as more
financial holding companies enter our market area and offer a more diverse line of financial products and
consolidated financial services than we are able to offer.

In addition, during 2002, Community Bank sold ten of its branch offices located in Pulaski, Tennessee, and DeKalb

and Marshall Counties, Alabama, to competing third party commercial banks. In connection with those sales, we
entered into non-competition agreements that impose the following restrictions:

. Community Bank may not directly or indirectly develop, own or operate any physical location

offering financial services or products within a 25 mile radius of Pulaski, Tennessee, until January

23, 2004, other than those locations of Community Bank that were operating as of January 23, 2002;

. Community Bank may not own or operate any commercial bank branch within DeKalb County,
Alabama, until May 3, 2004;

. Community Bank may not own or operate any commercial bank branch within Marshall County,
Alabama, until May 31, 2004, except that we may operate within the city limits of Guntersville,

Alabama; and

. Community Bank may not directly compete for or solicit any deposits or loans that were the subject
of these sales.

We presently do not have any offices in Guntersville, Alabama.

As a result of these non-competition agreements, we may be temporarily unable to compete in market areas that we
find desirable for the next six months.

Seasonality

The Company’s business is not seasonal in nature.




Customer Concentration

For each of the years ended December 31, 2003, 2002 and 2001, the Company did not, and the Company presently
does not expect that, for the year ended December 31, 2004, it will, derive more than 10% of its revenues, on a
consolidated basis, from any one customer.

Our Regulatory Environment

The banking and financial services industry is extensively regulated under both federal and state law. The following
discussion summarizes certain statutes, rules and regulations affecting our business and operations. This summary is
qualified in its entirety by reference to the statutory and regulatory provisions referred to below and elsewhere and is
not intended to be an exhaustive description of the statutes or regulations applicable to us. Changes in the laws and
regulations that apply to us can affect our operations in substantial and unpredictable ways. We cannot accurately
predict whether legislation will be enacted, and, if enacted, the ultimate effect that it or any implementing
regulations will have on our business, financial condition or results of operations.

The following summary describes our regulatory environment in the absence of any restrictive memoranda, orders or
agreements with our regulators and therefore is further subject to, and does not address, the regulatory restrictions to
which we are currently subject. You should refer to and carefully review these restrictions, which are described below
in this report. To the extent that the limitations imposed by those regulatory restrictions on our business activities are
different than as described in this summary, then the regulatory restrictions govern.

Supervision, regulation, and examination of holding companies and banks by bank regulatory agencies are intended
primarily for the protection of depositors rather than holders of our securities, including our preferred stock and our
commeon stock.

Holding Company Regulation

General

Community Bancshares is a bank holding company within the meaning of the Bank Holding Company Act of 1956, as
amended, or the “BHC Act,” and is subject to supervision, examination, and reporting by the Federal Reserve. The
State of Alabama does not regulate bank holding companies. Community Bancshares is required to file with the
Federal Reserve periodic reports and any additional information as the Federal Reserve may require. The Federal

Reserve regularly examines Community Bancshares and may examine its subsidiaries.

Investment Activities

The BHC Act requires prior Federal Reserve approval for, among other things:

. the acquisition by a bank holding company of direct or indirect ownership or control of more than
5% of the voting shares or substantially all of the assets of any bank; and

. a merger or consolidation of a bank holding company with another bank holding company.

The Change in Bank Control Act and Federal Reserve regulations also generally require a notice and prior action
thereon if anyone not subject to the BHC Act application acquires 10% or more of a bank’s or its parent holding
company’s securities where the bank or holding company has a class of securities registered under the Exchange Act.

A bank holding company may acquire direct or indirect ownership or control of voting shares of any company that is
engaged directly or indirectly in banking, managing or controlling banks, or performing services for its authorized
subsidiaries. A bank holding company may also engage in or acquire an interest in a company that engages in activities
that the Federal Reserve has determined by regulation or order to be so closely related to banking as to be a proper
incident to those activities.



In November 1999, Congress enacted the Gramm-Leach-Bliley Financial Services Modernization Act of 1999, or the
“GLB Act,” which made substantial revisions to the statutory restrictions separating banking activities from certain
other financial activities. Under the GLB Act, bank holding companies that are well-capitalized and well-managed and
meet other conditions can elect to become “financial holding companies.” Financial holding companies and their
subsidiaries are permitted to acquire or engage in previously impermissible activities such as insurance underwriting,
securities underwriting and distribution, travel agency activities, board insurance agency activities, merchant banking,
and other activities that the Federal Reserve determines to be financial in nature or complementary to those activities.
In addition, under the merchant banking authority added by the GLB Act and Federal Reserve regulations, financial
holding companies are authorized to invest in companies that engage in activities that are not financial in nature, as long
as the financial holding company makes its investment with the intention of limiting the investment in duration, does
not manage the company on a day-to-day basis, and the investee company does not cross-market with any of the
financial holding company’s controlled depository institutions. Financial holding companies continue to be subject to
the overall oversight and supervision of the Federal Reserve, but the GLB Act applies the concept of functional
regulation to the activities conducted by subsidiaries. For example, insurance activities would be subject to supervision
and regulation by state insurance authorities. Community Bancshares has not sought approval to become a financial
holding company and presently has no intention of doing so in the foreseeable future.

Source of Financial Strength

Federal Reserve policy requires a bank holding company to act as a source of financial and managerial strength to its
subsidiary banks. This means that a bank holding company must be prepared to use available resources to provide
adequate capital funds to its bank subsidiaries during periods of financial -stress and must have sufficient financial
flexibility and capital-raising capacity to provide ongoing support to the banks. In addition, under the Financial
Institutions Reform, Recovery and Enforcement Act of 1989, or “FIRREA,” if a bank holding company has more than
one bank or thrift subsidiary, each of the bank holding company’s subsidiary depository institutions are responsible for
any losses to the FDIC as a result of an affiliated depository institution’s failure. As a result, a bank holding company
may be required to loan money to its subsidiaries in the form of capital notes or other instruments which qualify as
capital under regulatory rules. Any loans from a bank holding company to its subsidiary banks likely will be unsecured
and subordinated to the bank’s depositors and perhaps to other creditors of that bank.

Transactions With Affiliates

Community Bancshares is a legal entity separate and distinct from Community Bank. Various legal limitations
restrict Community Bank from lending or otherwise supplying funds to Community Bancshares or its other
affiliates. Section 23A of the Federal Reserve Act limits a bank’s “covered transactions,” which include extensions
of credit with any affiliate, to 10% of the bank’s capital and surplus. All covered and exempt transactions between
a bank and its affiliates must be on terms and conditions consistent with safe and sound banking practices, and
banks and their subsidiaries are prohibited from purchasing low-quality assets from the bank’s affiliates. Finally, all
of a bank’s extensions of credit to an affiliate must be appropriately secured by acceptable collateral, generally
United States government or agency securities.

Section 23B of the Federal Reserve Act requires that covered and exempt transactions among affiliates be on terms
and under circumstances, including credit standards, that are substantially the same, or at least as favorable to the
bank or its subsidiary, as those prevailing at the time for transactions with unaffiliated companies.

Bank Regulation
General

Community Bank is an Alabama bank whose deposits are insured by the FDIC. Community Bank is subject to
regulation and examination by the Alabama Superintendent of Banks and by the FDIC. The Alabama Superintendent
of Banks and the FDIC regulate and examine all of Community Bank’s operations, including its overall financial
condition and resources, loan loss reserves, the quality of its loan portfolio, mortgages, payments of dividends, interest
rates charged, the establishment of branches, the actions of its directors and management, the investment of its funds,
and compliance with its charter and the law.




The powers of Alabama-chartered banks include provisions designed to provide these banks with competitive
equality to the powers of national banks. In addition, the GLB Act permits banks to engage in “financial activities”
through subsidiaries in a manner similar to financial holding companies.

Dividends

Various statutes limit Community Bank’s ability to pay dividends, extend credit or otherwise supply funds to
Community Bancshares. Dividends from Community Bank historically have been Community Bancshares’ primary
source of funds for servicing debt and paying cash dividends to our stockholders.

Under Alabama law, a bank may not pay a dividend in excess of 90% of its net earnings until its surplus is equal to
at least 20% of its capital. The prior approval of the FDIC and/or the Alabama Superintendent is required if the
total of all dividends declared by a bank in any calendar year will exceed the sum of that bank’s net earnings for the
year and its retained net earnings for the preceding two calendar years, less any required transfers to surplus. In
addition, a bank may not pay dividends from its surplus without the prior approval of the Superintendent. During
2002 and 2003, Community Bank paid no cash dividends to Community Bancshares. As of December 31, 2003,
Community Bank could not have declared or paid any dividend without prior approval of the Superintendent of
Banks.

In addition, Community Bancshares and Community Bank are subject to various regulatory policies and
requirements that affect the payment of dividends, including requirements to maintain adequate capital. The
appropriate federal and state regulatory authorities are authorized to determine, based on the financial condition of a
bank or bank holding company, that the payment of dividends would be an unsafe or unsound practice and to
prohibit payment of those dividends. The FDIC and the Alabama Superintendent have indicated that paying
dividends that deplete a bank’s capital base to an inadequate level would be an unsound and unsafe banking
practice. .

As to Community Bancshares, the Federal Reserve may prohibit the payment of dividends to our stockholders if it
determines that the payment would constitute an unsafe or unsound practice. The Federal Reserve’s position is that
a bank holding company should not pay dividends if it is experiencing earnings weaknesses or other financial
pressures and should not pay dividends that exceed its net income, that are inconsistent with its capital position or
that could only be funded in ways that weaken its financial health, such as by borrowing or selling its assets. In
addition, a bank holding company must not pay dividends if such payment would affect its ability to provide
adequate financial support for its subsidiary banks. The Federal Reserve has restricted Community Bancshares
from declaring or paying any dividends or repurchasing its capital stock without prior Federal Reserve approval.

Safety and Soundness

The FDIC has adopted the Federal Financial Institutions Examination Council’s, or the “FFIEC,” internal rating
system for assessing the soundness of financial institutions on a uniform basis and for identifying those institutions
requiring special supervisory attention. Each financial institution is assigned a confidential composite “CAMELS”
rating based on an evaluation and rating of the following six components of an institution’s financial condition and
operations:

. Capital adequacy;

. Asset quality;

. Management;

. Earnings;

. Liquidity; and

. Sensitivity to market risk.
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For most institutions, the FFIEC has indicated that market risk primarily reflects exposures to changes in interest
rates. When regulators evaluate this component, consideration is expected to be given to the sensitivity of the
financial institution’s earnings or the economic value of its capital to adverse changes in interest rates, foreign
exchange rates, commodity prices, or equity prices; management’s ability to identify, measure, monitor and control
exposure to market risk; the nature and complexity of interest rate risk exposure arising from non-trading positions;
and the adequacy of its capital and earnings in relation to its level of exposure.

Capital Regulations

The federal bank regulatory agencies have adopted risk-based capital guidelines for bank holding companies and banks.
The guideline for a minimum ratio of capital to risk-weighted assets, including certain off-balance-sheet activities, such
as standby letters of credit, is 8.0%. At least half of the total capital must consist of “Tier 1 Capital,” which includes
common equity, retained earnings and a limited amount of qualifying preferred stock, less goodwill. The remainder
may consist of “Tier 2 Capital,” which includes non-qualifying preferred stock, qualifying subordinated, perpetual,
and/or mandatory convertible debt, term subordinated debt, intermediate term preferred stock and up to 45.0% of the
pretax unrealized holding gains on available-for-sale equity securities with readily determinable market values that are
prudently valued, and a limited amount of any loan loss allowance.

All bank holding companies and banks are expected to hold capital commensurate with the level and nature of their
risks, including the volume and severity of their problem loans. The federal agencies have established minimum
leverage ratio guidelines for bank holding companies, national banks, and state banks, which provide for a minimum
leverage ratio of Tier 1 Capital to adjusted average quarterly assets equal to 3.0%, plus an additional cushion of 1.0% to
2.0% if the institution has less than the highest regulatory rating. The guidelines also provide that institutions
experiencing internal growth or making acquisitions will be expected to maintain capital positions substantially above
the minimum supervisory levels. Higher capital may be required in individual cases, depending upon a bank holding
company’s risk profile. Lastly, the Federal Reserve’s guidelines indicate that the Federal Reserve will continue to
consider a “Tangible Tier 1 Leverage Ratio,” calculated by deducting all intangibles, in evaluating proposals for
expansion or new activity.

FDICIA requires the federal banking agencies to take “prompt corrective action” in respect of depository institutions
that do not meet minimum capital requirements. FDICIA established five capital tiers:

. well capitalized,;

. adequately capitalized,

. undercapitalized;

) significantly undercapitalized; and
. critically undercapitalized.

A depository institution’s capital tier will depend upon how its capital levels compare to various measures and certain
other factors, as established by regulation. The capital measures used by the federal banking regulators are:

. the Total Capital ratio, which is the ratio of the total of Tier 1 Capital and Tier 2 Capital to total risk-
weighted assets;

o the Tier | Capital ratio; and
. the Leverage Ratio.
Under these regulations, a bank will be:

. “well capitalized” if it has a Total Capital ratio of 10.0% or greater, a Tier 1 Capital ratio of 6.0% or
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greater, and is not subject to any written agreement, order, capital directive, or prompt corrective
action directive by a federal bank regulatory agency to meet and maintain a specific capital level for
any capital measure;

o “adequately capitalized” if it has a Total Capital ratio of 8.0% or greater, a Tier 1 Capital ratio of
4.0% or greater, and a leverage ratio of 4.0% or greater — or 3.0% in some circumstances - and is not
well capitalized;

o “undercapitalized” if it has a Total Capital ratio of less than 8.0% or a Tier 1 capital ratio of less than
4.0%, or 3.0% in some circumstances;

. “significantly undercapitalized” if it has a Total Capital ratio of less than 6.0%, a Tier 1 Capital ratio
of less than 3.0%, or a leverage ratio of less than 3.0%; or

. “critically undercapitalized” if its tangible equity is equal to or less than 2.0% of average quarterly
tangible assets.

The following table sets forth the capital information of Community Bancshares and Community Bank as of December
31,2003:

CAPITAL ADEQUACY RATIOS
Minimum
Minimum Capital to be
Actual Requirement _° _Well Capitalized
Amount Ratio Amount Ratio Amount Ratio
(Dollars in thousands)
Total risk based capital to risk weighted assets:
Consolidated.........coverenirencreiricreereeereneas $48423  14.52% § 26,688 8.00% $33,360  10.00%
Community Bank.......ccoecvvevivnennnincnn, 46919  14.10 26,626 8.00 33,282 10.00
Tier 1 capital to risk weighted assets:
Consolidated........ccovvevvrvinnvinnes s 44,127  13.23 13,344 4.00 20,016 6.00
Community Bank ......c.coccovevnecinncrnincicnen 42,633  12.81 13,313 4.00 19,969 6.00
/
Tier 1 capital to average assets: -
Consolidated..........oooeeveeieicnnierriseerennnas 44,127 7.96 22,172 4.00 27,715 5.00
Community Bank.........occcocervmeencnccinnennnnn, 42,633 7.72 22,086 4.00 27,608 5.00

Community Reinvestment Act

Community Bancshares and Community Bank are subject to the Community Reinvestment Act, or the “CRA,” and
the federal banking agencies’ related regulations. Under the CRA, all banks and thrifts have a continuing and
affirmative obligation, consistent with their safe and sound operation, to help meet the credit needs for their entire
communities, including low- and moderate-income neighborhoods. The CRA does not establish specific lending
requirements or programs for financial institutions, nor does it limit an institution’s discretion to develop the types
of products and services that it believes are best suited to its particular community, consistent with the CRA. The
CRA requires a depository institution’s primary federal regulator, in connection with its examination of the
institution, to assess the institution’s record of assessing and meeting the credit needs of the community served by
that institution, including low- and moderate-income neighborhoods. The regulatory agency’s assessment of the
institution’s record is made available to the public. Further, such assessment is required of any institution that has
applied to:

. charter a bank;

J obtain deposit insurance coverage for a newly-chartered institution;
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) establish a new branch office that accepts deposits;
. relocate an office; or

) merge or consolidate with, or acquire the assets or assume the liabilities of, a federally regulated
financial institution.

A less than satisfactory CRA rating will slow, if not preclude expansion of banking activities.
Current CRA regulations rate institutions based on their actual performance in meeting community credit needs.

CRA performance is evaluated by the FDIC, Community Bank’s primary federal regulator using a lending test, an
investment test, and a service test. The FDIC also will consider:

° ~ demographic data about the community;

o the institution’s capacity and constraints;

° the institution’s product offerings and business strategy; and

° data on the prior performance of the institution and similarly situated lenders.

The Federal bank regulators recently proposed changes to their CRA regulations that would, among other things,
require that evidence of discriminatory, illegal, or abusive lending transactions be considered in an institution’s
CRA evaluation. Financial holding company subsidiaries must receive “satisfactory” or better CRA ratings to
engage in financial holding company or subsidiary activities permitted by the GLB Act. Community Bank received
a “satisfactory” CRA rating at its most recent examination on September 1, 2003.

Consumer Regulations

Interest and certain other charges collected or contracted for by Community Bank are subject to state usury laws and
certain federal laws concerning interest rates. Community Bank’s loan operations are also subject to certain federal
laws applicable to credit transactions, such as:

. the federal Truth-In-Lending Act governing disclosures of credit terms to consumer borrowers;

) the Home Mortgage Disclosure Act of 1975 requiring financial institutions to provide information to
enable the public and public officials to determine whether a financial institution is fulfilling its
obligation to help meet the housing needs of the community it serves;

. the Equal Credit Opportunity Act prohibiting discrimination on the basis of race, creed, or other
prohibited factors in extending credit;

U the Fair Credit Reporting Act of 1978 governing the use and provision of information to credit
reporting agencies;

) the Fair Debt Collection Act governing the manner in which consumer debts may be collected by
collection agencies;

] The GLB Act, which requires banks and their affiliated companies to adopt and disclose privacy
policies, including policies regarding the sharing of personal information they obtain from
customers with third parties; and

. the rules and regulations of the various federal agencies charged with the responsibility of
implementing such federal laws.
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FDIC Insurance Assessments

Community Bank’s deposits are primarily insured by the FDIC’s Bank Insurance Fund, or “BIF.” The FDIC utilizes a
risk-based deposit insurance premium schedule to determine the assessment rates for Bank Insurance Fund-insured
depository institutions. Each financial institution is assigned to one of three capital groups:

. well capitalized;
. adequately capitalized; or
. undercapitalized.

Each financial institution is further assigned to one of three subgroups within a capital group, on the basis of
supervisory evaluations by the institution’s primary federal and, if applicable, state regulators and other information
relevant to the institution’s financial condition and the risk posed to the applicable insurance fund. The actual
assessment rate applicable to a particular institution will, therefore, depend in part upon the risk assessment
classification so assigned to the institution by the FDIC. The FDIC is presently considering whether to charge deposit
insurance premiums based upon management weaknesses and whether the bank’s underwriting practices,
concentrations of risk, and growth are undisciplined or outside industry norms.

“The BIF assessment rates currently range from zero basis points on deposits for a financial institution in the highest

category, to 27 basis points on deposits for an institution in the lowest category. In addition, the Deposit Insurance
Funds Act of 1996 authorizes the FDIC to collect The Financing Corporation, or “FICO,” deposit assessments on
Bank Insurance Fund — and Savings Association Insurance Fund-assessable deposits at the same rate. FICO
assessments are set quarterly, and in 2003 ranged from 1.52 to 1.68 cents per $100 of assessable deposits. For the
first and second quarters of 2004, the FICO assessment rate for such deposits will be 1.54 cents per $100 of
assessable deposits. Community Bank paid insurance premiums in 2001, 2002 and 2003 of $91,509, $532,118 and
$776,814, respectively, and paid FICO assessments of approximately $115,000, $99,000 and $73,000, in each of
these years, respectively. :

Enforcement Policies and Actions

The Federal Reserve, the FDIC and the Alabama Superintendent monitor compliance with laws and regulations.
Violations of laws and regulations, or other unsafe and unsound practices, may result in these agencies imposing
fines or penalties, issuing cease and desist orders or memorandums of understanding, or taking other enforcement
actions. Under certain circumstances, these agencies may enforce these remedies directly against officers, directors,
employees and others participating in the affairs of a bank or bank holding company. The regulatory agencies have
extensive powers to enforce their agreements with banks and bank holding companies, including, among other
actions, civil money penalties, and possible proceedings to terminate FDIC insurance. We presently are subject to a
memorandum of understanding, a safety and soundness compliance plan and two cease and desist orders. See “Our
Current Regulatory Restrictions.”

Fiscal and Monetary Policy

Banking is a business that depends on interest rate differentials. In general, the difference between the interest paid by
a bank on its deposits and its other borrowings, and the interest received by a bank on its loans and securities holdings,
constitutes the major portion of a bank’s earnings. Thus, our earnings and growth will be subject to the influence of
economic conditions generally, both domestic and foreign, and also to the monetary and fiscal policies of the United
States and its agencies, particularly the Federal Reserve.

The Federal Reserve regulates the supply of money through various means, including open market dealings in United
States government securities, the discount rate at which banks may borrow from the Federal Reserve, and the reserve
requirements on deposits. The monetary policies of the Federal Reserve historically have had a significant effect on the
operating results of commercial banks and will continue to do so in the future. The conditions in the national and
international economies and money markets, as well as the actions and changes in policy by monetary and fiscal
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authorities, and their effect on us cannot be predicted.
Insurance Regulation

Community Insurance and Southern Select are licensed insurance agents and brokers for various insurance
companies, and are subject to regulation by the Alabama Insurance Commission.

Legislative and Regulatory Changes

On October 26, 2001, the International Money Laundering Abatement and Anti-Terrorism Funding Act of 2001,
was enacted into law. This law restricts money laundering by terrorists in the United States and abroad. This Act
specifies new “know your customer” requirements that will obligate financial institutions to take actions to verify
the identity of the account holders in connection with opening an account at any U.S. financial institution. Banking
regulators will consider compliance with the act’s money laundering provisions in making decisions regarding
approval of acquisitions and mergers. In addition, sanctions for violations of the act can be imposed in an amount
equal to twice the sum involved in the violating transaction, up to $1.0 million.

Legisiative and regulatory proposals regarding changes in banking laws, the regulation of banks, thrifts and other
financial institutions, as well as bank and bank holding company powers are being considered by the executive
branch of the Federal government, Congress and various state governments, including Alabama. The FDIC has
proposed comprehensive deposit insurance reform legislation. Other proposals pending in Congress would, among
other things, allow banks to pay interest on checking accounts and to establish interstate branches de novo. Certain
of these proposals, if adopted, could significantly change the regulation of banks and the financial services industry.
It cannot be predicted whether any of these proposals will be adopted, and, if adopted, how these proposals will
affect us.

In the wake of the tragic events of September 11th, on October 26, 2001, the President signed the Uniting and
Strengthening America by Providing Appropriate Tools Required to Intercept and Obstruct Terrorism, or “USA
PATRIOT,” Act of 2001. Under the USA PATRIOT Act, financial institutions are subject to prohibitions against
specified financial transactions and account relationships as well as enhanced due diligence and “know your
customer” standards in their dealings with foreign financial institutions and foreign customers. For example, the
enhanced due diligence policies, procedures, and controls generally require financial institutions to take reasonable
steps:

* to conduct enhanced scrutiny of account relationships to guard against money laundering and report any
suspicious transaction;

*  to ascertain the identity of the nominal and beneficial owners of, and the source of funds deposited into, each
account as needed to guard against money laundering and report any suspicious transactions;

e to ascertain for any foreign bank, the shares of which are not publicly traded, the identity of the owners of the
foreign bank, and the nature and extent of the ownership interest of each such owner; and

s to ascertain whether any foreign bank provides correspondent accounts to other foreign banks and, if so, the
identity of those foreign banks and related due diligence information.

The USA PATRIOT Act requires financial institutions to establish anti-money laundering programs. The USA
PATRIOT Act sets forth minimum standards for these programs, including:

o the development of internal policies, procedures, and controls;
o the designation of a compliance officer;
* an ongoing employee training program; and
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e an independent audit function to test the programs.

In addition, the USA PATRIOT Act authorizes the Secretary of the Treasury to adopt rules increasing the
cooperation and information sharing between financial institutions, regulators, and law enforcement authorities
regarding individuals, entities and organizations engaged in, or reasonably suspected based on credible evidence of
engaging in, terrorist acts or money laundering activities. Any financial institution complying with these rules will
not be deemed to have violated the privacy provisions of the Gramm-Leach-Bliley Act, as discussed above.

Our Current Regulatory Restrictions

We presently are subject to a number of restrictions that have been imposed by our regulators under four separate
regulatory orders. We have summarized these regulatory orders below, and, although we presently are operating
under these orders, we cannot assure you that we will be able to continue to operate under these orders or that our
regulators will not impose additional orders and restrictions upon us in the future.

Memorandum of Understanding between Community Bancshares and the Federal Reserve Bank of Atlanta

On April 9, 2001, the board of directors of Community Bancshares entered into a Memorandum of Understanding,
or “MOU,” with the Federal Reserve Bank of Atlanta, or the “FRB,” after the FRB rated our condition as “less than
satisfactory.” Under the terms of the MOU:

. Community Bancshares is prohibited from conducting the following activities without the FRB’s
prior written approval:

o} declaring or paying any dividends or any other capital distributions on our capital stock,
including repurchasing of corporate stock;

o} incurring additional indebtedness or altering the terms of existing indebtedness; or
o) increasing the annual management fees charged by Community Bancshares to
Community Bank;
. Community Bancshares must maintain a Tier 1 leverage ratio of at least 6.5% as of the end of

every fiscal quarter, and must notify the FRB in the event that the ratio is anticipated to fall below
that level at the end of any calendar quarter;

J Community Bancshares must review at least quarterly and update and provide to the FRB its
Capital and Income Plan, detailing the capital positions and earnings performance of Community
Bank and describe how those positions and performance would be maintained at adequate levels;

. Within 60 days of the date of the MOU, Community Bancshares was required to:

o) establish a capital and dividend policy, including minimum target levels of capital and
establishing appropriate guidelines for dividends; and

o provide the FRB with a plan to strengthen its overall internal audit program;

o Within 30 days of the date of the MOU, Community Bancshares was required to provide the FRB
with a contingency plan for conserving or raising cash, as well as a listing of loans or other credit
extended by Community Bank to facilitate the purchase of Community Bancshares’ common
stock; »

. For any loans determined not to be in compliance with Section 23A of the Federal Reserve Act,
Community Bancshares agreed to provide a plan detailing how the violation(s) would be
corrected,;
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. Community Bancshares agreed to provide the FRB, within 30 days of the end of each quarter, a
written report detailing the action taken to ensure compliance with the MOU, which must include:

o} updated cash flow statements showing the projected sources and uses of funds for a 3-
year period, consisting of the current year and the next two years;

o parent-only balance sheets, income statements and statement of changes in stockholders’
equity for the period ending that quarter;

o a litigation update concerning suits involving current or former stockholders; and

o copies of any Bank correspondence with the Alabama Banking Department, which,
together with the Alabama Superintendent of Banks, we refer to as the “Department,”
and the FDIC regarding compliance with their supervisory actions.

In addition, on March 8, 2002, the FRB requested, and Community Bancshares agreed, to an amendment to the
MOU, which prohibits Community Bancshares from making any distributions of interest, principal or other sums on
subordinated debentures or trust preferred securities without the FRB’s prior written approval. On November 27,
2002, we agreed to a second amendment, which prohibits Community Bancshares, including any of its non-bank
subsidiaries and the Employee Stock Ownership Plan, from amending any existing compensation arrangements or
initiating any new compensation, indemnification or other payment arrangements with or on behalf of any
employee, officer or director of Community Bancshares without the FRB’s prior approval.

We believe that we are in compliance in all material respects with the MOU and its amendments, all of which are
still in effect.

Safety and Soundness Compliance Plan between Community Bank and the FDIC

Based on an examination as of June 30, 2001, the FDIC and the Alabama State Banking Department requested
Community Bank to develop and adopt a Safety and Soundness Compliance Plan. This Plan was adopted on March
5, 2002, and it replaced a similar document known as a “Memorandum of Understanding” that had been issued by
the FDIC and the Alabama State Banking Department on April 18, 2001. Pursuant to the Plan:

. the board of directors was required to review Community Bank’s organizational structure and
staffing requirements and then hire and train any additional personnel necessary to comply with
the Plan;

. the board of directors was required to review and revise Community Bank’s loan policy and

underwriting standards, loan collection plan, allowance for loan losses methodology, interest rate
risk policy and asset liability management policy;

. the board of directors was required to adopt an internal audit program, an internal controls
program, procedures for internal and external loan documentation review and a plan to reduce
classified assets;

) Community Bank is restricted from extending credit to borrowers holding classified loans;

. the board of directors committed to maintaining a Tier 1 capital ratio of at least 7.0% and to obtain
regulatory approval prior to paying any dividends to Community Bancshares;

. the board of directors is required to submit a budget and profit plan, and has to review the
adequacy of loan loss allowances to assure an adequate balance prior to submitting Community
Bank’s Reports of Condition and Income;

) Community Bank was required to engage an outside accounting firm to perform its internal audit
function, and must form an administration department to strengthen its internal controls; and
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° management is required to make monthly progress reports to the board of directors regarding its
success in meeting the Plan requirements and to submit quarterly progress reports to the
regulators.

The Safety and Soundness Compliance Plan is still in effect, and we continue to make detailed quarterly progress
reports to our regulators. We believe that we are in compliance in all material respects with the Plan.

Cease and Desist Order between Community Bank and the Alabama State Banking Department
On December 10, 2002, the board of directors of Community Bank entered into an agreement with the Alabama

State Banking Department. The agreement provided that the board of directors would take certain actions
regarding: :

. an investigation into payments made in connection with several construction projects of
Community Bank;

. approval and management of payments and loans involving our directors, officers and employees;
and

. expense controls and review of financial statements.

With respect to the investigation of construction payments, Community Bank’s Audit Committee, with the
assistance of independent accountants and counsel, must determine whether any directors, officers or employees
improperly benefited from payments made by Community Bank for construction projects. If any of these persons
received improper benefits, then the Audit Committee must determine the amount of such benefits, fix an
appropriate rate of interest due to Community Bank on the principal amount of any benefit, require restitution of the
amount of the benefit, plus accrued interest, and investigate any apparent negligence on the party of Community
Bank employees with regard to improper payments. Community Bank has reported the Audit Committee’s progress
and findings to the Alabama State Banking Department for its review.

The board of directors of Community Bank has agreed, among other things, to require board approval of all
extensions of credit to insiders, as defined in the Federal Reserve’s Regulation O. The board also has agreed to
implement certain procedures for managing existing loans to insiders, including limitations on renewals, methods of
collection of adversely classified loans to certain insiders, obtaining current appraisals on collateral, and securing
adversely classified loans. In addition, the board has agreed to:

o limit future extensions of credit and any payments other than ordinary compensation to any
director, officers or employee who, after investigation, is deemed to owe restitution to Community
Bank or whose loans have been adversely classified,

] consult with the Alabama State Banking Department regarding settlement of litigation; and

o obtain prior approval for sales or transfers of Community Bank’s assets benefiting any director,
officer or employee deemed to owe restitution.

In an effort to control Community Bank’s expenses, the board has directed the Audit Committee to review for
adequacy and appropriateness bills paid by Community Bank for professional services from 1998 to the present, to
recover fees improperly paid, if any, for the benefit of third parties and to establish additional internal controls for
the payment of future bills.

We believe that we are in compliance in all material respects with this cease and desist order.
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Stipulation and Consent to the Issuance of an Order to Cease and Desist between Community Bank and the FDIC

On March 4, 2003, the board of directors of Community Bank and the FDIC entered into a Stipulation and Consent
to the Issuance of an Order to Cease and Desist. The Order was effective on March 22, 2003. The FDIC alleged
deficiencies relating to the supervision of the board of directors over active management of Community Bank,
supervision and control of lending to insiders and accurate maintenance of Community Bank’s books and records.
The FDIC characterized these deficiencies as unsafe and unsound banking practices. The board of directors
consented to the Order without admitting or denying those allegations. Pursuant to the Order, the board of directors
agreed to cease and desist from conduct giving rise to the noted deficiencies and to:

. develop, within 30 days of the effective date of the Order, a written plan specifying the
responsibilities and lines of authority for Community Bank’s executive officers and outlining
internal controls to ensure compliance with the plan;

. refrain from making, renewing or modifying any loans to current or former executive officers or
directors without prior approval of the FDIC and the Alabama State Banking Department;

. amend Community Bank’s books and records to reflect the actual value of bank premises and
fixed assets; and

. supply a copy of the Order to Community Bancshares and provide Community Bancshares with a
summary of the Order for inclusion in Community Bancshares’ next stockholder communication.

We believe that we are in compliance in all material respects with all provisions of the Order and the only on-going
requirement relates to loans to former executive officers and directors.

Statistical Disclosure

Statistical and other information regarding the following items are set forth in "Management's Discussion and
Analysis of Financial Condition and Results of Operations."”

ITEM 2. PROPERTIES.

Our corporate headquarters is owned by Community Bank and located at 68149 Main Street (U.S. Highway 231) in
Blountsville, Alabama. Community Bank’s administrative, operational, accounting and legal functions are housed
in three buildings constructed in 1997, all of which are located on the same property as the corporate headquarters.
These buildings, which collectively offer a total of approximately 72,500 square feet of office space on seven acres
of land, are in good condition.

The main banking office of Community Bank is located at 69156 Main Street, Blountsville, Alabama. The premises
are owned by Community Bank. This building offers a total of 7,500 square feet of office space and is in good
condition.

At December 31, 2003, Community Bank owned or leased buildings that were used in the normal course of
business in nine counties in Alabama, including Blount, Lauderdale, Limestone, Madison, Marengo, Marion,
Morgan, Perry and Winston Counties. 1st Community Credit owned or leased buildings that were used in the
normal course of business in ten counties in Alabama, including Blount, Cullman, Marshall, Morgan, Limestone,
Lawrence, Etowah, Madison, DeKalb and Walker Counties. Community Insurance Corp. and its subsidiary,
Southern Select Insurance, Inc., owned a building that is used in the normal course of business in Madison County,
Alabama. The Company presently believes that none of these other facilities are, individually, material to its
operations, and, if the Company was forced for any reason to vacate or sell any of these other facilities, the
Company presently believes that it would be able to timely identify and occupy suitable alternative locations on
equally favorable terms. :

For information about the amounts at which bank premises, equipment and other real estate are recorded in our
financial statements and information relating to commitments under leases, see our consolidated financial statements
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and the accompanying notes to consolidated financial statements included elsewhere in this report.
ITEM 3. LEGAL PROCEEDINGS.
Background

At a June 20, 2000 meeting of the board of directors of Community Bank, one of Community Bank’s directors
brought to the attention of the board of directors the total amount of money that Community Bank had paid to
subcontractors in connection with the construction of a new Community Bank branch office in Guntersville,
Alabama. Based upon the size of this amount, management commenced an investigation into these expenditures.

At the request of management, the architects and subcontractors involved in the construction project made
presentations to the boards of directors of the Community Bancshares and Community Bank on July 15 and July 18,
2000, respectively. At the July 18, 2000 meeting of the board of directors of Community Bank, another director
alleged that Community Bank had been overcharged by subcontractors on that construction project, as well as on
another construction project that remained uncompleted at that time.

On July 18, 2000, the boards of directors of Community Bancshares and Community Bank appointed a joint
committee comprised of independent directors to investigate these alleged overcharges. The joint committee
retained independent legal counsel and an independent accounting firm to assist its investigation and has since made
its report to the boards of directors.

Community Bank’s directors who alleged the construction overcharges also informed bank regulatory agencies and
law enforcement authorities of their concerns. These agencies and authorities conducted their own investigations
into this matter. Based on its findings, the FDIC issued restitution and/or removal orders against Kennon R.
Patterson, Sr., former Chairman and Chief Executive Officer of the Company and Community Bank, and Larry
Bishop, former Vice President of Community Bank. These regulatory actions are still pending at this time. The
board of directors of Community Bancshares and the board of directors of Community Bank terminated Kennon R.
Patterson, Sr. on January 27, 2003, and the board of directors of Community Bank terminated Larry Bishop on
February 6, 2003. On October 29, 2003, the United States Department of Justice announced the filing of a 25-count
indictment against Messrs. Patterson and Bishop, and a construction contractor, in connection with a scheme to
divest Community Bank’s funds for Mr. Patterson’s personal benefit. On November 14, 2003, Mr. Patterson
informed Community Bancshares that he was taking a leave of absence from Community Bancshares’ board of
directors pending a resolution of the criminal charges against him. Mr. Patterson stated that he would not seek re-
election to Community Bancshares’ board of directors if the criminal charges were not resolved prior to the
expiration of his current term in 2005. Community Bancshares and Community Bank continue to seek Mr.
Patterson’s resignation as a director of Community Bancshares and recover all amounts owed by Mr. Patterson to
Community Bank.

Patterson Litigation

Plaintiffs: Kennon R. Patterson, Sr., Community Bancshares’s former Chairman, President and Chief
Executive Officer

Defendants: Community Bancshares, Community Bank, five of the directors of Community Bancshares
and Community Bank, and Powell, Goldstein, Frazer and Murphy, LLP, as counsel to
Community Bank’s Audit Committee

On April 9, 2003, Mr. Patterson filed an adversary proceeding against the defendants in the United States
Bankruptcy Court for the Northern District of Alabama in connection with his petition for protection under Chapter
11 of the United States Bankruptcy Code. Mr. Patterson’s complaint:

e alleges that Community Bancshares breached its employment agreement with Mr. Patterson by terminating his
employment on January 27, 2003 and failing to pay him for compensation and benefits that had accrued prior to
his termination; and
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o alleges that Community Bank, members of Community Bank’s Audit Committee, the Audit Committee’s
independent counsel and Community Bancshares’ current Chairman, President and Chief Executive Officer
conspired to interfere with Mr. Patterson’s contract and business relationship with Community Bancshares.

The suit secks damages in excess of $150.0 million for, among other things, lost compensation and benefits, mental
anguish, and damage to Mr. Patterson’s reputation. Community Bancshares presently believes that this lawsuit is
without merit and intends to vigorously defend itself against this action.

On May 9, 2003 the defendants filed a motion to dismiss the suit, and, on June 17, 2003, the court denied the
motion to dismiss the suit as to Community Bancshares, Community Bank and the named directors. On July 7,
2003, those defendants filed a counterclaim against Mr. Patterson asserting that Mr.” Patterson breached his
employment agreement with Community Bancshares, engaged in fraudulent conduct, and converted property
belonging to Community Bank to his personal use.

On January 12, 2004, the bankruptcy proceeding filed by Mr. Patterson was dismissed without prejudice.
Community Bancshares, Community Bank and the individual defendants moved to dismiss the adversary
proceeding in bankruptcy filed against them by Mr. Patterson. That motion is currently under consideration by the
Bankruptcy Court for the Northern District of Alabama.

Further, on March 15, 2004 the Employee Stock Ownership Plan, or “ESOP,” of Community Bancshares, together
with the ESOP trustee, North Star Trust Company, filed suit in the United States District Court for the Northem
District of Alabama against Mr. Patterson. In the lawsuit, the ESOP seeks damages for alleged breaches of
fiduciary duty by Mr. Patterson, and both the ESOP and the trustee seek a declaratory judgment that the ESOP has a
right of set-off against Mr. Patterson’s account in the ESOP, and the ESOP is not required to make a distribution of
funds to Mr. Patterson.

Corr Family Litigation
Plaintiffs: Bryan A. Corr and six other of Community Bancshares’ stockholders related to Mr. Corr

Defendants: Community Bancshares, Community Bank, and certain named directors and officers of
Community Bancshares and Community Bank

On September 14, 2000, the plaintiffs filed an action against the defendants in the Circuit Court of Blount County,
Alabama, alleging that the named directors actively participated in or ratified the misappropriation of corporate
income by Mr. Patterson and others. Because the action was not styled as a stockholder derivative action, on
January 3, 2001, the defendants filed a motion for summary judgment on the basis that these claims are derivative in
nature and cannot be brought on behalf of individual stockholders. On May 15, 2003, the court granted the
defendants’” motion for summary judgment, and the plaintiffs have appealed the court’s ruling.

Benson Litigation

Plaintiffs: M. Lewis Benson, Doris E. Benson, John M. Packard, Jr. and Andy C. Mann, four of
Community Bancshares’ stockholders

Defendants: Community Bancshares, Community Bank, certain of the present and former directors of
Community Bancshares and Community Bank, an employee of Community Bank and two
construction subcontractors previously hired by the Company

On July 21, 2000, the plaintiffs filed a lawsuit, styled as a stockholder derivative suit, in the state Circuit Court of
Marshall County, Alabama against the defendants, relating to alleged overcharges in construction costs. At the
time, these charges were being investigated by a joint committee of the boards of directors of Community
Bancshares and Community Bank.
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The complaint:

e alleges that the directors, officers and employee named as defendants (i) breached their fiduciary duties, (ii)
failed to properly supervise officers and agents of Community Bancshares and Community Bank, and (iii)
permitted waste of corporate assets by permitting the subcontractor defendants to overcharge Community Bank
in connection with the construction of two new Community Bank branch offices, and to perform the
construction work without written contracts, budgets, performance guarantees and assurances of
indemnification;

s alleges that Kennon R. Patterson, Sr., the Company’s former Chairman, President and Chief Executive Officer,
breached his fiduciary duties by permitting the two named subcontractors to overcharge for work performed on
the two construction projects in exchange for discounted charges for work these subcontractors performed in
connection with the construction of Mr. Patterson’s residence;

e alleges that the director defendants knew or should have known of this alleged arrangement between Mr.
Patterson and the subcontractors; and

s alleges that Mr. Patterson, the Community Bank employee and the two subcontractor defendants made false
representations and suppressed information about the overcharges and arrangement between Mr. Patterson and
the subcontractors.

On August 15, 2000, the plaintiffs filed an amended complaint that generally reiterates the allegations of the
original complaint, and further:

s alleges that the Bank was overcharged on all construction projects from January 1997 to the present; and

e alleges that the defendants breached their fiduciary duties and are guilty of gross financial mismanagement,
including making or approving loans and taking improper actions to conceal the fact that the loans were
uncollectible.

On September 18, 2000, the plaintiffs filed a second amended complaint generally reiterating the allegations of the
original and first amended complaints, and further:

e alleging that the plaintiffs were improperly denied their rights to inspect and copy certain records of
Community Bancshares and Community Bank; and

e alleging that the directors of Community Bancshares abdicated their roles as directors either by express
agreement or as a result of wantonness and gross negligence.

The second amended complaint further asserts that the counts involving inspection of corporate records and director
abdication are individual, non-derivative claims. The second amended complaint seeks, on behalf of Community
Bancshares, an unspecified amount of compensatory damages in excess of $1.0 million, punitive damages,
disgorgement of improperly paid profits and appropriate equitable relief. Upon a motion of the defendants, the case
was transferred to the state Circuit Court in Blount County, Alabama by order dated September 21, 2000, as
amended on October 12, 2000.

Tentative settlements of the lawsuit were announced in November 2002, August 2003 and November 2003 but were
not finalized.

On January 6, 2004, the Circuit Court of Blount County, Alabama disapproved a proposed settlement of the Benson
and Packard derivative lawsuits. Subsequently, another settlement proposal was made by the individual defendants,
other than Kennon R. Patterson, Sr., directly to Community Bancshares and Community Bank. Pursuant to this new
settlement, Community Bank would receive $1.655 million, less any fees awarded by the Court to the plaintiffs’
attorneys. A special committee of the Boards of Directors of the two companies, consisting of the members who are
not defendants in the cases, accepted the offer which was then was filed with the Court on February 19, 2004. No
hearing on the motion has yet been set. All proceedings in these cases have been stayed pending a decision from
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the Supreme Court of Alabama as to whether the cases can proceed as to Mr. Patterson and Larry Bishop prior to
their trial on criminal charges.

On or about April 5, 2004, Travelers® Casualty and Surety Company of America filed a motion for permission to
intervene in the Benson litigation asserting that, to the extent that it is required to reimburse Community Bancshares
and Community Bank for losses pursuant to the Company’s fidelity bond, it will be subrogated to the derivative
claims made on behalf of Community Bancshares and Community Bank in the Benson litigation.

Packard Derivative Litigation

Plaintiffs: M. Lewis Benson, Doris E. Benson, John M. Packard, Jr. and Andy C. Mann, four of
Community Bancshares’ stockholders

Defendants: Sheffield Electrical Contractors, Inc., Steve Sheffield, Jay Bolden, Dudley, Hopton-
Jones, Sims & Freeman, PLLP, Glynn C. Debter, Kennon R. Patterson, Jr., Robert O.
Summerford, Jimmie A. Trotter, John L. Lewis, Jr., Merritt M. Robbins, Stacey W.
Mann, B. K. Walker, Jr., Denny Kelly, Roy B. Jackson, Loy D. McGruder, and Hodge
Patterson

On April 4, 2003, the plaintiffs, which are the same as in the Benson case described above, filed a derivative action
against the defendants. This action, while stemming from the same facts alleged in the Benson Litigation, is based
not upon what the director-defendants “did (and did not do) before learning of the over billing [sic.] allegations
against {Mr.] Patterson in July 2000” but, instead, is based upon “what they have done (and failed to do) after the
filing of the Benson lawsuit — that is, after they learned of the allegations against [Mr.] Patterson in July 2000.”

On June 18, 2003, the Circuit Court of Jefferson County, Alabama granted the motion filed by Community
Bancshares, Community Bank and most of the individual defendants to transfer the suit to the Circuit Court of
Blount County, Alabama.

On or about October 1, 2003, one of the defendants, Dudley, Hopton-Jones, Sims & Freeman, PLLP, formerly the
certified public accountants and outside auditors for Community Bancshares and Community Bank, filed a cross-
claim against Community Bank, Community Bancshares, Glynn C. Debter, Kennon R. Patterson, Jr., Robert O.
Summerford, Jimmie A. Trotter, John L. Lewis, Jr., Merritt M. Robbins, Stacey W. Mann, B. K. Walker, Jr., Denny
Kelly, Roy B. Jackson, Loy D. McGruder, and Hodge Patterson, all of whom are directors or former directors of
Community Bancshares and/or Community Bank. The cross-claim demands “compensatory damages, interest, and
costs, including the amount of any adverse judgment entered in this cause” against Dudley, Hopton-Jones. Punitive
damages are also demanded in some counts. The basis for the claims is common law indemnity, contractual
indemnity, negligence, misrepresentation, suppression, and concealment of material facts, and, civil conspiracy.

On November 11, 2003 Community Bancshares, Community Bank, and certain individual defendants entered into
an agreement to settle this case, which was not finalized.

On January 6, 2004, the Circuit Court of Blount County, Alabama disapproved a proposed settlement of the Benson
and Packard derivative lawsuits. Subsequently, another settlement proposal was made by the individual defendants,
other than Kennon R. Patterson, Sr., directly to Community Bancshares and Community Bank. Pursuant to this new
settlement, Community Bank would receive $1.655 million, less any fees awarded by the Court to the plaintiffs’
attorneys. A special committee of the Boards of Directors of the two companies, consisting of the members who are
not defendants in the cases, accepted the offer which was then was filed with the Court on February 19, 2004. No
hearing on the motion has yet been set. All proceedings in these cases have been stayed pending a decision from
the Supreme Court of Alabama as to whether the cases can proceed as to Mr. Patterson and Larry Bishop prior to
their trial on criminal charges.
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Lending Acts Litigation
Plaintiffs: William Alston, Murphy Howard, and Jason Tittle

Defendants: Community Bancshares, Community Bank, Holsombeck Motors, Inc., Lee Brown d/b/a
Alabama Bond & Investigation a/k/a ABI Recovery, Chris Holmes d/b/a Alabama Bond &
Investigation a’k/a ABI Recovery, Regina Holsombeck, Kennon “Ken” Patterson, Sr., Hodge
Patterson, James Timothy “Tim” Hodge, Emie Stephens, and the State of Alabama
Department of Revenue

On October 11, 2002, the plaintiffs filed a class action against the defendants alleging that Community Bank and
others conspired or used extortionate methods to effect a lending scheme of “churning phantom loans,” and that
profits from the scheme were used to secure an interest in and/or to invest in an enterprise that affects interstate
commerce. The plaintiffs specifically allege that Community Bank used various methods to get uneducated
customers with fair to poor credit to sign numerous “phantom loans” when the customers only intended to sign for
one loan. Claims include racketeering activity within the meaning of the Racketeer Influenced and Corrupt
Organizations Act of 1970, conspiracy, spoliation, conversion, negligence, wantonness, outrage, and civil
conspiracy. :

On or about February 17, 2004, an amended complaint was filed in this lending acts litigation. The amended
complaint, which completely replaces the original complaint, omits class action and racketeering claims and alleges
violations of the Truth in Lending Act and Regulation Z of the Federal Reserve Board in addition to conversion,
negligence, outrage, suppression, fraud and misrepresentation, trespass, conspiracy and failure to provide notice
before disposition of collateral for loans. On April 2, 2004, eighty-one individuals, most of whom were formerly
members of the purported class in the lending acts litigation filed by William Alston, filed suit against Community
Bancshares, Community Bank and a former Community Bank employee in the Circuit Court of Jefferson County,
Alabama. This suit claims that the defendants injured the plaintiffs, primarily in connection with lending at
Community Bank's office in Double Springs, Alabama, by wrongfully taking property, committing fraud, furnishing
inaccurate information to credit reporting agencies, negligently hiring, training and supervising employees,
negligently handling customer accounts, altering loan documents and failing to honor oral and written contracts
with the plaintiffs.

Employee Litigation

Plaintiffs: Bishop K. Walker, Jr., former Senior Executive Vice President and General Counsel of
Community Bancshares, and Denny G. Kelly, former President of Community Bank

Defendants: Community Bancshares, Community Bank, Kennon R. Patterson, Sr., and a number of
unidentified defendants

On May 5, 2003, the plaintiffs filed separate suits in the Circuit Court of Blount County, Alabama, against the
defendants alleging that they were induced to retire based upon misrepresentations made by Kennon R. Patterson,
Sr., who at the time was Community Bancshares’ Chairman, President and Chief Executive Officer. The plaintiffs
clajim that Mr. Patterson’s actions constituted fraud, promissory fraud, fraudulent suppression, fraud in the
inducement, deceit, fraudulent deceit, negligence, recklessness, wantonness and breach of contract. The complaints
seck an unspecified amount of compensatory and punitive damages.

On October 23, 2003 Community Bancshares and Community Bank filed counter claims against Mr. Walker and
Mr. Kelly seeking repayment of amounts paid to them as part of a severance arrangement and, in the case of Mr.
Kelly, amount owed to Community Bank in connection with the two loans from Community Bank to Mr. Kelly.

Other Litigation

In addition to the foregoing, Community Bancshares and its affiliates also are from time to time parties to other

legal proceedings arising in the ordinary course of Community Bancshares’ business. Community Bancshares

presently believes that, other than the litigation discussed above, there is no other litigation to which Community
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Bancshares or its affiliates presently are subject that, if such litigation were to result in an outcome unfavorable to
Community Bancshares, would, individually or in the aggregate, have a material adverse effect on Community
Bancshares’ financial condition or results of operations.

Community Bancshares’ Certificate of Incorporation and Bylaws provide that, in certain circumstances, Community
Bancshares will indemnify its directors and officers, and, provided such persons acted in accordance with the
standards set forth in the Delaware General Corporation Law and Community Bancshares’ organizational
documents, advance expenses to its directors and officers in connection with investigations and proceedings in
connection with their service as officers and directors of Community Bancshares.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

No matter was submitted to a vote of security holders by solicitation of proxies or otherwise during the fourth
quarter of 2003.

PART 11

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES.

Number of Shares and Holders

We presently have no shares of our preferred stock outstanding. At March 18, 2004, we had approximately
8,376,163 shares of our common stock outstanding and held by approximately 2,320 stockholders of record.

Market Information

There is no active trading market for our common stock, and we presently do not expect any active trading market
for our common stock to develop. Our common stock has been purchased and sold infrequently in private
transactions, and there is no reliable information available as to trades of our common stock, or as to the prices at
which our common stock has traded. Our management has reviewed the limited information available to us as to
the ranges at which shares of our common stock has been traded. The following data regarding our common stock
is provided for informational purposes only, and should not be viewed as indicative of the actual or market value of
our common stock. "

Estimated Price Range

Per Share
High Low
2003:

CFourth QUANTET ... ..ottt $5.50 $5.00
Third QUATTET ..c..ooviiiieeci e 8.00 4.50
SeCONd QUATTET......ocertieiecreereie et st s s aasbesre e snesaeens 7.00 4.50
FIrSt QUATTEE .oiovveecviiirieeieoriee st ireeian e naaeseaesebee st sebessacaneensaneas 15.00 10.00
2002:

Fourth QUATTET........cvirieiirieieiecictcsreen et ste ettt ave e $15.00 $15.00
Third QUATTEE ..c.veovve it seae e sae e tr st e st ere e 15.00 15.00
Second QUATTET.....veovieeer e et se e e e s srresebeens 20.00 15.00
First QUAIET ..covivvveeiiiivieiesieiesie et sie ettt st st e ane e 15.00 15.00
2001:

Fourth QUATTET........cooeoeeiiiciiecicrsrerce ettt avanna $18.00 $12.00
Third QUAETTET ...oveevvieie ettt s v e e e ae v 15.00 15.00
Second QUATTET.......ccue ettt 22.00 15.00
First QUarter ..o 22.00 15.00




In addition, we engaged Alex Sheshunoff & Co. Investment Banking, LP, to perform independent valuations of the
fair market value of our common stock held by our Employee Stock Ownership Program, or “ESOP,” as of
December 31, 2002 and 2001, and, at each of those dates, Alex Sheshunoff determined the value of the shares of
our common stock held by the ESOP to be $7.00 per share. In addition, we have engaged Alex Sheshunoff to
perform an independent valuation of the fair market value of our common stock held by our ESOP as of December
31, 2003. As of'the date of this Report, however, we had not yet received the results of that valuation.

Recent Sales of Unregistered Securities

During the fourth quarter of 2003, the Company commenced a private placement of its common stock, and, as of
December 31, 2003, the Company had sold 2,151,552 shares of its common stock at a price of $5.35 per share,
resulting in net proceeds of approximately $10.4 million. In addition, the Company granted to those investors who
initially purchased shares in the offering prior to December 31, 2003, as well as to one investor who purchased an
additional 40,345 shares after December 31, 2003, an option to exchange by December 31, 2008, in whole but not
in part, the shares of the Company’s common stock purchased in the offering for shares of the Company’s newly
designated Series 2003 noncumulative preferred stock. The Company completed this offering on February 20,
2004, selling an additional 1,586,771 shares of its common stock for $7.9 million of additional net proceeds,
resulting in the sale of a total of 3,738,323 shares for total net proceeds from the offering of $18.3 million.

The Series 2003 noncumulative preferred stock has a liquidation preference equal to the aggregate purchase price of
the 2,191,897 shares of common stock initially purchased in the offering, and each whole share of the Series 2003
noncumulative preferred stock will have a liquidation preference of $500,000. The Series 2003 noncumulative
preferred stock has, among other things, the following designations:

e The Series 2003 noncumulative preferred stock has terms consistent with the Company's Tier 1 capita
treatment for regulatory purposes; :

e The Series 2003 noncumulative preferred stock is noncumulative and is not entitled to the payment of, or
otherwise accrue, any dividends;

e The Series 2003 noncumulative preferred stock is not entitled to the benefit of any sinking fund or similar
arrangement;

e The Series 2003 noncumulative preferred stock has no preemptive, preferential or other right to purchase,
subscribe for or convert into any other of the Company’s securities;

¢  The Company is not required to purchase the shares of Series 2003 noncumulative preferred stock;

e Holders of the Series 2003 noncumulative preferred stock do not have registration rights requiring the
Company to register the shares of the Series 2003 noncumulative preferred stock; and

o . The Series 2003 noncumulative preferred stock has no voting power with respect to any Company matters,
except in the case of a merger or a significant acquisition or sales transaction, in which case, the Series
2003 noncumulative preferred stock will be entitled to one vote per whole share, and will vote together, as
one class, with the holders of our common stock.

The complete terms of the Series 2003 noncumulative preferred stock are set forth in the Certificate of Designation
of the Series 2003 Noncumulative Preferred Stock of Community Bancshares, Inc., which the Company has filed
with the Secretary of State of the State of Delaware as part of its Certificate of Incorporation.

No underwriters were involved in this offering. FIG Partners, L.L.C., an affiliate of Burke Capital Group, L.L.C.,

served as the Company’s sole placement agent in the offering. The investors in the offering were comprised

entirely of “accredited investors,” as that term is defined in Rule 501 of Regulation D promulgated under the

Securities Act of 1933. The common stock and options issued by the Company in the offering were not registered

under the Securities Act of 1933, in reliance upon the exemption from registration under Section 4(2) and the safe
26




harbor afforded by Rule 506 of Regulation D. The certificates evidencing the shares of common stock and the
options sold in the offering bear restrictive legends permitting the transfer of the underlying securities only upon
registration of the securities or an exemption under the Securities Act, together with an opinion of counsel.

In connection with the offering, the Company entered into an engagement letter with FIG Partners, pursuant to
which FIG Partners agreed to serve as placement agent for the offering, and the Company agreed to grant to FIG
Partners, upon the closing of the offering, a warrant to purchase shares of the Company’s common stock. In
connection with the closing of the offering on February 20, 2004, the Company became obligated to issue to FIG
Partners a warrant to purchase up to 140,187 shares of the Company’s common stock at an exercise price of $5.89
per share. The warrant expires on February 20, 2008, and, until that date, may be exercised either in cash or
pursuant to a "cashless exercise."

Dividends

We have not declared or paid any dividends on our common stock since December 31, 2000. Generally, the
payment of dividends on our common stock is subject to the prior payment of principal and interest on our long-
term debt, the retention of sufficient earnings and capital in our operating subsidiaries and regulatory restrictions.
Currently, Community Bank is subject to restrictions on its activities imposed by bank regulators, which, among
other things, limit Community Bank’s ability to pay dividends to Community Bancshares. Dividends from
Community Bank historically have been the primary source of cash and income to Community Bancshares and,
consequently, any restrictions on Community Bank’s ability to pay dividends severely limits our liquidity and
ability to pay dividends on our common stock.

Community Bancshares is similarly subject to a memorandum of understanding with the Federal Reserve that,
among other things, prohibits us from declaring or paying any dividends on our common stock without the prior
written approval of the Federal Reserve. In addition, because we have deferred our interest payments due upon our
outstanding 10.875% junior subordinated debentures that support our trust preferred securities, we may not, under
the terms of the indenture that governs those debentures, make any dividend payments on our common stock.

As a result, we presently do not anticipate declaring or paying dividends on our common stock during 2004 or at
any time in the foreseeable future.
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ITEM 6. SELECTED FINANCIAL DATA.

The following table sets forth selected financial data for the last five years, and should be read in conjunction with the
section in this Report entitled ‘“Management’s Discussion and Analysis of Financial Condition and Results of

2

Operations,’
averages are daily averages.

" Net interest inCome...........ovvecrrvennne
Provision for loan losses ................
Loss from continuing operations....

Income (loss) from discontinued operations..........

Net income (108S) ..oooeveerverenriiiennne

Per share data:
Earnings (loss) per share from
continuing operations — basic
Earnings (loss) per share from

continuing operations - diluted

Earnings per share — basic..........

Earnings per share — diluted...........ccocovnnccnnn
Cash dividends .........coverevreerreencenecreecernes

Balance Sheet:

LOANS (1ot et ea ettt e .

TOtal SSEtS ..o e
Deposits...cccoiiiiiiiiiicene s
FHLB long-term debt........cooceeriicrrnernrinccreneee
Other long-term debt........ooerrrrnirninecnene

Trust preferred securities ...
Average equity ...................

AVETAZE SSELS ... eueeeereiieirinereeteeeieecerecece s

Ratios:

Return on AVErage assetS....ccovviniviiiiiiienie e

Return on average equity .......c.cococoeorvrerenievcennnne

Average equity to average assets

as well as our consolidated financial statements and related notes contained elsewhere herein.

Years ended December 31,
2003 2002 2001 2000 1999
(Dollars in thousands except per share data)
18,860 3 23,505 3% 22,853 § 22418 § 26,672
11,381 10,033 6,096 7,573 4,459
(13,100) (5,023) (2,381) (2,853) *x
- 5,927 938 (167) **
(13,100) 904 (1,423) (3,019) 1,658
2.79) (1.08) (0.52) (0.64) **
2.79) (1.08) (0.52) (0.61) *x
2.79) 0.19 0.31) (0.68) 0.37
2.79) 0.19 0.3D) (0.65) 0.36
- - - 0.75 0.60
316,207 359,184 501,519 528,316 498,726
558,555 567,596 727,591 713,518 674,898
453,946 459,464 617,706 600,901 573,261
38,000 38,000 38,000 38,000 40,000
3,169 3,578 4,667 5,675 6,637
10,000 10,000 10,000 10,000 -
36,984 42,848 42,938 41,776 44,203
556,591 629,481 725,461 710,915 632,713
(2.35)% 0.14% (0.20)% (0.42)% 0.26%
(35.42) 2.11 (3.31) (7.23) 3.75
6.64 6.81 5.92 5.88 6.99

All

** 1999 data does not reflect separate net income components for discontinued operations of certain branches divested

in 2002.
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS.

The purpose of this discussion is to assist in the understanding of, and to focus on the significant changes in, the
financial condition and results of operations of the Company and its subsidiaries during each of 2001, 2002 and 2003.
This discussion and analysis is intended to supplement and highlight information contained in, and should be read in
conjunction with, the Company's consolidated financial statements and related notes and the selected financial data
presented elsewhere in this report.

Overview

We conduct our operations, which consist primarily of traditional commercial banking operations, through
Community Bank and its subsidiaries. Through Community Bank, we provide a full range of banking services to
individual and corporate customers in nine counties in north Alabama — Blount, Cullman, DeKalb, Etowah,
Lauderdale, Limestone, Madison, Marshall and Morgan Counties; two counties in northwest Alabama — Marion and
Winston Counties; and two counties in southwest Alabama ~ Marengo and Perry Counties. The retail nature of
Community Bank’s commercial banking operations allows for diversification of depositors and borrowers, and
Community Bank’s management believes it is not dependent upon a single or a few customers. Community Bank
does not have a significant portion of commercial banking loans concentrated within a single industry or group of
related industries. Also, we do not consider our commercial banking operations to be seasonal in nature.

For the year ended December 31, 2003, the Company had a loss of approximately $13.1 million. In comparison, the
Company reported net income of approximately $904,000 for the year ended December 31, 2002. This
approximately $14.0 million change is attributable to a variety factors, including, among other things:

e income of approximately $8.5 million from discontinued operations which was recorded in the
Company’s 2002 net income, and no similar income realized in 2003;

e an increase of approximately $7.1 million in noninterest expenses due to: (i) increased professional
fees associated with continued litigation and regulatory issues the Company has been confronting; (ii)
increased foreclosed assets and related costs, as the Company has identified and addressed problems in
its loan portfolio and the resulting increase in foreclosed assets, (iii) impairments on fixed assets as
part of the Company’s branch rationalization decisions, and (iv) losses that were realized on certain
pending litigation matters;

e a decline of approximately $4.6 million in net interest income occurred in 2003, primarily due to: (i)
lower levels of earning assets, resulting from the Company’s decreased new loan growth and an
increase in contractual and early payments, as well as charge-offs and foreclosures, and (ii) lower
yields on earning assets due to: (x) an overall lower interest rate environment, (y) increased nonaccrual
loans, and (z) increased levels of investment securities, which typically have lower yields than loans;
and

e an increase of approximately $1.4 million in the provision for loan losses, reflecting the Company’s
continuing efforts to timely identify and resolve problem loans.

These factors were partially offset by a related tax benefit during 2003 of approximately $8.1 million.

During the fourth quarter of 2003, the Company commenced a private placement of its common stock, and, as of
December 31, 2003, the Company had sold 2,151,552 shares of its common stock at a price of $5.35 per share,
resulting in net proceeds of approximately $10.4 million. In addition, the Company granted to those investors who
initially purchased shares in the offering prior to December 31, 2003, as well as to one investor who purchased an
additional 40,345 shares after December 31, 2003, an option to exchange by December 31, 2008, in whole but not
in part, the shares of the Company’s common stock purchased in the offering for shares of the Company’s newly
designated Series 2003 noncumulative preferred stock. The Series 2003 noncumulative preferred stock has a
liquidation preference equal to the aggregate purchase price of the 2,191,897 shares of common stock initially
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purchased in the offering, and each whole share of the Series 2003 noncumulative preferred stock will have a
liquidation preference of $500,000. The Company completed this offering on February 20, 2004, selling an
additional 1,586,771 shares of its common stock for $7.9 million of additional net proceeds, resulting in the sale of a
total of 3,738,323 shares for total net proceeds from the offering of $18.3 million.

In connection with the offering, the Company entered into an engagement letter with FIG Partners, L.L.C., an
affiliate of Burke Capital Group, L.L.C., pursuant to which FIG Partners agreed to serve as placement agent for the
offering, and the Company agreed to grant to FIG Partners, upon the closing of the offering, a warrant to purchase
shares of the Company’s common stock. In connection with the closing of the offering on February 20, 2004, the
Company became obligated to issue to FIG Partners a warrant to purchase up to 140,187 shares of the Company’s
common stock at an exercise price of $5.89 per share. The warrant expires on February 20, 2008, and, until that
date, may be exercised either in cash or pursuant to a "cashless exercise."

Primary Sources of Revenues and Expenses

Net Interest Income

While Community Bank provides most traditional banking services, its principal activities as a community bank are
the taking of demand and time deposits and the making of secured and unsecured consumer loans and commercial

loans in its markets. As a result, our principal source of revenue is net interest income at Community Bank. Net
interest income is the difference between:

e income we receive on our interest-earning assets, such as investment securities and loans; and
e payments we make on our interest-bearing sources of funds, such as deposits and borrowings.

The level of net interest income is determined primarily by the average balances, or volume, of interest-earning
assets and the various rate spreads between the interest-earning assets and our funding sources. Changes in our net
interest income from period to period result from, among other things:

¢ increases or decreases in the volumes of interest-earning assets and interest-bearing liabilities;

e increases or decreases in the average rates earned and paid on those assets and liabilities;

e  our ability to manage the interest-earning asset portfolio, which includes loans;

¢ the availability and costs of particular sources of funds, such as noninterest-bearing deposits; and

e our ability to “match” our liabilities to fund our assets.
Net Noninterest Income
Our net noninterest revenues consist primarily of:

s service charges on customer deposit accounts;

®  insurance commissions;

e securities gains or losses; and

e other service fees charged to customers.

Our net noninterest expenses consist primarily of:
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s salaries and employee benefits;
¢ costs to hold and maintain premises and equipment;
e insurance;
s  director and committee fees;
¢ professional service fees, especially legal and accounting; and
e litigation losses.
Critical Accounting Policies

The Company’s accounting policies are established in accordance with accounting principles generally accepted in the
United States and general practices within the Company’s industry. The application of certain of these accounting
policies involves a significant amount of judgment as well as the use of estimates and assumptions based upon
information that the Company has at the time. These estimates and judgments involve significant uncertainties, and are
susceptible to change. If different assumptions or conditions were to prevail, depending upon the magnitude of any
discrepancies from the Company’s estimates and judgments, then the Company’s financial condition and results of
operations may prove to be materially different from the presentation herein.

The Company recognizes the following as critical accounting policies:

o Accounting for Allowance for Loan Losses. Management analyzes the loan portfolio to determine the
adequacy of the allowance for loan losses and the appropriate provision required to maintain a level
that management considers to be adequate to absorb anticipated loan losses. When management
believes that the collection of the principal of a loan is unlikely, that loan is charged off against the
allowance for loan losses. Subsequent recoveries of principal on that loan are added back to the
allowance for loan losses. Management’s evaluation of the adequacy of the allowance for loan losses
is based on a formal analysis which assesses the risks within the loan portfolio. Among other factors
that management considers are the following:

o the Company’s past loan loss experience;

o known and inherent risks in the loan portfolio, including past due and nonperforming loans;
o adverse situations that may affect the borrowers’ ability to repay those loans;

o the estimated value of any underlying collateral;

o the reviews of regulators; and

© an analysis of current economic conditions.

The consideration and application of many of these factors involve assumptions, estimates and judgments
that are inherently uncertain and are subject to change. Management believes that the allowance for
loan losses was adequate at December 31, 2003. While management uses available information to
recognize losses on loans, future additions to the allowance for loan losses may be necessary based on
economic changes and changes to various borrowers. Certain economic and interest rate factors could
have a material effect on the determination of the allowance for loan losses. Our allowance for loan
losses is also subject to regulatory examinations and determinations as to adequacy, which may take
into account such factors as the methodology used to calculate the allowance for loan losses and the
size of the allowance for loan losses in comparison to a group of peer banks identified by our

regulators. During their routine examinations of banks, the Federal Deposit Insurance Corporation and
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the Alabama State Banking Department may require a bank to make additional provisions to its
allowance for loan losses where, in the opinion of the regulators, credit evaluations and allowance for
loan loss methodology differ materially from those of management.

Accounting for Income Taxes. The Company uses the asset and liability method of accounting for income
taxes. The Company’s determination of the deferred and current provision for income taxes requires
analysis by the Company’s management of certain transactions and the related tax laws and regulations
applicable to those transactions. Management exercises significant judgment in evaluating the amount and
timing of the recognition of the resulting tax liabilities and assets. Those judgments and estimates are re-
evaluated on a continual basis as regulatory and business factors change. However, because
management’s judgments and estimates are inherently subjective and subject to change, there can be no
assurance that the Company’s determination of the provision for income taxes will not be changed,
upward or downward, in future periods.

Accounting for Contingencies.  Statement of Financial Accounting Standard No. 5 (*SFAS 57),
“Accounting for Contingencies,” defines a contingency as an existing condition, situation, or set of
circumstances involving uncertainty as to possible gain or loss. 1t will ultimately be resolved when one or
more future events occur or fail to occur. SFAS 5 defines the different levels of probability as to whether
or not future events will confirm the existence of a loss as follows:

o “probable” — meaning that the future event or events are likely to occur;

o ‘“reasonably possible” — meaning that the chance of the future event or events occurring is more
than remote but less than likely; or

o ‘“‘remote” — meaning that the chance of the future event or events is slight.

Professional judgment is required to classify the likelihood of the future events occurring. In assessing
these levels of probability, management acquires all relevant information concering the uncertain set of
circumstances. An accrual of a loss occurs when it is both probable that an asset has been impaired or a
liability has been incurred and when the amount of loss can be reasonably estimated.

As discussed in Note 15 to the Company’s consolidated financial statements, legal proceedings are
pending or threatened against the Company, its subsidiaries as well as their respective indemnities.
Except as discussed in Note 15:

o management has not concluded that it is probable that a loss has been incurred in any pending
litigation;

o management is unable to make a meaningful estimate of the amount or range of loss that could
result from an unfavorable outcome of pending litigation; and

o accordingly, management has not provided any amounts in the consolidated financial statements
for unfavorable outcome, if any.

As discussed in Note 15, the Company has accrued $2.5 million for potential losses on pending litigation,
where in management’s best judgment, these losses are both probable and reasonably estimated. These
estimates are based on current circumstances of pending matters, and, although management believes the
loss recognized is appropriate, circumstances could change resulting in a different amount of loss. The
losses accrued are in most part based on various settlement negotiations, which began in the fourth
quarter of 2003.

The present litigation environment is substantially uncertain, and it is possible that the Company’s

consolidated results of operations, cash flows or financial position could be materially affected by

unfavorable outcomes or settlements of certain pending litigation. All such cases are, and will continue to

be, vigorously defended. However, the Company and its subsidiaries may enter into discussions in an
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attempt to settle particular cases if it is in the best interests of the Company’s stockholders to do so.

s Accounting for Impaired Assets. Statement of Financial Accounting Standard No. 144 (“SFAS 144”),
“Accounting for the Impairment or Disposal of Long-Lived Assets,” requires long-lived assets to be sold
to be classified as held for sale when certain criteria are met. A long-lived asset classified as held for sale
is measured at the lower of its carrying amount or fair value less cost to sell and no longer depreciated
while it is classified as held for sale. As discussed in Note 5 to our consolidated financial statements, the
Company has classified three properties as held for sale. Consequently, the Company incurred a loss of
$928,397 on these assets in transferring them to held for sale.

The Company used estimates in determining the fair values of these assets and, although the Company
believes the fair values established are reasonable, it is possible that the Company’s results of operations,
cash flows or financial position could be materially affected by the eventual sale of the assets.

FINANCIAL CONDITION
General

The Company’s total assets at December 31, 2003 were $558.6 million, a decrease of $9.0 million (1.6%) from $567.6
million at December 31, 2002. The Company continued to experience declines in net loans of $47.6 million due to pay-
offs in the loan portfolio, the lack of new loan growth and increased allowance for loan losses. . The Company also
experienced a $5.6 million (1.2%) decline in deposits from December 31, 2002 to December 31, 2003, primarily due to
management’s decision not to pursue higher priced certificates of deposits. Management’s decision was based upon
our reduced funding needs resulting from the decline in loans, as well as our focus on building profitable relationships.
Funding is not currently needed for liquidity at the Company’s subsidiary, Community Bank. Noninterest-bearing
deposits increased $3.4 million (6.4%) from December 31, 2002 to December 31, 2003, and interest-bearing deposits
decreased by $8.8 million (2.2%) during that same period.

Earning Assets
The earning assets of the Company are mainly comprised of
¢ loans;
e investment securities;
e interest-bearing balances in other banks; and
¢ federal funds sold.

The Company’s average total assets in 2003 were $556.6 million, representing a decrease of $72.9 million, or 11.6%,
from average total assets of $629.5 million in 2002. Average total assets decreased $96.0 million, or 13.2% from
$725.5 million in 2001 primarily as the result of ten branch divestitures in the first and second quarters of 2002.
Average earning assets were $488.2 million, $526.0 million and $530.7 million in each of 2003, 2002 and 2001,
respectively, accounting for approximately §7.7%, 83.6% and 73.1% of the Company's average total assets for the
respective years. Average earning assets decreased in 2003 and 2002 because of the branch divestitures described
above.

Average loans, excluding those associated with discontinued operations, net of unearned income, were $330.9 million,
$382.1 million and $398.5 million, representing 67.8%, 72.6% and 75.1% of average earning assets during 2003, 2002
and 2001, respectively. Average loans decreased in 2003 and 2002 primarily because of lack of new loan volume and
other factors, including contractual and early payments, coupled with charge-offs and foreclosures. Average
investment securities for the Company were $130.1 million in 2003, representing 26.6% of average eaming assets for
the year and an increase of $13.5 million, or 11.6%, from the average investment securities for 2002. This increase was
due to the Company’s reinvestment of funds resulting from the decline in loans into investment securities. The
Company’s average investment securities were $116.6 million in 2002 and represented 22.2% of average earning assets
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in 2002, compared to 21.5% in 2001. The change in the mix of loans and securities has been attributable to the
decrease in loans described above. Average federal funds sold as a percent of average earning assets was 4.9%, 4.6%
and 3.4% for 2003, 2002 and 2001, respectively. The decrease in average federal funds from $24.4 million to $23.9
million in 2003 was related to the increased securities investments. The other earning asset categories accounted for
less than 3.0% of average eaming assets for all three periods.

Cash and amounts due from banks increased $14.4 million during 2003, from $16.0 million at December 31, 2002
to $30.4 million at December 31, 2003. The significant increase experienced by the Company in 2003 is due
primarily to earnings credit rates, which are applied to balances held in the Company’s correspondent bank accounts
that are maintained with other banks. The Company receives credits based on its balances at these correspondent
banks, and the credits are used to offset the service charges experienced by the Company. These earnings credit
rates are currently higher than the federal funds sold rates. The Company, therefore, increased its balances in its
main correspondent account during 2003 to take advantage of the better rate. The Company ultimately received a
larger credit against the service charges it would have paid compared to the interest income it otherwise would have
recetved had the funds been held in federal funds sold.

Loans comprise the largest single category of the Company’s net assets. Total loans, net of unearned income,
decreased approximately $43.0 million, or 12.0%, in 2003, to $316.2 million at December 31, 2003. In 2002, total
loans decreased approximately $142.3 million, or 28.4%, to approximately $359.2 million at December 31, 2002, from
$501.5 million at December 31, 2001. The Company has experienced a significant decrease in loans since December
31, 2001 of $183.5 million. The largest decline of $142.3 million was during 2002 when the Company sold ten of its
branch bank offices. During 2003, loans declined $43.0 million. Loan foreclosures of $6.9 million, other asset
foreclosures of $2.5 million, charge-offs of $6.8 million and transfers to held for sale of $1.8 million, contributed to
$18.0 million of this decline. The remainder was due to contractual payments and prepayments received, net of new
loans booked.
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The following table shows the classification of loans by major category at December 31, 2003, and at the end of each of
the preceding four years:

LOAN PORTFOLIO
December 31,
2003 2002 2001 2000 1999
Percent Percent Percent Percent Percent

Amount of Total Amount of Total Amountof Total Amountof Total Amount of Total

(Dollars in thousands)
Commercial, financial and

agricultural ...........ccooene.. $ 73,746 23.3% $101,841 283% $146210 . 29.1% $ 140,773 26.6% $ 124,245 24.9%
Real estate - construction...... 3,386 1.1 2,017 0.6 3,126 0.6 5,429 1.0 6,470 1.3
Real estate -mortgage............ 176,097 55.7 174,775 487 233,216 465 236,592 448 224,129 449
Installment loans to

individuals........cccoccerorinne 62,826 19.9 80,596 224 119,031 23.8 145673 276 144,453 289
Unamortized premiums in

(15 ORI 184 - - - - - - - - -
Unearned income ........o......... 32) - 45 - (64) - asyy_ - (571) -
Loans, net of

unearned Income................ 316,207 100.0% 359,184 100.0% 501,519 100.0% 528,316 100.0% 498,726 100.0%
Allowance for loan losses..... 14,358 9,784 7.292 7,107 2,603
Net 10ans......cecvecreenrreenn, $301,849 $349,400 5494227 $ 521,209 $496,123

The following table provides maturities of certain loan classifications and an analysis of these loans maturing in over
one year as of December 31, 2003:

SELECTED LOAN MATURITY AND INTEREST RATE SENSITIVITY

Rate Structure for Loans

Maturity Maturing Over One Year
Over One
One Year Over Predetermined Floating or
Year or Through Five Interest Adjust| ble
Less Five Years Years Total Rate Rat
(In thousands) )
|
Commercial, financial and
agricultural ...........cccocovvererenne .8 23245 § 17,564 § 32937 $§ 73,746 $ 14,129 § 36,372
Real estate - construction. ......... 2,529 99 758 3.386 180 677
Total v $ 25774 $ 17663 $ 33695 $§ 77,132 $§ 14309 § 37.049

During the fourth quarter of 2003, the Company began a process of identifying certain nonperforming loans it
wanted to sell. As these loans are identified, they are classified as held for sale and written down to fair market
value based on bids received from prospective purchasers. At December 31, 2003, the net value of loans that had
been transferred to held for sale was $1.8 million. The write down on these loans were $1.9 million and is included
in loans charged off in the allowance for loan losses. '
Nonperforming Assets and Past Due Loans
The Company’s nonperforming assets are comprised of:

e nonaccruing loans;

¢ loans 90 days past due or greater;

e restructured loans;

* nonaccruing securities; and
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e  other real estate owned.

The Company’s total nonperforming assets as of December 31, 2003 were $24.1 million, comprised primarily of
nonaccruing loans, represented an increase of $1.8 million, or 8.1%, over the $22.3 million of nonperforming assets at
December 31, 2002. This increase is due to several factors, including the poor asset quality in the Company’s loan
portfolio and the migration of loans past due less than 90 days into more than 90 days past due, nonaccruing loans or
the conversion of those loans into other real estate owned. The total nonperforming assets at December 31, 2002
increased approximately $9.8 million, or 78.4%, to approximately $22.3 million, from approximately $12.5 million at
December 31, 2001. This significant increase during 2002 also was the result of poor asset quality in the loan portfolio.
While increases in total nonperforming assets during 2002 were, in many cases, due to increased efforts to initially
recognize problem assets, increases in 2003 were due not only to continuation of these efforts, but also to the migration
of poor quality loans to nonperforming status.

At December 31, 2003, total nonaccruing loans amounted to $14.1 million, an increase of $4.0 million, or 39.6%, over
total nonaccruing loans at December 31, 2002 of $10.1 million. This increase was due to a large amount of past due
loans migrating to nonaccruing status. During 2002, nonaccruing loans increased 71.2%, from $5.9 million at
December 31, 2001 to $10.1 million at December 31, 2002. This increase primarily resulted from a large amount of
loans being reclassified as nonaccruing in connection with the Company’s focusing more effort on recognizing problem
loans and implementing more stringent credit standards. Loans past due 90 days or more decreased $1.1 million, or
47.8%, from $2.3 million at December 31, 2001 to $1.2 million at December 31, 2002. Loans past due 90 days as of
December 31, 2003 was $0.6 million, representing a decrease of $0.6 million, or 50.8%, from $1.2 million at December
31, 2002, primarily as a result of the Company’s renewed focus on past due credits to bring more attention and
frequency to the oversight of delinquent loans. The Company has recognized weaknesses in its asset quality and has
increased its credit standards through various enhancements and initiatives including but not limited to the following:

¢ improvements in lending personnel and credit administration process;

e establishment of a Special Assets division to focus on nonperforming loans, other real estate owned and
other foreclosed assets;

e centralized loan processing to ensure that loan policies and procedures and documentation are applied
consistently and accurately;

e improved collection and analysis of updated financial data on borrowers;

¢ tighter lending authority limits for lenders;

e improved credit training, risk selection and loan underwriting;

e renewed focus on reducing past due loans;

e ongoing improvements and updates to the Company’s overall loan policies; and

e written, comprehensive strategies and policies required for all problem assets above $150,000.
Although the Company presenﬂy believes that it has identified the significant problems in its loan portfolio, it can give
no assurance that continued deterioration of the loan portfolio will not occur. However, it is the Company’s policy to

adequately reserve for losses in the loan portfolio. See “Results of Operations — Provision for Loan Losses, Net
Charge-Offs and Allowance for Loan Losses” for more information and detail below.
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The following table summarizes the Company's nonperforming assets at December 31 during each of the last five years:
NONPERFORMING ASSETS

December 31,
2003 2002 2001 2000 1999
(Dollars in thousands)

Nonaceraing 10ans.........oovevvveeeiieeeeiveeeevenn. $ 14,138 $ 10,099 $ 5,859 $ 1,877 $ 2,709

Loans past due 90 days or more...........cc.c.... 611 1,241 2,346 2,571 1,332

Restructured [0anS .......coveovvvcnreenrieenrirecnennnn, 2,390 3.244 - - -

Total nonperforming loans. .........ccccoveveevcenanae 17,139 14,584 8,205 4,448 4,041

Other real State........ooceeveiiereeviiieeereerecnan _ 6,945 7.676 4,287 1,881 766
Total nonperforming assets................. $24084 $22260 312492 § 6329 § 4807

Ratios:

Allowance for loan losses to total

nonperforming assets..........o.ccecveevrercrevennnns 59.62% 43.95% 58.37% 112.29% 54.15%
Total nonperforming loans to total loans ...... 5.42 4.06 1.64 0.84 0.81
Total nonperforming assets to total assets .... 4,31 3.92 1.64 0.89 0.71

If nonaccrual loans had performed in accordance with their original contractual terms, gross interest income on
these loans would have been an estimated $0.9 million for the year ended December 31, 2003, compared to $0.6
million and $0.3 million for the years ended December 31, 2002 and 2001, respectively.

Investment Portfolio

The composition of the Company's investment securities portfolio reflects the Company's investment strategy of
maximizing portfolio yields subject to risk and liquidity considerations. The Company's entire portfolio is classified as
“available for sale.” The primary objectives of the Company's investment strategy are to maintain an appropriate level
of liquidity and to provide a tool to assist in controlling the Company's interest rate position, while at the same time
producing adequate levels of interest income. Management of the maturity of the portfolio is necessary to provide
liquidity and to reduce interest rate risk. During 2003, gross investment securities sales, calls and pay downs were
approximately $113.5 million, and maturities were approximately $18.4 million, compared to $88.6 million and $15.0
million, respectively, in 2002, and $86.4 million and $2.5 million, respectively in 2001. The increase in gross
investment securities in 2003 was due to decreases in the loan portfolio, and the resulting reinvestment of funds that
would otherwise have been employed in the loan portfolio into these investment securities. The increase in gross
investment securities in 2002 resulted from similar circumstances, but partially was offset by declines in deposits due to
the branch sales early that year. The increase in maturities in 2003 primarily was due to short-term investments made
during the year to cover fluctuations in needs for pledging requirements that matured during the year.

" Net gains realized on investment security sales totaled approximately $1.1 million in 2003, compared to $653,000
during 2002, and $1.3 million in 2001. At December 31, 2003, gross unrealized gains in the Company’s investment
portfolio were approximately $693,000, compared to $2.7 million at December 31, 2002, and approximately $486,000
at December 31, 2001. The Company’s gross unrealized losses amounted to approximately $1.7 million at December
31, 2003, $227,000 at December 31, 2002, and approximately $893,000 at December 31, 2001. These fluctuations in
the gross unrealized gains and losses in the Company's investment portfolio resulted from changing bond prices.
Unrealized losses on a bond occur when the bond’s yield is less than the company could currently receive in the market.
The opposite is true when a bond is paying more yield than the current market resulting in unrealized gains.

Mortgage-backed securities have varying degrees of risk of impairment of principal, compared to U.S. Treasury and

U.S. government agency obligations, which are considered to contain virtually no default or prepayment risk for the

Company. Impairment risk is primarily associated with accelerated prepayments, particularly with respect to longer

maturities purchased at a premium and interest-only strip securities. At each of December 31, 2003, 2002 and 2001 the

Company’s mortgage-backed securities portfolio had no interest-only strips, and the amount of unamortized premium

on mortgage-backed securities was $2.2 million at December 31, 2003, and $1.7 million and $929,000 at December 31,
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2002 and December 31, 2001, respectively. As prepayment rates on mortgage-backed securities change, the speed at
which unamortized premiums are amortized will change as well, in order to amortize the premium over the expected
life of the security. This change will be reflected in the overall yield on the security. The recoverability of the
Company's investment in mortgage-backed securities is reviewed periodically by management, and, if necessary,
appropriate adjustments for impaired value are made to income.

The carrying amount of investment securities at the end of each of the last three years is set forth in the following table:

INVESTMENT PORTFOLIO
December 31,
2003 2002 2001
(In thousands)
U. S. Treasury and agency SeCUTItIES ..........occveveereirnirecrernenne $ 61,216 $ 6,523 $ 16,948
Mortgage-backed SECUTILES. ...vvvivreemrrrrerierrnireecsierecnea e 86,623 107,534 90,647
State and municipal SECUTHES .......cc.oivereervirieereirrercrrrienens 6,427 7,056 11,684
Federal Home Loan Bank StocK........ccceoeevviinenniinncnininienes 2,005 2,788 2,400
Total INVESIMENT SECUTTHES .vcvevrueirerrerrrenereereenseneacseenerens s 156271 § 123,901 $ 121679

Total investment securities increased approximately $32.4 million, or 26.2%, from approximately $123.9 at December
31, 2002, to approximately $156.3 million at December 31, 2003. This increase primarily was due to increased security
purchases, as a means of employing the funds from payments received on loans, which exceeded new loan growth. In
2002, total investment securities increased $2.2 million, or 1.8%, from approximately $121.7 million at December 31,
2001, to approximately $123.9 million at December 31, 2002. This increase resulted from similar circumstances, but
partially was offset by declines in deposits and the cash outflow as a result of the branch sales in 2002. At December
31, 2003, non-taxable investment securities were $6.4 million, representing a decrease of $700,000 in 2003 related to
maturities of these securities and no reinvestment into additional non-taxable investment securities as a result of the
Company operating with taxable losses that would limit the potential benefit of these investments. During 2002, non-
taxable investment securities decreased $4.6 million, or 39.3%, from $11.7 million at December 31, 2001, to
approximately $7.1 million.

The composition of the Company’s investment securities portfolio changed during 2003, primarily as the result of the
Company selling certain collateralized mortgage obligations due to (i) their price volatility, (ii) their high extension risk
in an increasing rate environment, and (iii) their high prepayment risk in a decreasing rate environment, and also as the
result of the Company reinvesting the resulting funds into government agency and mortgage-backed securities with
shorter average maturities. At December 31, 2003, U.S. govemment and agency securities represented 94.6% of the
Company’s total investment securities portfolio, compared to 92.1% at December 31, 2002 and 88.4% at December 31,
2001, while state and municipal securities represented 4.1%, 5.7% and 9.6% of the investment securities portfolio at
December 31, 2003, 2002 and 2001, respectively. In 2003 and 2002, as investable funds increased due to diminished
loan demand, and as bonds were redeemed prior to maturity, Community Bank invested more heavily in mortgage-
backed securities to enhance cash flow and maximize yield. In 2003, as these conditions continued, Community Bank
maintained its focus on enhancing cash flow and increasing yield, and also became more focused on risk factors in the
portfolio and managing those risks to pursue desired results.
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The maturities and weighted average yields of the investments in the December 31, 2003 portfolio of investment
securities are presented below. The weighted average maturity of the investment portfolio was 5.12 years at December
31, 2003, compared to 6.21 years at December 31, 2002 and 5.20 years at December 31, 2001, with an average yield of
4.00%, 5.78% and 6.05% at December 31, 2003, 2002 and 2001, respectively. Mortgage-backed securities have been
included in the maturity table based upon the guaranteed payoff date of each security.

INVESTMENT PORTFOLIO MATURITY SCHEDULE

Maturing
Within After One But After Five But After
One Year Within Five Years _Within Ten Years Ten Years
Amount Yield Amount Yield Amount Yield Amount Yield

December 31, 2003: (Dollars in thousands)

Securities - all available-for-sale:
U. S. Government agencies ...... $ 5025 480% §$ 50,273 2.64% $ 30,987 3.68% $ 61,554 4.92%
State and municipal securities... - - - - 375 445 6,052 5.07
Equity securities ...........ccococrnee. - - 2.005 -

$ 5025 480 $50273 264 §$31362 369 $69611 479

With the exception of some securities issued by U.S. Government agencies, the Company held only one municipal
bond, issued by Hartselle Utilities, the $4.5 million amortized cost of which exceeded 10% of the Company's
consolidated stockholders' equity on December 31, 2003.

Federal funds sold decreased $9.7 million, or 40.4%, during 2003, from $24.0 million at December 31, 2002 to $14.3
million at December 31, 2003, as a result of the Company’s continued efforts to earn higher yields by keeping excess
funds in what the Company believes to be suitable investment securities. Federal funds sold decreased $6.0 million, or
20.0%, during 2002, from $30.0 million at December 31, 2001 to $24.0 million at December 31, 2002. This decrease
resulted from excess funds being maintained at levels higher than normal at the end of 2001 in anticipation of cash
outflows that were expected on the branch sales in early 2002.

The balance of interest-bearing deposits held by the Company with other banks was $260,000 at December 31, 2003,
and $200,000 at each of December 31, 2002 and 2001.

Deposits

Dividends from Community Bank have historically been the Company’s primary source of funds, and Community
Bank's primary source of funds for dividends comes from its deposits.. The Company presently does not anticipate
geographic expansion for deposit growth at any time in the foreseeable future. Rather, the Company's intent is to
expand its consumer base, and deposits generally, by attracting new customers in the Company’s existing markets. To
achieve future deposit growth, the Company intends to enhance existing products and emphasize better customer
service.

During 2003, the Company's average total deposits decreased approximately $15.1 million, or 3.2%, from $467.5
million at December 31, 2002, to approximately $452.4 million at December 31, 2003. During 2002, the Company’s
average total deposits increased approximately $4.4 million, or 1.0%, from $463.1 million at December 31, 2001. The
Company’s total deposits at December 31, 2003 were $453.9 million, a decrease of $5.6 million from December 31,
2002 due to the Company’s lowering high priced deposit rates thus losing some volatile deposits.
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The following table presents the average deposit balances and the average rates paid for each of the major
classifications of deposits for the 12 month periods ending December 31, 2003, 2002 and 2001, and excludes averages
associated with discontinued operations:

Average Deposit Balances and Rates Paid
2003 2002 2001
Average Average Average
Average Rate Average Rate Average Rate
Balance Paid(2) Balance Paid(2) _Balance Paid(2)
(Dollars in thousands)

Noninterest-bearing demand..................... $ 55463 0.00% $ 56,994 0.00% § 57,347 0.00%
Interest-bearing demand...........cooccververenne 86,053 1.62 79,386 2.17 73,301 442
SaAVINGS..cc it 63,464 1.47 56,606 2.04 48,884 4.14
TIME oottt re s 247.417 3.24 274,552 3.81 283,571 5.37
Total (1)eeeereinieeecreieeee e $ 452,397 2.60 $467,538 3.25 $ 463,103 5.05

(1) The rate paid on total average deposits represents the rate paid on total average interest-bearing deposits only.
(2) Average rates paid are computed on expense and average balances from continuing operations.

The Company's average interest-bearing deposits decreased $13.6 million, or 3.3%, in 2003 from $410.5 million at
December 31, 2002 to $396.9 million at December 31, 2003. This decrease occurred in time deposits and was partially
offset by increases in interest-bearing demand and savings deposits. Average interest-bearing deposits increased in
2002 by $4.7 million, or 1.2%, from $405.8 million at December 31, 2001. Average savings deposits and average time
deposits increased 12.1% and decreased 9.9%, respectively, during 2003, compared to increases of 15.8% and
decreases of 3.2%, respectively, during 2002. The movement in both savings and time deposits during 2003 and 2002
related to the current low interest rate environment where consumers chose to move their deposit money from longer
term time deposits to shorter term savings deposits in anticipation of an upward rate movements. Average noninterest-
bearing demand deposits decreased 2.6% during 2003 compared to a decrease of 0.6% in 2002. Total average deposits
increased 1.0% in 2002 and decreased 3.2% in 2003, which decrease related to the loss of more volatile time deposits
as the Company lowered its rates paid on time deposits. The two categories of the Company’s lowest cost deposits,
noninterest-bearing demand deposits and interest-bearing demand deposits, comprised the following percentages of the
Company’s total average deposits during 2003, 2002 and 2001, respectively: (i) 12.3%, 12.2% and 12.4% of average
noninterest-bearing demand deposits; and (i1) 19.0%, 17.0% and 15.8% of average interest-bearing demand deposits.
Of total time deposits at December 31, 2003, approximately 24.6% were large denomination certificates of deposit and
other time deposits of $100,000 or more, down from 26.0% at December 31, 2002.

The maturities of the time certificates of deposit and other time deposits of $100,000 or more issued by the Company at
December 31, 2003 are summarized in the table below:

MATURITIES OF TIME DEPOSITS OF $100,000 OR MORE

December 31, 2003
Time Other
Certificates Time
of Deposit _Deposits Total

(In thousands)

Maturing in three months Or 1ess......occvvvvrvieeieneiiiee e 3 6,644 $§ 15290 $ 21,934
Maturing in over three through six months. .......c.cccccevevereicneeienes 7,540 - 7,540
Maturing in over six through twelve months..........coooveievrevcecnnnennnns 9,122 - 9,122
Maturing in over twelve MmONthS .......c.covevivereieiincnnni e 30,656 - 30,656

TOAL 1ottt bbbttt 3 53962 3 15290 §_ 69,252
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Borrowed Funds
Borrowed funds consist primarily of short-term borrowings and long-term debt.

Total short-term borrowings decreased $1.1 million, or 64.7%, to $0.6 million at December 31, 2003 from $1.7 million
at December 31, 2002. Total short-term borrowings in 2002 decreased $2.7 million, or 61.4%.

Community Bank is a member of the Federal Home Loan Bank of Atlanta, or the “FHLBA,” and, since 1999, has been
approved to borrow up to $38.0 million under the FHLBA’s “Convertible Advance Program.” As of December 31,
2003, Community Bank had borrowed the entire $38.0 million available under this program. These borrowings accrue
interest at a fixed rate of 5.93% per annum and have a final maturity of March 1, 2010. These borrowings are subject 1o
a call feature upon every quarterly payment date during the life of the obligation. The first call date for this advance
was March 1, 2001, and the advance has not been called to date. These borrowings are secured under a blanket lien
agreement on qualifying mortgage instruments in Community Bank’s loan and investment portfolios. Under this lien
agreement, in an “event of default,” the FHLBA may declare all or any part of the indebtedness and accrued interest,
including any prepayment fees, to be immediately due and payable. Included in the list of “events of default” is the
situation where the FHLBA reasonably and in good faith determines that a “material adverse change” has occurred in
the financial condition of Community Bank from that disclosed at the time of the making of any advance or from the
condition of Community Bank as most recently disclosed to the FHLBA. The Company’s FHLBA long-term debt
remained constant at $38.0 million for each December 31, 2003, 2002, and 2001. The Company’s other long-term debt
decreased $0.4 million, or 11.1%, to $3.2 million at December 31, 2003, from $3.6 million at December 31, 2002,
simply as a result of scheduled payments.

Included in the Company’s other long-term debt is the Company’s promissory note to Mr. Jeffrey K. Comelius, a
former director and officer of Community Bancshares. On October 4, 1994, the Company purchased 115,978
shares of its common stock, including 7,144.384 shares vested under the Company’s Employee Stock Option Plan,
from Mr. Cornelius at a price per share of approximately $25.00. The Company paid Mr. Cornelius $899,450 in
cash, with the balance payable by a subordinated promissory note in the original amount of $2.0 million. The note
is subordinated to all Company senior indebtedness, bears interest on the outstanding principal amount at a rate of
7.0% per annum, is payable in 240 equal monthly installments of principal and interest until maturity on October 1,
2014, and may be repaid in whole or in part by the Company at any time without penalty. As of December 31,
2003, the balance was $1.4 million.

In March 2000, the Company completed an offering of $10.0 million of trust preferred securities, pursuant to which:

¢ the Company organized a Delaware statutory business trust called Community (AL) Capital Trust I, or the
“Trust,” governed by an Amended and Restated Declaration of Trust;

o the Company issued and sold to the Trust approximately $10.3 million in aggregate principal amount of
unsecured junior subordinated debentures, or “debentures,” which were issued under an Indenture, and which
represent the sole assets of the Trust;

e the Trust issued and sold:

o $10,000,000 of preferred capital securities, or “trust preferred securities,” representing undivided
beneficial interests in the assets of the Trust, to a third party special purpose Company, which in
turn pooled the trust preferred securities together with similar securities of other issuers and sold
certificates representing interests in that closed-end, unmanaged pool to investors; and the Trust
used the proceeds from the sale of the trust preferred securities to the pool to purchase the debentures
from the Company; and

o $310,000 of its common securities to the Company, which represent all of the Trust’s outstanding
common securities; and
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s pursuant to a Guarantee Agreement, the Company fully and unconditionally guaranteed the payments of all
amounts due on the trust preferred securities, which guarantee is limited to the extent the Trust has funds
available for payment of distributions.

Both the debentures and the trust preferred securities accrue and pay interest semiannually at a rate of 10-7/8% per
annum and have a maturity date of March 8, 2030, at which time the principal amount of the debentures becomes
due and the trust preferred securities become mandatorily redeemable by the Company. When the Company makes
payments to the Trust, as the holder of the debentures, the Trust, in turn, makes payments to the pool, as the holder
of the trust preferred securities. The debentures represent the sole asset of the Trust. The debentures and related
income statement effects are eliminated in the Company’s consolidated financial statements. The Company is entitled
to treat the aggregate liquidation amount of the debentures as Tier 1 capital under Federal Reserve guidelines.

The Company may elect to defer payments of interest due on the debentures for up to ten semiannual payment
periods. The Company has elected to defer its March 2002, September 2002, March 2003 and September 2003
interest payments and may elect to defer future payments based upon the Company’s future liquidity needs when
those payments become due. Interest continues to accrue, on a compounded basis, on any interest payments that the
Company defers.

On March 8, 2004, the Company elected to defer the then due interest payment on its trust preferred securities,
which represented the Company’s fifth consecutive semiannual payment deferral. The terms of the indenture
governing the debenture permit ten such payment deferrals. As a result of that deferral, on March 8, 2004, the
Company had accrued but unpaid interest totaling $3.0 million.

As of December 31, 2003, the aggregate deferred interest payments owed by the Company on the trust preferred
securities and the debentures totaled approximately $2.8 million. In accordance with the terms of the indenture, the
Company is restricted, during any period of time that the Company has deferred interest payments due upon the
debentures, from paying dividends to the Company’s stockholders or making payments on any debt that ranks equal
with or junior to the debentures.

The trust preferred securities are mandatorily redeemable upon their maturity, or upon their earlier redemption as
provided in the indenture. Additionally, the Company has the right to redeem the debentures purchased by the
Trust:

e in whole or in part, on or after, but not at any time before, March 8, 2010; and

e in whole, but not in part, at any time within 90 days following the occurrence and during the continuation
of a “tax event,” “capital treatment event” or “investment company event,” as those terms are defined in
the indenture.

As specified in the indenture, if the debentures are redeemed prior to maturity, then the redemption price will be a
percentage of the principal amount, ranging from 105.438% during the 12 months following March 8, 2010 to
100.00% following March 8, 2020, plus any accrued but unpaid interest due on the debentures at the time of
redemption. If the debentures are redeemed prior to March 8, 2010 following a “tax event,” “capital treatment
event” or investment Company event,” the redemption price will be the greater of (i) 100% of the principal amount
of debentures redeemed and (ii) the present value of the remaining principal and interest payments between the
redemption date and March 8, 2010, plus, in either case, any accrued but unpaid interest due on the debentures at
the time of redemption.

The Company sponsors an Employee Stock Ownership Plan, or “ESOP,” to provide the Company’s employees with
a means of owning its common stock. An employee becomes an eligible participant in the ESOP on June 30 or
December 31 of any given year after completing 12 months of employment during which the employee is credited
with 1,000 or more hours of service. Contributions by the Company to the ESOP are made at the discretion of the
Company’s board of directors, but may not be less than the amount required to cover any debt service due on the
ESOP’s loan, which is described below.
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On November 3, 1993, the ESOP borrowed $1.2 million from Colonial Bank to purchase shares of the Company’s
common stock, and the Company guaranteed all obligations of the ESOP under this ESOP loan. The ESOP loan
has been amended from time to time, including additional borrowings, and, as of December 31, 2003, $1.8 million
remained outstanding under the ESOP note, which amount was secured by 123,111 shares of the Company’s
common stock previously purchased and held by the ESOP. As the ESOP note is paid off, the lender releases
shares from the pledge, and these shares are allocated to ESOP participants annually. At December 31, 2003, the
ESOP held 395,631 shares of the Company’s common stock that were not subject to the pledge.

Under the terms of the Company’s guaranty of the ESOP loan, Colonial has contractual provisions which provide it
can hold as collateral for the ESOP loan any of the Company’s property that it otherwise from time to time holds.
The Company previously had a line of credit with Colonial Bank, unrelated to the ESOP, which was secured by the
Company’s pledge of all of the outstanding shares of the common stock of the Bank. Although the Company has
paid off this line of credit, Colonial Bank at December 31, 2003 continued to hold all of the shares of the common
stock of the Bank. Accordingly, if the ESOP or the Company had defaulted on the ESOP loan from Colonial Bank,
Colonial Bank could have sought to foreclose upon all the outstanding Bank stock, which is the Company’s primary
asset and primary source of earnings.

On February 11, 2004, the ESOP replaced the ESOP loan from Colonial Bank with a loan directly from the Company.
As a result, Colonial Bank released the shares of the common stock of Community Bank that it previously held as
collateral to secure the Company’s guaranty of the ESOP loan with Colonial Bank. As a result of this refinancing of
the ESOP loan, the ESOP had borrowings from the Company of $1.7 million at February 11, 2004. The new ESOP
loan from the Company bears interest at an adjustable rate equal to the prime rate of interest, with a maturity date of
November 16, 2010. This loan is secured by the ESOP’s pledge of unallocated shares of the Company’s common stock
held by the ESOP.

The ESOP loan bears interest at a floating rate at the prime rate of interest. As of December 31, 2003, the interest
rate for the note was 4.0%. Principal and interest payments on the ESOP loan were due monthly through November
16, 2010, with the remaining principal and interest, if any, due upon that date. The ESOP loan may be prepaid in
whole or in part without penalty under the Colonial loan agreement The Company made contributions to the ESOP
that enabled the ESOP to make payments due under the ESOP loan and to make cash distributions to eligible
participants. The Company made contributions of approximately $934,000 during the year ended December 31,
2003, $604,000 during the year ended December 31, 2002, and $406,000 during the year ended December 31, 2001.

Under the terms of the ESOP, after a person ceases to be an employee of Community Bancshares and/or its
affiliates, that person is no longer eligible to participate in the ESOP. In that case, the person may demand to
receive, as a lump sum payment, all amounts accrued to his benefit under the ESOP as of the end of the year
immediately preceding that person’s termination of employment with the Company.

Mr. Kennon R. Patterson, Sr., whose employment with the Company terminated in January 2003, has demanded to
receive from the ESOP a total of approximately $298,000, representing the total amount accrued by Mr. Patterson
during his participation in the ESOP. To enable the ESOP to make this lump sum cash payments, the Company
may be required to contribute cash to the ESOP in addition to its ongoing requirement to make contributions to
service the ESOP debt. As of December 31, 2003, the Company had denied Mr. Patterson’s request for payment
and was evaluating its obligations to Mr. Patterson in light of Mr. Patterson’s recent indictment and the
requirements of law applicable to ESOPs.
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The Company’s long-term debt consisted of various commitments with scheduled maturities from one to 20 years. The
following table sets forth expected debt service for the next five years based on interest rates and repayment provisions
as of December 31, 2003:

MATURITIES OF LONG-TERM DEBT

2004 2005 2006 2007 2008
(In thousands)
Interest on indebtedness .......c............ $ 160 $ 139§ 118  § 95 8 72
Repayment of principal .........cccu..... 432 453 474 497 423

$ 592§ 592§ 592§ 592§ 495

Liquidity

Liquidity is defined as the ability of a Company to convert assets into cash or cash equivalents without significant loss.
Liquidity management involves maintaining the Company's ability to meet the day-to-day cash flow requirements of
Community Bank's customers, whether they are depositors wishing to withdraw funds or borrowers requiring funds to
meet their credit needs. Without proper liquidity management, the Company would not be able to perform the primary
function of a financial intermediary and would, therefore, not be able to meet the production and growth needs of the
communities it serves.

The primary function of asset and liability management is not only to assure adequate liquidity in order for the
Company to meet the needs of its customer base, but to maintain an appropriate balance between interest-sensitive
assets and interest-sensitive liabilities so that the Company can also meet the investment objectives of its stockholders.
Daily monitoring of the sources and uses of funds is necessary to maintain an acceptable cash position that meets both
its customers' needs and its stockholders' objectives. In a banking environment, both assets and liabilities are considered
sources of liquidity funding and both are, therefore, monitored on a daily basis.

The following is a discussion of the Company’s current cash flows and liquidity. The Company experienced an
approximate $4.7 million increase in cash and cash equivalents during the 2003, due primarily to cash flows from
operating activities. Cash provided by operating activities during 2003 was $6.6 million, compared to $1.8 million and
$9.8 million for the years ended December 31, 2002 and December 31, 2001, respectively. Investing activities used
cash of §5.2 million during 2003, mostly through securities purchases net of cash inflows from sales, calls, pay downs
and maturities of securities, and loan payments from customers. Financing activities provided $3.4 million of cash and
cash equivalents during 2003, compared to its use of $22.8 million and its providing $18.1 million during each of 2002
and 2001, respectively. Certificates of deposits decreased $52.7 million during 2003, but this was mostly offset by
increases in cash from the growth of demand deposits, NOW deposits, and other savings deposits totaling $47.2
million. The issuance of common stock, net of transaction costs brought cash inflow of $10.4 million.

Community Bank represents the Company’s principal operating subsidiary and source of earnings. Dividends paid by
Community Bank historically have been the primary source of funds available to the Company, to pay expenses,
service debt and pay dividends to stockholders. Generally, the Federal Reserve Act, Section 23A, limits loans and
extensions of credit from banks to their affiliated holding companies. The Company also receives cash from its
subsidiaries for its portion of tax benefit on intercompany income tax settlements. The intercompany tax settlements,
however, are only possible if the subsidiaries generate taxable income sufficient to pay income taxes. Community
Bank discontinued paying the Company a management fee in 2003.  As described previously urider “Business — Our
Regulatory Environment” and “- Our Current Regulatory Restrictions,” the Bank currently cannot pay dividends to the
Company without the prior approval of the regulatory authorities. As a result of these restrictions, the Company has
been unable to pay when due interest on its trust preferred securities, of which approximately $2.8 million has been
accrued by December 31, 2003. As of December 31, 2003, the ESOP was current on its loan from Colonial Bank,
which was guaranteed by the Company.

In addition to debt service, as described above, the Company also will expend capital to settle, resolve and pay legal

and other professionals to assist it in defending against, the litigation to which it presently is subject, as described in

Note 15 to the Company’s consolidated financial statements included in this report. The Company also may apply cash

to maintain and improve capital levels at the parent Company and at each subsidiary, as described below under “Capital

Resources.” The Company also may use cash if it determines to review and possibly sell any of its branches that do not
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contribute to the Company’s improved operations, or if it determines to resolve its non-performing assets.

The Company's management has evaluated various alternatives to improve its cash flows, liquidity, and capital
position. Since the Bank cannot make payments to the Company without prior regulatory approval, the Company
has relied, since April 2001, upon income tax refunds to fund its obligations. Such refunds have resulted from
carrybacks to prior years, which have been largely utilized and will be limited in the future. Accordingly, to pay its
ordinary expenses, as well as, debt service requirements and the expenses of litigation and restructuring, it was
determined in late 2003 the Company needed additional capital. In addition, management believed, that as part of
its plan to restore the Bank's profitability and grow in its core markets, it needed capital in order to dispose of other
real estate owned and non-performing assets, to rationalize and/or sell certain branches, to refinance or repay
approximately $3.2 million of long-term indebtedness, and to seek a restructuring of approximately $12.6 million of
outstanding trust preferred securities obligations. Management believed that new capital was needed for these
purposes.

As a result, during the fourth quarter of 2003, the Company commenced a private placement of its common stock,
and, as of December 31, 2003, the Company had sold 2,151,552 shares of its common stock at a price of $5.35 per
share, resulting in net proceeds of approximately $10.4 million. In addition, the Company granted to those
investors who initially purchased shares in the offering prior to December 31, 2003, as well as to one investor who
purchased an additional 40,345 shares after December 31, 2003, an option to exchange by December 31, 2008, in
whole but not in part, the shares of the Company’s common stock purchased in the offering for shares of the
Company’s newly designated Series 2003 noncumulative preferred stock. The Company completed this offering
on February 20, 2004, selling an additional 1,586,771 shares of its common stock for $7.9 million of additional net
proceeds, resulting in the sale of a total of 3,738,323 shares for total net proceeds from the offering of $18.3 million.

The Series 2003 noncumulative preferred stock has a liquidation preference equal to the aggregate purchase price of
the 2,191,897 shares of common stock initially purchased in the offering, and each whole share of the Series 2003
noncumulative preferred stock will have a liquidation preference of $500,000. The Series 2003 noncumulative
preferred stock has, among other things, the following designations:

e The Series 2003 noncumulative preferred stock has terms consistent with the Company's Tier 1 capital
treatment for regulatory purposes;

e  The Series 2003 noncumulative preferred stock is noncumulative and is not entitled to the payment of, or
otherwise accrue, any dividends;

e The Series 2003 noncumulative preferred stock is not entitled to the benefit of any sinking fund or similar
arrangement;

e  The Series 2003 noncumulative preferred stock has no preemptive, preferential or other right to purchase,
subscribe for or convert into any other of the Company's securities;

e The Company is not required to purchase the shares of Series 2003 noncumulative preferred stock;

e Holders of the Series 2003 noncumulative preferred stock do not have registration rights requiring the
Company to register the shares of the Series 2003 noncumulative preferred stock; and

e  The Series 2003 noncumulative preferred stock has no voting power with respect to any Company matters,
except in the case of a merger or a significant acquisition or sales transaction, in which case, the Series
2003 noncumulative preferred stock will be entitled to one vote per whole share, and will vote together, as
one class, with the holders of our common stock.

The complete terms of the Series 2003 noncumulative preferred stock are set forth in the Certificate of Designation

of the Series 2003 Noncumulative Preferred Stock of Community Bancshares, Inc., which the Company has filed
with the Secretary of State of the State of Delaware as part of its Certificate of Incorporation.
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In connection with the offering, the Company entered into an engagement letter with FIG Partners, L.L.C., an
affiliate of Burke Capital Group, L.L.C., pursuant to which FIG Partners agreed to serve as placement agent for the
offering, and the Company agreed to grant to FIG Partners, upon the closing of the offering, a warrant to purchase
shares of the Company’s common stock. In connection with the closing of the offering on February 20, 2004, the
Company became obligated to issue to FIG Partners a warrant to purchase up to 140,187 shares of the Company’s
common stock at an exercise price of $5.89 per share. The warrant expires on February 20, 2008, and, until that
date, may be exercised either in cash or pursuant to a "cashless exercise."

As of December 31, 2003, the Company had used approximately $5.1 million of the net proceeds from this offering
as follows:

e  $3.0 million to replace capital in Community Bank; and

¢ $2.1 million to capitalize Community Funding which will purchase certain nonperforming assets from
Community Bank thus lowering its level of nonperforming assets.

In addition, the Company will continue to use the remaining proceeds from this offering for general corporate
purposes and other capital needs, in each case as permitted by the Company’s regulatory authorities and as
determined by the Company’s Board of Directors and/or management to be in the best interests of the Company and
its stockholders.
Capital -
The Company’s total stockholders’ equity at December 31, 2003 was 6.32% of total assets, as compared to 7.10% at
December 31, 2002 and 5.28% at December 31, 2001. The decrease in 2003 is primarily a result of net operating losses

of $13.0 million which were mitigated by $10.4 million of net capital raised in the fourth quarter of 2003. The increase
in 2002 is primarily due to a decrease in total assets as a result of branch divestures earlier in that year.

The following table summarizes the equity-to assets and dividend payout ratios for each of the last three years:
CAPITAL GROWTH (REDUCTION) RATIOS

Years ended December 31,

2003 2002 2001
Dividend payout Fatio. .......ccceeeueereeierneiesirisirinscesesieesnsssesssssesenes 0% 0% 0%
Average equity to average assets Tatl0 ......e.vceveveerererreereereeereenens 6.64 6.81 5.92

The Company's return on average assets ratio, which is computed by dividing net income (loss) by average assets was
(2.35)%, 0.14% and (0.20)% for 2003, 2002 and 2001, respectively. The decrease in 2003 was reflective of the net loss
incurred of $13.1 million. The increase in 2002 was due to the net income of approximately $904,000 in 2002,
compared to a net loss of approximately $1.4 million in 2001, coupled with a 13.2% decrease in average assets during
2002 to approximately $629.5 million.

The Company's return on average equity ratio, which is computed by dividing net income (loss) by average
stockholders' equity, was (35.42)%, representing a decrease from 2002 due again to the net loss of $13.1 million, and
increased during 2002 to 2.11% from (3.31)% in 2001. The increase in 2002 was due to net income of approximately
$904,000 made by the Company in 2002, compared to the net loss of approximately $1.4 million in 2001, which was
coupled with a slight decrease in average stockholders' equity to approximately $42.8 million during 2002, compared to
approximately $42.9 million during 2001.

The Company's dividend payout ratio is determined by dividing the dividends per share by the basic net earnings or

loss per share for the relevant period. The Company did not pay dividends in 2003, 2002 or 2001, and, therefore, the
payout ratio remained zero.
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The Company's average equity to average assets ratio, which is computed by dividing average stockholders' equity by
average assets, is presented above. The decrease in 2003 resulted from a 13.7% decrease in average equity and an
11.6% decrease in average assets, while the increase in 2002 was due to a 13.2% decrease in average assets during
2002, while average stockholders’ equity decreased by only 0.2%.

In addition, the Company must satisfy the capital requirements established by the Company’s regulatory authorities, as
described under “Business — Our Regulatory Environment” and “— Our Current Regulatory Restrictions.”

RESULTS OF OPERATIONS
Net Income and Earnings per share

The Company's net loss of approximately $13.1 million for 2003 represented a decrease of $14.0 million from its net
income of $0.9 million for 2002, which was a $2.3 million increase from the Company’s net loss of approximately $1.4
million for the year ended December 31, 2001. When stated as changes in basic losses per share, the basic earnings per
share for the Company in 2003 was $(2.79), a decrease of $2.98 from the 2002 basic earnings per share of $0.19. The
earnings per share in 2002 reflected a $0.50 increase from the 2001 basic loss per share of $0.31 experienced by the
Company. There are various factors contributing to the $14.0 million decrease in 2003, including the Company
experiencing a significant decline in net interest income, an increase in provision for loan losses, a decline in
noninterest income and a significant increase in noninterest expenses, all offset by increased income tax benefit
recognition, all of which is a part of the Company’s continued operations. In addition, the Company experienced a
decrease in income from discontinued operations as a result of gains in 2002 from the sale of these operations.

The 2001 consolidated statements of income were restated to appropriately reflect earnings and losses from both
continuing and discontinued operations as a result of branch divestitures that occurred in 2002. These statements have
also been restated to reflect results of an investigation that commenced in the fourth quarter of 2002 into allegations that
the Company had been overcharged on various construction projects. The Company has appropriately recorded
impairment losses on premises and equipment and charged them to the period in which the overcharge occurred. Any
overcharge which occurred prior to the year ended December 31, 2000 has been appropriately reflected as a prior
period adjustment in Retained Earnings. See Note 24 in the notes to consolidated financial statements.

The Company experienced a loss from continuing operations for the year ended December 31, 2003 of $13.1 million
and a loss from continuing operations for the year ended December 31, 2002 of $5.0 million. The Company’s loss
from continuing operations had increased $2.6 million during 2002 from a loss of $2.4 million for the year ended
December 31, 2001. The basic loss from continuing operations per common share was $2.79 for the year ended
December 31, 2003. The basic loss from continuing operations per common share was $1.08 for the year ended
December 31, 2002 as compared to a basic loss from continuing operations per common share for the year ended
December 31, 2001 of $0.52. For the year ended December 31, 2002, the Company had income from discontinued
operations, due to branch divestitures, of $5.9 million, including a pretax gain on the sale of approximately $8.1 million
on the divested branches. Discontinued operations, net of tax, provided approximately $958,000 of income for the year
ended December 31, 2001 related to normal operations of those particular branches.

Net Interest Income
Net interest income generally is the principal source of a financial institution's earnings stream and represents the

difference or spread between interest income generated from the Company’s earning assets and the cost bomn by the
Company on its interest-bearing liabilities. Fluctuations in interest rates as well as volume and mix changes in earning

.

assets and interest-bearing liabilities impact net interest income.

Net interest income for 2003 decreased approximately $4.6 million, or 19.6%, to approximately $18.9 million from
approximately $23.5 million in 2002, compared to an increase of approximately $651,000, or 2.6%, during 2002 from
approximately $22.9 million 2001. The decrease in the Company’s net interest income was due to a decrease in interest
income that was partially offset by a decrease in interest expense during the year ended December 31, 2003. The
"Rate/Volume Variance Analysis" table in the following tables provides additional information regarding changes in
the Company’s interest income, interest expense and net interest income due to changes in average balances and rates.
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Interest income for the year ended December 31, 2003 was $33.1 million representing a decrease of $7.6 million, or
18.7%, over interest income during 2002. This decrease was due to 95 basis point decrease in yield coﬁpled with a
$37.8 million decrease in average earning assets. Yield attributed to 52.1% of the decrease in interest income while
volume attributed to 47.9%. The Company's interest income decreased approximately $6.8 million, or 14.3%, to $40.7
million in 2002 from $47.5 million in 2001. The decrease in 2002 was due to a 122 basis points decrease in the yield on
average earning assets during 2002 together with a decrease in the volume of average earning assets. The decreased
vield was related to the declining interest rate environment while the decrease in the volume of the Company’s average
earning assets was due to low loan volumes. For the year ended December 31, 2003, the Company experienced interest
income on investment securities of $5.2 million, which was a 22.4% decrease from the interest income on investment
securities in 2002 of $6.7 million. The primary reason for the decrease was lower yields as a result of fast prepayments
on higher yielding bonds or the sale of these bonds to reduce volatility and the subsequent reinvestment into a lower
rate market. The interest income on investment securities decreased 2.4% during 2002, due also to changes in market
rates resulting in lower yields on investment securities.

For the year ended December 31, 2003, the Company’s interest expense totaled $14.3 million, representing a decrease
of $2.9 million from the interest expense incurred during 2002. This decrease was due mostly to lower rates paid on
interest-bearing liabilities. During 2002, the Company's interest expense decreased approximately $7.5 million, or
30.4%, to approximately $17.1 million from approximately $24.6 million in 2001. This significant decrease resulted
from a 0.5% decrease in average interest-bearing liabilities outstanding during 2002 due to branch divestitures, while
the average rate paid on interest-bearing liabilities during 2002 decreased 157 basis points due to lower market rates.
Interest-bearing deposits are the major component of the Company’s interest-bearing liabilities, representing 87.7% in
2003, 87.6% in 2002 and 86.1% in 2001 of average total interest-bearing liabilities outstanding. Average interest-
bearing deposits outstanding decreased 3.3% during 2003 and increased 1.2% during 2002, respectively, and the rate
paid on these average balances reflected a decrease of 65 basis points during 2003 and 180 basis points during 2002.
The decrease in interest expense on short-term borrowings for the year ended December 31, 2003 was $33,000 due to
lower volumes of such borrowings and interest rates. Interest expense on short-term borrowings during 2002 was
stable with that of 2001. The increase in interest expense on long-term debt for the year ended December 31, 2003 was
$200,000 due to interest accrued on deferred interest of trust preferred securities. The decrease in interest expense on
long-term debt during 2002 occurred despite an increase in the average rate paid of 37 basis points as a result of a 9.8%
decline in the average balance for 2002. Interest expense on FHLBA borrowings during 2003 of $2.3 million was
stable compared to that of 2002 of $2.3 million, while the decrease in 2002 was due to a 9.5% decrease in the average
balance of borrowings outstanding during 2002, even though the average interest rate paid on these borrowings
increased 8 basis points during 2002, The average capitalized lease obligations outstanding during 2003 and 2002 were
approximately $4.0 million and $4.1 million, respectively, which represented 0.9% of the Company's average total
interest-bearing liabilities for both years.

The trend in net interest income is also evaluated in terms of average rates using the net interest margin and the interest
rate spread. The net interest margin, or the net yield on the Company’s eaming assets, is computed by dividing net
interest income by average earning assets. This ratio represents the difference between the average yield returned on
average eaming assets and the average rate paid for funds used to support those earning assets, including both interest-
bearing and noninterest-bearing sources. The Company's net interest margin for 2003 was 3.86%, compared to 4.47%
and 4.31% for 2002 and 2001, respectively. The main factors contributing to the decrease in the net interest margin for
2003 were declines in yields on eaming assets of 95 basis points with declines in rates paid of only 51 basis points,
coupled with a decline in average earning assets of $37.8 million and a decline in average interest-bearing liabilities of
only $16.0 million, while the net interest margin increased in 2002 as a result of higher net interest income and lower
average earning assets.

The interest rate spread measures the difference between the average yield on earning assets and the average rate paid
on interest-bearing sources of funds. The interest rate spread eliminates the impact of noninterest-bearing funds and
gives a more direct perspective to the effect of market interest rate movements. The net interest spread in 2003 was
3.63%, a decrease of 44 basis points from 2002, primarily as a result of greater decreases in assets yields than rates paid
on liabilities. The net interest spread for 2002 increased 35 basis points to 4.07% from the Company's 2001 spread of
3.72% as the cost of interest-bearing sources of funds decreased 157 basis points, but the yield on earning assets
decreased only 122 basis points. The Company has continuously seen decreases in both net interest margin and net
interest spread during 2003 as it has sought higher quality credits in its loan portfolio which generally results in lower
asset yields. Loan volumes have also significantly declined, and without corresponding declines in funding, the
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Company then reinvests in lower yielding investment securities. See the tables in this section below entitled
"Consolidated Average Balances, Interest Income/Expenses and Yields/Rates" and "Rate/Volume Variance Analysis”
for more information.

The following tabulation presents certain net interest income data without modification for assumed tax equivalency:

Years ended December 31,

2003 2002 2001 2000 1999
Rate eamned on earning assets........... 6.78% 7.73% 8.95% 9.71% 9.40%
Rate paid on borrowed funds ............ 3.15 3.66 5.23 -571 5.00
Interest rate spread........coovereveivenenne 3.63 4.07 3.72 4.00 4.40
Net interest margin .........ccocceceevnrennne. 3.86 447 431 4.45 4.86

At December 31, 2003, the prime interest rate was 4.0%. During 2003, the banking industry saw the prime interest rate
decrease 25 basis points in June. During 2002, the banking industry saw the prime interest rate move from 4.75% to
4.25%. This decrease resulted as the prime interest rate fell by 50 basis points in November 2002, This is in contrast to
the 450 basis point increase during 2001.

The "Consolidated Average Balances, Interest Income/Expenses and Yields/Rates" and the "Rate/Volume Variance
Analysis” tables are presented on the following four pages. The Consolidated Average Balances/Interest
Income/Expenses and Yields/Rates table presents, for the periods shown, the average balance of certain balance sheet
items, the dollar amount of interest income from average earning assets and resultant yields, the interest expense and
rate paid on average interest-bearing liabilities, and the net-interest margin. The Rate/Volume Variance Analysis table
presents an analysis of changes in interest income, interest expense and net interest income attributable to changes in
volume and interest rate.
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CONSOLIDATED AVERAGE BALANCES, INTEREST INCOME/EXPENSE AND YIELDS/RATES

Years ended December 31,

2003 2002 2001
Average  Income/ Yield/ Average  Income/ Yield/ Average  Income/ Yield/
Balance  Expense Rate Balance  Expense Rate Balance  Expense Rate
(Dollars in thousands)
Assets (3)
Earning assets:
Loans, (1)(2) oo erierereenenees $ 330941 $27468 8.30% $ 382,126 $33,506 8.77% 8 398,490 $39,938  10.02%
Investment securities:
Taxable. ..o 123,402 4,861 3.94 107,566 6,280 5.84 100,599 6,209 6.17
Tax-eXempt ....cccverovcvrererieininen 6,680 342 5.12 9.028 456 5.05 13.468 693 5.15
Total investment securities........... 130,082 5,203 4.00 116,594 6,736 5.78 114,067 6,902 6.05
Other interest-bearing assets.............. 3,252 198 6.09 2,899 29 1.00 344 44 12.79
Federal funds sold ........ccoocvevcrennnnne 23,952 255 1.06 24.406 386 1.58 17.816 603 3.38
Total earning assets ..........cc.coeene. 488,227 33,124 6.78 526,025 40,657 7.73 530,717 47,487 8.95
Noninterest-bearing assets:
Cash and due from banks............. 28,315 20,927 21,160
Premises and equipment...............cc.... 24,456 34,133 31,433
Accrued interest and
Other assets. .ovevvivicnniriiennn 26,544 13,315 15,563
Allowance for loan losses. .......... (10,951) (7,511) (5,328)
Average balances associated with
discontinued operations............... - 42,592 131916
Total 8sSets.....c.ovrvvcriircvnnincrcnienns $ 556,591 $ 629,481 $725.461
Liabilities and stockholders' equity (3)
Interest-bearing liabilities:
Demand deposits $ 86,033 1,391 162 $ 79,386 1,725 217 $ 73,301 3,237 442
Savings deposits . 63,464 930 1.47 56,606 1,154 2.04 48,884 2,023 4.14
Time deposits ..o 247417 8.017 324 274,552 10.474 3.81 283.571 15227 5.37
396,934 10,338 2.60 410,544 13,353 325 405,756 20,487 5.05
Short-term borrowings 365 3 82 2,126 36 1.69 3,367 37 1.10
FHLB long-term debt.......... 38,000 2,285 6.01 38,000 2,266 596 41,967 2,468 5.88
Capitalized lease obligations ............ 4,020 166 4.13 4,096 225 5.49 4,746 288 6.07
Other long-term debt ..........cccoonrnennce. 13,369 1.473 11.02 13,965 1,273 9.12 15478 1,354 8.75
Total interest-bearing ]
liabilities ......coererrrriererecins 452,688 14,265 3.15 468,731 17,153 366 471,314 24,634 5.23
Noninterest-bearing liabilities:
Demand deposits ..........ccevieenae 55,463 56,994 57,347
Accrued interest and
other liabilities... 11,456 6,846 4,363
Stockholders' equity ........coovceeees 36,984 42,848 42,938
Average balances associated with
discontinued operations................ - 54,062 149,499
Total liabilities and
stockholders' equity ..o $ 556,591 $ 629,481 $§ 725461
Net interest income/net interest spread ... 18859 __ 3.63% 23,504 4.07% 22,853 372%
Net interest Margin ... ..oo.evercoreerrrenserenrene —3.86% _447% _431%
[€)) - Average loans include nonaccrual loans. All loans and deposits are domestic.
) Income on loans, net of unearned income, includes loan fees.
3) All yields are computed on income/expense and average balances from continuing operations.
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Earning Assets:

TAXADIE ..o reercer e
Tax-exempt
Total investment securities ...

Other interest-bearing assets
Federal funds sold
Total earning assets ...

Interest-bearing Liabilities:
Deposits:
Demand
Savings ..
Time
Total interest-bearing deposits.........
Short-term borrowings
FHLB long-term debt........c.cooorveemrimrrcnrene
Capitalized lease obligations
Other long-term debt
Total interest-bearing liabilities

Net interest spread. .......c.coocvirireniincerinnnns

Net interest margin

Earning Assets:

Investment securities:
Taxable.....c...coueen..
Tax-exempt.......coovvuiirenn
Total investment securities..........
Other interest-bearing assets
Federal funds sold ........... .
Total earning assets........c.cocconees

Interest-bearing Liabilities:

Deposits:
Demand ...
Savings..
Time

Total interest-bearing deposits ...
Short-term borrowings
FHLB long-term debt.......cocooonnrniiiiiiriiiiis
Capitalized Jease obligations
Other long-term debt
Total interest-bearing liabilities ..
Net interest income

M

RATE/VOLUME VARIANCE ANALYSIS

Average Volume

Change in Volume

Average Rate

2003 2002 2001 2003-2002 2002-2001 2003 2002 2001
(Dollars in thousands)
$ 330941 $ 382,126 $ 398,490 $ (51,185) $ (16,364) 8.30% 8.77% 10.02%
123,402 107,566 100,599 15,836 6,967 3.94 5.84 6.17
6,680 9,028 13,468 (2.348) (4440) 512 5.05 5.15
130,082 116,594 114,067 13,488 2,527 4.00 5.78 6.05
3,252 2,899 344 353 2,555 6.09 1.00 12.79
23,9352 24,406 17.816 (454) 6,590 1.06 1.58 338
§ 488227 §$ 526,025 330717 $(37.798) § (4.692) 6.78 7.73 8.95
$ 86053 § 7938 §$§ 73301 $ 6,667 $ 6,085 1.62 217 4.42
63,464 56,606 48,884 6,858 7,722 147 2.04 4.14
247417 274,552 283,571 (27.135) (9,019) 3.24 381 5.37
396,934 410,544 405,756 (13,610) 4,788 2.60 325 5.05
365 2,126 3,367 1,761) (1,241) 0.82 1.69 1.10
38,000 38,000 41,967 - (3967) 601 5.96 5.88
4,020 4,096 4,746 (76) (650) 4.13 5.49 6.07
13,369 13,965 15,478 (596) (1,513) 11.02 9.12 875
$ 452,688 § 468731 § 471314 $.(16043) $ (2,583) 3.15 3.66 523
363%  _407% _3.12%
3.86% 447%  _A3\%
Variance Attributed to (1)
Interest Income/Expense Variance 2003 2002
2003 2002 2001 2003-2002 2002-2001  Volume Rate Volume Rate
(Dollars in thousands)
$27,468 $33,506 $39938 $ (6,038) $ (6,432) $ (4,313) $ (1,725) $ (1,593) $ (4,839)
4,861 6,280 6,209 (1,419) 71 831 (2,250) 415 (344)
342 456 693 _(114) (237) (120 6 (224) (13)
5,203 6,736 6,902 (1,533) (166) 711 (2,244) 191 (3357
198 29 44 169 (15) 4 165 59 (74)
255 386 603 131 217) (4} (124) 174 (391)
833,24 340,637 $47487 $(7.533) 5(6830) $(3.605 $(3.928) $(1.169) 3 (3.661)
$ 1,391 § 1,725 § 3,237 § (334) $(1,512) $ 134 $ (468) $ 250 §(1,762)
930 1,154 2,023 (224) (869) 127 (351) 281 (1,150)
8.017 10.474 15,227 (2457) __(4.753) 977) __(1.480) _(469) _ (4.284)
10,338 13,353 20,487 (3,015) (7,134) (716) (2,299) 62 (7,196)
3 36 37 33) 9] (20) 13 an i6
2,285 2,266 2,468 19 (202) 0 19 (23%) 33
166 225 288 (39) (63) 45 (104) [€)) (56)
1,473 1.273 1,354 200 81 (56) 256 (136) 55
14,265 17,153 24.634 (2.888) (7.481) (747) 2,141 (333) (7.148)
£18859 $23504 $22.853 S(4645) 3 651 S Q858 3 (LTRT) 3 (836) 5 1487

proportion to the relationship of the absolute dollar amounts of the change in each.
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Provision for Loan Losses, Net Charge-Offs and Allowance for Loan Losses

The Company maintains an allowance for loan losses to absorb losses inherent in its loan portfolio. The following
discussion relates to the Company’s policies as presently in effect:

Interest on loans is accrued from the date an advance is made. The performance of loans is evaluated primarily on
the basis of a review of each customer relationship over a period of time and the judgment of lending officers as to
the ability of borrowers to meet the repayment terms of loans. If there is reasonable doubt as to the repayment of a
loan in accordance with the agreed terms, the loan may be placed on a nonaccrual basis pending the sale of any
collateral or a determination as to whether sources of repayment exist. This action may be taken even though the
financial condition of the borrower or the collateral may be sufficient ultimately to reduce or satisfy the obligation.
Generally, when a loan is placed on a nonaccrual basis, all payments are applied to reduce principal to the extent
“necessary to eliminate doubt as to the repayment of the loan. Thereafter, any interest income on a nonaccrual loan is
recognized only on a cash basis.

The Company's policy generally is to place a loan on nonaccrual status when it is contractually past due 90 days or
more as to payment of principal or interest. A loan may be placed on nonaccrual status at an earlier date when
concerns exist as to the ultimate collections of principal or interest. At the time a loan is placed on nonaccrual status,
interest previously accrued but not collected is reversed and charged against current earnings. Loans that are
contractually past due 90 days or more which are well secured and are in the process of collection generally are not
placed on nonaccrual status.

Lending officers are responsible for the ongoing review and administration of loans assigned to them. As such, they
make the initial identification of loans which present some difficulty in collection or where circumstances indicate
that the possibility of loss exists. The responsibilities of the lending officers include the collection effort on a
delinquent loan. To strengthen internal controls in the collection of delinquencies, senior management and the
Directors’ Asset Quality Committee are informed of the status of delinquent and "watch” or problem loans on a
monthly basis. Senior management reviews the allowance for loan losses and makes recommendations to the Board
of Directors as to loan charge-offs on a monthly basis.

The allowance for loan losses represents management's assessment of the risk associated with extending credit and
its evaluation of the quality of the loan portfolio, and is inherently subjective and subject to change. Management
analyzes the loan portfolio to determine the adequacy of the allowance for loan losses and the appropriate provision
required to maintain a level believed adequate to absorb anticipated loan losses. In assessing the adequacy of the
allowance, management reviews the size, quality and risk of loans in the portfolio. Management also considers such
factors as the Bank's loan loss experience, the amount of past due and nonperforming loans, specific known risks,
the status and amount of nonperforming assets, underlying collateral values securing loans, current and anticipated
economic conditions and other factors which affect the allowance for loan losses. An analysis of the credit quality
of the loan portfolio and the adequacy of the allowance for loan losses is prepared by the Bank’s Director of Risk
Management and presented to the Board of Directors on a monthly basis. In addition, the Bank is in the process of
engaging outside loan review consultants, on a quarterly basis, to perform an independent review of the quality of
the loan portfolio.

The Bank's allowance for loan losses is also subject to regulatory examinations and determinations as to adequacy,
which may take into account such factors as the methodology used to calculate the allowance for loan losses and the
size of the allowance for loan losses in comparison to a group of peer banks identified by the regulators. During
their routine examinations of banks, the FDIC and the Alabama State Banking Department may require a bank to
make additional provisions to its allowance for loan losses where, in the opinion of the regulators, credit evaluations
and allowance for loan loss methodology differ materially from those of management.

While it is the Bank’s policy to charge off in the current period loans for which a loss is considered probable, there
are additional risks of future losses which cannot be quantified precisely or attributed to particular loans or classes
of loans. Because these risks include the state of the economy, management’s judgment as to the adequacy of the
allowance is necessarily approximate and imprecise.
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At December 31, 2003, the Company’s allowance for loan losses was $14.4 million, representing an increase of $4.6
million, or 46.9%, over the allowance at December 31, 2002. The increase was a result of continued provisions for
loan losses to increase the allowance for loan losses in recognition or the poor asset quality of the loan portfolio. The
provision for loan losses in 2003 was $11.4 million. At December 31, 2002, the allowance for loan losses was $9.8
million which represented an increase of $2.5 million, or 34.2%, over the December 31, 2001 amount of $7.3 million.
This increase in the overall level of the allowance for loan losses was primarily due to management’s decision to make
continued provisions for loan losses to maintain the allowance at a level it deems appropriate to cover loan losses. This
is reflective in the provisions for loan losses of $11.4 million and $10.1 million, including amounts related to
discontinued operations, made by the Company in 2003 and 2002, respectively. Management continues to make
provisions for current losses in the Company’s loan portfolio, as well as, any other deterioration identified, as it
continues its effort to better evaluate the risks in its loan portfolio and to improve the overall credit quality of the
Company. In this effort, management has increased the allowance for loan losses account as a percent of loans to
reserve for potential losses in the loan portfolio by recognizing additional provisions for loan loss expense. As a
percentage of total loans, net of unearned income, the allowance for loan losses increased to 4.51% at December 31,
2003, compared to 2.72% at December 31, 2002, and 1.45% at December 31, 2001. The increase in 2003 was related
to Management’s determination that this level was needed to cover losses in the loan portfolio. Management believes
that the Company’s allowance for loan losses at December 31, 2003 is adequate; however, no assurance can be given
that additional losses may not occur or that additional provisions to the allowance for loan Josses will not be necessary.

A provision for loan losses is charged against current earnings for the Company for any given period. Actual loan
losses, net of recoveries, are charged directly to the allowance for loan losses. The amount of the provision for loan
losses is based on the growth of the loan portfolio, the amount of net loan losses incurred and management's estimation
of potential future losses based on an evaluation of the risk in the loan portfolio. The provision for loan losses was
$11.4 million, $10.1 million and $6.3 million including amounts related to discontinued operations, in 2003, 2002 and
2001, respectively.. This represented an increase of $1.3 million, or 12.9%, in 2003, and an increase of $3.8 million, or
60.3%, in 2002. The provision for loan loss increased in 2003 as a result of continued high charge offs experienced by
the Company as well as management’s determination that increased levels of provision were necessary based on its
assessment of the quality of the loan portfolio and inherent losses within the portfolio. The provision for loan loss in
2002 was significantly higher due to increased loan charge-offs during the year as a result of the deteriorating quality of
the loan portfolio.

Loan charge-offs exceeded recoveries for the Company by $6.8 million in 2003, a slight decrease, 1.4%, from the
excess experienced in 2002, The excess of loan charge-offs over recoveries during 2002 amounted to $6.9 million,
which represented an increase of $735,000, or 12.0%, from excess of $6.1 million experienced during 2001. The
Company’s net loan charge-offs increased in 2002 from 2001 due to continued deterioration of the Bank’s loan
portfolio that resulted from poor credit and underwriting standards under previous management.
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The following table sets forth certain information with respect to the Company's loans, net of unearned income, and the
allowance for loan losses for the five years ended December 31, 2003:

SUMMARY OF LOAN LOSS EXPERIENCE

2003 2002 2001 2000 1999
(In thousands)
Allowance for loan losses at beginning
Of Period .o, $ 9784 § 7292 § 7,107 § 2,603 § 2,971
Loans charged off:
Commerecial, financial and agricultural. ..... 1,203 2,033 1,056 620 282
Real estate - mortgage. .........coevcrvcninncnnee 2,629 1,106 726 319 92
CONSUMET. ... 3.439 4,169 4,785 4.114 4814
Total loans charged off .........ccecoeeeee 7,271 7.308 6,567 5,053 5,188
Recoveries on loans previously charged off:
Commercial, financial and agricultural....... 60 44 7 10 220
Real estate - mortgage. .......cocoeoeevvemerennnn 26 57 40 2 4
CONSUMET. ...t 378 343 391 256 138
Total reCOVETIes. ......vcvvvverrrrcerceeae 464 444 438 268 362
Net loans charged off. .........ccccovevcriceniinnn, 6,807 6,864 6,129 4,785 4,826
Reserves (sold) acquired through
(branch divestitures) acquisitions............... - (752) - - -
Provision for loan losses included
in continuing OpPerations ............oceevverereenn. 11,381 10,033 6,096 7,573 4,458
Provision for loan losses included
in discontinued operations.............ccceevvvenns - 75 218 1.716 -
Allowance for loan losses at end of period.... 314,358 § 9,784 § 7292 § 7,107 2,60
Loans at end of period........ccoorervnnrerneneann $318,028  $359,184  $501.519  $528.316  $498.726
Average loans, net of unearned income,
outstanding for the period (*).........ccccevennne §330,941 $419337  $516954  $522,301  $463.298
2003 2002 2001 2000 1999
Ratios:
Allowance for loan losses to loans, net of
unearned income, at end of period.......... 4.51% 2.72% 1.45% 1.35% 0.52%
Allowance for loan losses at end of period to
average loans, net of unearned income (*) 4.34 2.33 1.41 1.36 0.56
Net charge-offs to average loans, net of
unearmned income (*) .....cccoeininecrernnn, 2,06 1.64 1.19 0.92 1.04
Net charge-offs to allowance for loan losses,
at end of period .......ccccoveirneiniirinnn 47.41 70.16 84.05 67.33 185.40
Recoveries to prior year charge-offs .......... 6.35 6.76 8.67 5.17 24,74

(*) Average loans, for this purpose, includes those associated with discontinued operations.
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Management allocated the allowance for loan losses to specific loan classes, as of the dates indicated, as follows:
ALLOCATION OF THE ALLOWANCE FOR LOAN LOSSES

December 31,
2003 2002 2001 2000 1999
Percent Percent Percent Percent Percent
of of of of of
Amount Total Amount Total Amount Total Amount Total Amount Total

Domestic loans
Commercial, financial

and agricultural ...... $ 2,297 16% $2,678 27% $ 802 11% §$ 711  10% § 234 %%
Real estate - mortgage 5,456 38 3,696 38 583 8 497 7 182 7
Consumer ................... 6,605 46 3410 _ 35 5907 __8l 5,899 _ 83 2,187 _ 84

SI14358 _100% $9.784 _100% $7.292 _100% $7,107 _100% $2,603 _100%

The Bank has been engaged in enhanced reviews of its loan approval and credit grading processes. The Bank has
sought to better price its loans consistent with its costs of funds and its assessment of potential credit risk. These
efforts have had the effect of slowing the Bank’s loan growth as well as resulting in a larger allowance for loan
losses as risks are being identified better.

Management believes that the $14.4 million allowance for loan losses at December 31, 2003, (representing 4.51%
of total outstanding loans), is adequate to absorb known risks in the portfolio at such date. However, no assurance
can be given that adverse economic circumstances, generally, including current economic events, or other events,
including additional loan review or examination findings or changes in borrowers’ financial conditions, will not
result in increased losses in the Bank's loan portfolio or in additional provisions to the allowance for loan losses.

The ratio of allowance for loan losses to total nonperforming assets increased to 59.62% at December 31, 2003 from
43.95% of total nonperforming assets, due to the increase in allowance for loan losses. The same ratio declined during
2002, from 58.37% at December 31, 2001, compared to 112.29% at December 31, 2001. The significant decline in this
ratio for 2002 and 2001 resulted from the substantial increase in the Company's nonperforming assets during 2002 and
2001 that were the result of poor credit standards of the past. The ratio of total nonperforming loans to total loans, net
of uneamed income, was 5.39% at December 31, 2003, an increase over the 4.06% at December 31, 2002, due to lower
loan balances and higher non performing loan balances which related to loan payments, prepayments, charge-offs,
foreclosures and poor asset quality. The ratio of total nonperforming loans to total loans, net of unearned income, was
1.64% at December 31, 2001. The ratio of total nonperforming assets to total assets was 4.31% at December 31, 2003,
an increase over the ratio at December 31, 2002 of 3.92%, primarily due to lower total assets and higher nonperforming
assets, due also to loan payments, prepayments, charge-offs, foreclosures and poor asset quality. The ratio of total
nonperforming assets to total assets was 1.72% at year end 2001. There were no concentrations of loans exceeding
10% of total loans, which are not otherwise disclosed as a category of loans at December 31, 2003, 2002 and 2001. See
“Financial Condition — Nonperforming Assets and Past Due Loans” above for further discussion and detail.

It is the general policy of Community Bank to stop accruing interest income and place the recognition of interest on a
cash basis when any commercial, industrial or real estate loan is past due as to principal or interest and the ultimate
collection of either is in doubt. Normally, accrual of interest income on consumer installment loans is suspended when
any payment of principal or interest, or both, is more than 90 days delinquent. When a loan is placed on nonaccrual
status, any uncollected interest accrued in a prior year is charged against the allowance for loan losses and any
uncollected interest accrued in the current year is reversed against current income unless the collateral for the loan is
sufficient to cover the accrued interest or a guarantor assures payment of interest.
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Noninterest Income

The Company’s noninterest income is comprised of the following items:

¢ services charges received on deposits;

e insurance cominissions;

e investment securities gains and losses;

e  bank club dues (representing a deposit account packaged with other financial services);
s  debt cancellation fees; and

* other operating income, made up mostly of other fees charges to customers such as safe deposit fees, ATM
fees, check cashing fees, and various other service fees.

During 2003, the Company’s noninterest income was $7.0 million, representing a decrease of $0.4 million, or 5.4%,
from the noninterest income experienced by the Company in 2002. The decrease in 2003 was primarily related to
lower service charge income and lower insurance commissions. Noninterest income from continuing operations for
2002 decreased approximately $687,000, or 8.4%, to $7.4 million from approximately $8.1 million in 2001. The
decrease in 2002 was due mostly to lower investment securities gains. The individual components of the Company’s
noninterest income are discussed and presented below.

Service charges on deposit accounts decreased 11.5% in 2003 and 6.3% during 2002. In most part, these decreases are
attributable to the decline in insufficient check charges. As the Company has sought to improve quality in all areas,
more stringent policies were adopted regarding overdrafts with the overall goal being to reduce credit losses. However,
service charges are then negatively affected as fewer accounts are allowed to be overdrawn, thus fewer charges are
collected by the Company. Insurance commissions decreased during 2003 by 8.4%. The level of insurance
commissions during the past three years is primarily a result of the activities of Community Insurance Corp., a
subsidiary of Community Bank, in the areas of property, casualty and life insurance. Bank club dues have decreased
over the past three years by 6.6% in 2003, 11.5% during 2002, and 4.8% during 2001, primarily as a result of lower
volume of the Bank’s club demand deposit accounts. Debt cancellation fees have also experienced a downward trend
in the past three years, decreasing 65.7% during 2003, 40.4% during 2002, and 34.6% decrease 2001, primarily as a
result of the Company’s decreased volume in debt cancellation coverage associated with a decline in Community
Bank's loan portfolio and new loan volume. Other operating income, comprised of various other service fees described
above, decreased 18.5% in 2003, and decreased 8.9% in 2002. Components of other operating income reflecting
decreases during 2003 and 2002 were fee income associated with wire transfers, safe deposit box rentals, and other
miscellaneous service fees. - The Company also recognized gains on the sale of investment securities during 2003, 2002
and 2001 as shown below. The Company was able to restructure its investment portfolio while taking gains on the
sales of securities as part of the restructuring in 2003.

NONINTEREST INCOME
Years ended December 31, Percent Change
2003 2002 2001 2003/2002 2002/2001
(In thousands)

Service charges on deposits.........ccccvvveerivrnrcenrnnnes $ 2611 $ 2950 $ 3,148 (11.5)% (6.3)%
Insurance COMMISSIONS.........ccrcveerveeerereeenesrreneeenns 2,049 2,237 1,789 (8.4) 25.0
Securities gains, NeL.........ccvevirerrnereeereeseeinreseenanes 1,103 653 1,284 68.9 (49.1)
Bank club dues ..........ocoeeerieiicivvenveneecreinenninns 409 438 495 (6.6) (11.5)
Debt cancellation fees.......ocovvevieeveieeereiverecnnn,s 80 233 391 (65.7) (40.4)
Other operating INCOME.......ccooveveueeinerenrerereerereeene 762 935 1,026 (18.5) 8.9)

$ 7014 § 7446 § 8133 (5.8) 8.4




Noninterest Expenses

The Company’s noninterest expenses are comprised of a variety of expenses, detailed in the table that follows. The
Company’s noninterest expenses incurred during 2003 amounted to $36.2 million, representing an increase of $7.1
million, or 24.5%, over the noninterest expenses incurred during the year ended December 31, 2002, primarily related
to asset impairments, litigation losses, increased insurance costs, and increased legal and other professional service fees.
Noninterest expenses totaled approximately $29.1 million in 2002 and $28.8 million in 2001. These levels represent a
slight increase of 1.0% during 2002. The primary component of the Company’s noninterest expenses is salaries and
employee benefits, which decreased $0.7 million or 4.8%, during 2003, primarily as a result of the net effect of the
termination of the former Chairman and Chief Executive Officer of the Company, offset by an increase in staff
positions that were added to build a more effective management team. The Company has also centralized more
backroom operations in an attempt to reduce overall staffing levels. Salaries and employee benefits increased
$478,000, or 3.4%, during 2002, primarily as a result of an increase in the required funding of the Company’s
Employee Stock Ownership Plan as well as increased expense recognition in the Company’s defined benefit pension
plan. Director and committee fees were $0.5 million in 2003, $0.4 million in 2002, and $0.4 million in 2001. This
expense remained relatively stable for 2002 and the increase experienced in 2003 was related to the increased
commitment and activity of the members of the board of directors related mostly to discussions concering ongoing
litigation and various regulatory orders. Occupancy expense increased slightly in 2003 and in 2002, while furniture and
equipment expenses decreased slightly in each of the same years. Losses on foreclosed assets increased substantially in
both 2003 and 2002 from each prior year. The Company incurred losses on foreclosed assets during 2003 of $3.3
million, a $2.0 million increase over 2002 and $1.3 during 2002, a $1.2 million increase over 2001. The losses are a
result of significant increases in foreclosed assets during 2002 and 2003 over previous years as well as higher standards
by new management to ensure these assets are properly booked at their net realizable values. Losses on disposal or
impairment of assets were significant in 2003 at $2.1 million as compared to a slight gain in 2002 and a slight loss in
2001. These losses occurred as the Company recognized impairment of $0.9 million in the values of three of its office
buildings and $0.7 million in losses on outdated computer equipment that was replaced when the Company installed a
wide area network in the fourth quarter of 2003. See Note 5 in the Company’s notes to consolidated financial
statements. Litigation losses were $2.5 million in 2003 as compared to $0.6 million in 2002. These losses were
accrued as a result of management’s assessment and estimate of probable losses in various lawsuits in which the
Company is a party. See Note 15 in the Company’s notes to consolidated financial statements. Also, as a result of
these lawsuits, as well as regulatory matters, legal fees remain at extremely high levels. Legal fees cost the Company
$2.7 million in 2003, $2.0 million in 2002 and $1.9 million in 2001. Other professional services expenses for 2003
were $1.7 million, up 30.7% from $1.3 million for 2002. Professional services expense was $1.2 million in 2001. This
expense increase in 2003 is attributable to the necessity to hire an outside firm to investigate payments made in
connection with several construction projects of Community Bank as well as fees paid in connection with investigations
and litigation to which the Company is party or in which the Company is involved.

During 2001, the Company had a write-down of approximately $2.7 million of unamortized goodwill related to 1st
Community Credit Company and Community Insurance Corp., both subsidiaries of Community Bank. Management
deemed the write-down necessary based on its assessment of each Company's historical operating income. Management
believes that the decision to recognize this expense was prudent. No write-downs of intangible assets occurred in 2002
or 2003.
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NONINTEREST EXPENSES

Years ended December 31, Percent Change
2003 2002 2001 2003/2002 2002/2001
(In thousands)

Salaries and employee benefits ... $ 13,763 $ 14455 $ 13,977 (4.8)% 3.4%
OCCUPANCY oo 2,351 2,276 2,191 33 3.9
Furniture and equipment ........................o.c......... 1,542 1,651 1,667 (6.6) (1.0)
Director and committee fees................................. 468 444 436 5.4 1.8
Foreclosed assets, net ...........cocoocveovioooioi 3,309 1,260 57 162.6 2,110.5
Disposal or impairment of assets ........................ 2,051 (215) 66 1,054.0 (425.8)
Litigation, fraud, burglary .............o.coooooooooo . 2,537 561 29 352.2 1,834.5
Amortization of intangibles-goodwill.................. - - 478 - (100.0)
Amortization of intangibles-other.................... 79 77 83 2.6 (7.2)
Loss on write-down of goodwill ......................... - - 2,653 - (100.0)
AAVETHSING ..o 44 45 35 2.2) 28.6
INSUTAnCe..........ocovvvevieiecieeeeeeeeee 1,239 832 279 48.9 198.2
Legal fees.......cooommmiiciioeeeoceeoe 2,687 1,962 1,853 37.0 59
Other professional SErvices ..o, 1,711 1,309 1,201 30.7 9.0
SUPPHES. ... 572 590 559 3.1) 55
POStAge ..ot 295 289 383 2.1) (24.5)
Telephone ........cceovvuiievueeeeeeeoeeeeeoeso 691 598 657 15.6 (9.0)
Training and education................oooocovvvrvvroooo . 85 35 41 142.9 (14.6)
Holding cost on foreclosed assets......................... 297 253 61 174 314.8
OLheT coooi e 2.458 2.649 2.086 (7.2) 27.0

$ 36179 $ 29071 $ 28792 245 1.0

Quantitative and Qualitative Disclosures about Market Risk

Market risk is the risk of loss arising from adverse changes in the fair value of financial instruments due to a change
in economic conditions, interest rates, regulations and laws. We are inherently affected by different market risks.
Our primary risk is interest rate risk. We do not conduct foreign exchange transactions or trading activities, which
would produce price risk

Interest Rate Sensitivity

Interest rate risk is the risk to earnings or market value of equity from the potential movement in interest rates. The
primary purpose of managing interest rate risk is to reduce interest rate volatility and achieve reasonable stability to
earnings from changes in interest rates and preserve the value of the Company’s equity. Changes in interest rates
affect, among other things, the Company’s net interest income, volume of loan production and the fair value of
financial instruments, as well as of the Company’s loan portfolio.

Community Bank manages its exposure to fluctuations in interest rates through policies established by its
Asset/Liability Committee, which is referred to as “ALCO.” The ALCO meets periodically to monitor its interest rate
risk exposure and implement strategies that might improve its balance sheet positioning and/or earnings. Management
utilizes an Interest Rate Simulation model to estimate the sensitivity of the Bank’s net interest income and net income to
changes in interest rates of given magnitudes. Such estimates are based upon a number of assumptions for each
scenario, including balance sheet growth, deposit repricing characteristics and prepayment rates. Because this model
involves a number of estimates and assumptions, which are inherently uncertain and subject to change, the Company
makes no assurance that the model is accurate or reliable, or that the results are meaningful or reflective of any actual
results.
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The estimated impact on Community Bank’s net interest income sensitivity over a one year time horizon at December
31, 2003 follows. Such analysis assumes an immediate and nonparallel shift in interest rates and the Bank’s estimates of
how interest-bearing transaction accounts will reprice.

INTEREST RATE SENSITIVITY
-100 +100
Basis Basis
Points Level Points

(Dollars in thousands)
December 31, 2003:

PIINE TALE ....cveeiiiiieei ettt ee st 3.00% 4.00% 5.00%
INEETESE INCOIME .ottt ee e s s reesee e seeae s eaes $ 30,903 $ 32,593 $ 33,828
INtETeSt EXPENSE ..ottt 12,224 12,904 14.282
Net ILEreSt INCOME .......cvovcviverecvevc ettt eneeen e § 18679 § 19,689 $ 19,546
Dollar change from level.........cooocvovriiiciinceeeeenns _ $ (1,010) $ (143)
Percentage change from level .......c.ccovvveeviiciccincince e (5.1)% (0.73)%
December 31, 2002: . v
PrIME FALE..... e 3.25% 4.25% 5.25%
INEETESE INCOME ..vvvivevvivieiiieceeiieiree sttt e et bt see s ete s e sassone $ 34,342 $ 35983 $ 37,500
TNEETESE EXPENSE 1.eovereiviriire et 13.109 14,131 15,352
NEt INterest INCOME ...c.veveriiiiereeriecirenae e eeabenae b eeareseens § 21233 § 21,852 $ 22,148
Dollar change from level..........coveeinnnincicinccnnes $ (619) $ 296
Percentage change from level ... (2.83)% 1.35%

As shown above, in a 100 basis point rising rate environment, the net interest margin is projected to decrease
minimally, and in a 100 basis point falling rate environment, the net interest margin is projected to decrease 5.13%.
These percent changes from a level rate scenario fall comfortably within Community Bank’s ALCO policy limit of
+/-10.00%.

The Company uses additional tools to manage interest rate sensitivity, and continually tries to manage and monitor
its interest rate sensitivity. Attempting to manage the Company’s interest rate sensitivity is a constant challenge in a
changing interest rate environment and one of the objectives of the Company’s asset/liability management strategy.
The Company manages its interest rate sensitivity with monitoring tools such as GAP analysis, interest rate
simulation modeling and forecasting, using both interest rate shocks and likely rate scenarios and, finally, analysis
of the Company’s economic value of equity.

Effects of Inflation

Inflation generally increases the cost of funds and operating overhead, and, to the extent loans and other assets bear
variable rates, the yields on such assets. Unlike most industrial companies, virtually all of the Company’s assets and
liabilities, as a financial institution, are monetary in nature. As a result, interest rates generally have a more
significant impact on performance than the effects of general levels of inflation. Although interest rates do not
necessarily move in the same direction, or to the same extent, as the prices of goods and services, low inflation or
deflation generally has resulted in decreased interest rates. Interest rates generally have been steady to lower in 2003
compared to 2002.

In addition, inflation results in an increased cost of goods and services purchased, cost of salaries and benefits,
occupancy expense and similar items. Inflation and related increases in interest rates generally decrease the market
value of investments and loans held and may adversely affect the liquidity and earnings of our commercial banking
and mortgage banking businesses, and our stockholders’ equity. Mortgage originations and refinancings tend to
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slow as interest rates increase, and increased interest rates would likely reduce our earnings from such activities.
Also, although earnings from the sale of residential mortgage loans in the secondary market have been insignificant
to the Company’s earnings over the past two years, the income from the sale of residential mortgage loans in the
secondary market could be reduced by inflationary effects.

Off-Balance Sheet Arrangements

As of December 31, 2003, we had no material unconditional purchase obligations that were not recorded on the
balance sheet.

The Company in the normal course of business is party to credit related financial instruments with off-balance-sheet
risk to meet the financing needs of its customers. These financial instruments include commitments to extend credit
and standby letters—of-credit. Such commitments involve, to varying degrees, elements of credit and interest rate risk in
excess of the amount recognized in the consolidated balance sheets. '

The Company’s exposure to credit loss is represented by the confractual amount of these commitments. The Company
follows the same credit policies in making commitments as it does for on-balance-sheet instruments.

At December 31, 2003 and 2002, the following financial instruments were outstanding whose contract amounts
represent credit risk:
Contract Amount

2003 2002
{in thousands)
Commitments t0 ErANt LOANS .....iviviiiiericiieee ettt eve e $ 15097 § 15,476
Standby letters of Credit. .o v 194 532

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any condition
established in the contract. Commitments generally have fixed expiration dates or other termination clauses and
may require payment of a fee. The commitments for equity lines of credit may expire without being drawn upon.
Therefore, the total commitments amounts do not necessarily represent future cash requirements. The amount of
collateral obtained, if it is deemed necessary by the Company, is based on management’s credit evaluation of the
customer.

Standby letters-of-credit are conditional lending commitments issued by the Company to guarantee the performance
of a customer to a third party. These letters-of-credit are primarily issued to support public and private borrowing
arrangements. Almost all letters-of-credit issued by the Company have expiration dates within one year. The credit
risk involved in issuing letters-of-credit is essentially the same as that involved in extending loan facilities to
customers. The Company generally holds collateral supporting those commitments, and at December 31, 2003 and
2002 such collateral amounted to $§90,180 and $233,325, respectively.

Contractual Obligations

The table below shows the Company’s future contractual obligations as of December 31, 2003:

Less than More than
Contractual obligations: Total 1 vear 1-3 years 3-5 years 5 years
FHLB long-term debt $ 38,000,000 $ - 3 - § - $ 38,000,000
Trust preferred securities 10,000,000 - - - 10,000,000
Other long-term debt 3,168,502 432,351 927,116 919,902 889,133
Capitalized lease obligations 6,625,493 250,932 501,864 501,864 5,370,833
Operating lease obligations 1,294,369 330,381 540,243 205,445 218,300

Total § 59,088,364 $ 1,013,664 $ 1,969,223 § 1,627,211 $ 54,478,266
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Recent Accounting Pronouncements

In November 2002, the FASB issued Interpretation No. 45 (“FIN 45”), “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others,” which covers guarantees
such as standby letters of credit, performance guarantees, and direct or indirect guarantees of the indebtedness of
others, but not guarantees of funding. FIN 45 requires a guarantor to recognize, at the inception of a guarantee, a
liability in an amount equal to the fair value of the obligation undertaken in issuing the guarantee, and requires
disclosure about the maximum potential payments that might be required, as well as the collateral or other recourse
obtainable. The recognition and measurement provisions of FIN 45 were effective on a prospective basis after
December 31, 2002, and its adoption by the Company on January 1, 2002 has not had a significant effect on the
Company’s consolidated financial statements.

In January 2003, the FASB issued Interpretation No. 46 (“FIN 46”), “Consolidation of Variable Interest Entities.”
FIN 46 defines a variable interest entity (“VIE”) as a corporation, partnership, trust, or any other legal structure used
for business purposes that has: (a) an insufficient amount of equity to permit the entity to finance its activities,
without additional subordinated financial support from other parties; or (b) a group of equity holders that lack the
direct or indirect ability to make decisions about an entity’s activities through voting rights or similar rights; or (c) a
group of entity holders who are not obligated to absorb the expected losses of the entity or the right to receive the
expected residual retums of the entity. FIN 46 required a VIE to be consolidated by an investor company if the
investor company, regardless of voting interests, is subject to a majority (greater than 50%) of the risk of the
expected losses from the VIE’s activities or entitled to receive a majority (greater than 50%) of the VIE’s expected
residual returns or both. Prior to FIN 46, .a partially-owned entity was only consolidated into the investor
company’s consolidated financial statements if it was controlled by the investor company through voting interests.

In December 2003, the FASB issued a revision of FIN 46. The Revised Interpretation codifies both the proposed
modifications and other decisions previously issued through certain FASB Staff Positions (FSPs) and supersedes the
original Interpretation to include: (1) deferring the effective date of the Interpretation’s provisions for certain
variable interests, (2) providing additional scope exceptions for certain other variable interests, (3) clarifying the
impact of troubled debt restructurings on the requirement to reconsider (a) whether an entity is a VIE or (b) which
party is the primary beneficiary of a VIE, and (4) revising Appendix B of the Interpretation to provide additional
guidance on what constitutes a variable interest. The revised Interpretation is effective for financial statements of
periods ending after March 15, 2004. The Corporation intends to adopt the provisions of FIN 46 as of March 31,
2004 and does not believe the provisions will have a material impact on future operations of the Corporation.

In April 2003, the FASB issued Statement of Financial Accounting Standard No. 149 (“SFAS 149”), “Amendment
of Statement 133 on Derivative Instruments and Hedging Activities.” SFAS 149 amends SFAS 133, and clarifies
accounting for derivative instruments, including certain derivative instruments embedded in other contracts, and for
hedging activities under SFAS 133. SFAS 149 is effective for contracts entered into or modified after June 30,
2003, except in certain circumstances, and for hedging relationships designated after June 30, 2003. This Statement
did not have a material effect on the Company’s consolidated financial statements.

In May 2003, the FASB issued Statement of Financial Accounting Standard No. 150 (“SFAS 150”), “Accounting
for Certain Financial Instruments with Characteristics of both Liabilities and Equity.” SFAS 150 provides new
rules on the accounting for certain financial instruments that, under previous guidance, issuers could account for as
equity. Such financial instruments include mandatorily redeemable shares, instruments that require the issuer to
repurchase some of its shares in exchange for cash or other assets, or obligations that can be settled with shares, the
mongetary value of which is fixed. Most of the guidance in SFAS 150 is effective at the beginning of the first
interim period beginning after June 30, 2003. SFAS 150 had no effect on the Company’s consolidated financial
statements. D

In December 2003, the FASB issued Statement of Financial Accounting Standard No. 132 (“SFAS 132”) (revised
2003), “Employers’ Disclosures about Pensions and Postretirement Benefits.” SFAS 132 requires additional
disclosures about the assets, obligations and cash flows of defined pension and postretirement plans, as well as the
expense recorded for such plans. As of December 31, 2003, the Company has disclosed the required elements
related to its defined benefit pension plan in Note 17 to these consolidated financial statements.
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In December 2003, the American Institute of Certified Public Accountants (“AICPA”) issued Statement of Position
03-3 (“SOP 03-3”), “Accounting for Certain Loans or Debt Securities Acquired in a Transfer.” SOP 03-3 addresses
accounting for differences between contractual cash flows and cash flows expected to be collected from an
investor’s initial investment in loans or debt securities (loans) acquired in a transfer if those differences are
attributable, at least in part, to credit quality. It includes such loans acquired in purchase business combinations and
applies to all nongovernmental entities, including not-for-profit organizations. SOP 03-3 does not apply to loans
originated by the entity. SOP 03-3 limits the yield that may be accepted (accretable yield) to the excess of the
investor’s estimate of undiscounted expected principal, interest, and other cash flows (cash flows expected at
acquisition to be collected) over the investor’s initial investment in the loan. SOP 03-3 requires that the excess of
contractual cash flows over cash flows expected to be collected (nonaccretable difference) not be recognized as an
adjustment of yield, loss accrual, or valuation allowance. SOP 03-3 prohibits investors from displaying accretable
yield and nonaccretable difference in the balance sheet. Subsequent increases in cash flows expected to be collected
generally should be recognized prospectively through adjustment of the loan’s yield over its remaining life.
Decreases in cash flows expected to be collected should be recognized as impairment. SOP 03-3 prohibits
“carrying over” or creation of valuation allowances in the initial accounting of all loans acquired in a transfer that
are within the scope of SOP 03-3. The prohibition of the valuation allowance carryover applies to the purchase of
an individual loan, a pool of loans, a group of loans, and loans acquired in a purchase business combination. SOP
03-3 is effective for loans acquired in fiscal years beginning after December 15, 2004. The changes required by
SOP 03-3 are not expected to have a material impact on results of operations, financial position, or liquidity of the
Company.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTORY DATA

The financial statements and supplementary data required by Regulation S-X and by [tem 302 of Regulation S-K are set
forth in the pages listed below:

Financial Statements Page(s)
Report of Independent ACCOUNTANES. ..........ccooiiiiieoiereree et ebeer ettt st b e se bt ese st bt e 63
Consolidated Balance Sheets as of December 31, 2003 and 2002 .......oooooiieiiier e 64
Consolidated Statements of Income for the years ended December 31, 2003, 2002 and 2001 ..........cco.eev. 65 - 66
Consolidated Stafements of Stockholders' Equity for the years ended December 31, 2003, 2002 and 2001 .. 67
Consolidated Statements of Cash Flows for the years ended December 31, 2003, 2002 and 2001 ................ 68 - 69
Notes to Consolidated Financial STateIMENLS. ...........cvvecririericiircimiscesteeeasie s essssssessssessesesssssesssssesesene 70-114
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REPORT OF INDEPENDENT ACCOUNTANTS

To the Board of Directors and Stockholders Community Bancshares, Inc.:

We have audited the accompanying consolidated balance sheets of Community Bancshares, Inc. and subsidiaries as of
December 31, 2003 and 2002, and the related consolidated statements of income, stockholders' equity and cash flows
for the years then ended. These financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements based on our audit. The financial statements of the
Company as of and for the year then ended December 31, 2001 were audited by other auditors whose report dated April
5, 2002 expressed an unqualified opinion on those financial statements. As discussed in Note 24 to the accompanying
financial statements, the Company has restated its financial statements as of and for the year ended December 31, 2001
to properly recognize impairment of premises and equipment, unrecorded liabilities, valuation of repossessed assets,
and accounts receivable in conformity with generally accepted accounting principles. The other auditors reported on the
financial statements as of and for the year ended December 31, 2001 before the restatement.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America.
Those standards 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 evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our apinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated
financial position of Community Bancshares, Inc. and subsidiaries as of December 31, 2003 and 2002, and the
consolidated results of their operations and their cash flows for the years then ended, in conformity with accounting
principles generally accepted in the United States of America.

We also audited the adjustments described in Note 24 to the accompanying financial statements which were applied to

restate the financial statements as of and for the year ended December 31, 2001. In our opinion, such adjustments are
appropriate and have been properly applied.

Cd,w, /?(,774) ,6'. JW, Le.C.

Montgomery, Alabama
April 14, 2004
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Community Bancshares, Inc. and Subsidiaries
Consolidated Balance Sheets

December 31,

2003 2002
Assets
Cash and due from Banks............cooovvevvieecirieese et sireeees $ 30,370,220 $ 15976,613
Interest-bearing deposits in banks and federal funds sold ..........ccccoveeencene 14,550,000 24,230,000
Cash and cash equIvalents.........ccoccooeirreieinieeieenc e 44,920,220 40,206,613
Securities available for 8ale .......ccovvveeiierie e 156,270,593 123,901,469
Loans held for Sale ..ottt st sve st era e 1,821,221 -
Loans, net of allowance for loan losses of $14,357,624 and $9,784,269... 301,849,451 349,399,619
Capitalized lease receivable ..........coioiviiriiiviiiiieie s 2,959,818 3,053,542
Accrued INterest reCeIVADIE.........cvvvvieeiirieeeeie et rere et cre e erae e 3,260,957 4,369,748
Premises and eqUIPIMENt, NEL ......cccoeevereirrecririreerciere e reereeenee 22,796,143 25,435,491
Goodwill and other intangible assets, Net........c.covvveriererceereerrenrenennn 2,445,524 2,713,389
FOreClOSEd @SSELS ...vivuiveiiiicrieieeeriestestesrentevresta e stestesrestietesbeetesreebesreesenvons 6,945,494 7,676,442
Other @SSELS .ovivveviiieiteceeecretiit et st e te e e vesesteese st bess s st ebertssssaessssensebeneas 15,285,190 10,840,086
TOtAl ASSELS.....veverieiririr st $_ 558,554,611 $ 567,596,399
Liabilities and stockholders' equity
Deposits:
NONINtETESt-DEATING ......veveevierie et s $ 56,255,701 $ 52,920,683
TNEIESE-DEATING ... oo ess oo s sess e 397.689,888 _406.,543.121
TOtal AEPOSIS ..vovveicveeiirereieiiieticirie e en e ebe e se e bt bes 453,945,589 459,463,804
Other short-term BOITOWINGS .....ccovveeireeiiieirenerentcnrniere et seesinens 600,000 1,725,133
FHLB long-term debt.........ccccoviiienrnniiiceieesriesiriersiee st 38,000,000 38,000,000
Capitalized lease 0blIZAtIONS .........ococererirerierirene e sereeseeteeeeieaneeieenas 3,976,367 4,058,169
Other long-term debt ..........cccooviiiiiicee e 3,168,502 3,577,687
Trust preferred SECUTILIES ....viovvvierivieiiiereiicri e renses 10,000,000 10,000,000
Accrued INterest Payable...........c.ovviererireiireriire et 4,248,861 3,622,765
Other HADIIIES ©.viviivieieviiiieeie et er e seereeeae s vt ssese s s seeanebeseen 9,297,672 6,837,884
Total HADIHHES ....vovcvivceieieeieeietcrecseee et sers b nessn b s s sn et srseas 523,236,991 527,285,442
Commitments and contingencies (Notes 13 and 15)
Stockholders' equity
Preferred stock (par value $.10 per share; 200,000 shares
authorized; no shares issued or outstanding) ........c.oeevvvevvrrrresrenrennens - -
Common stock (par value $.10 per share; 20,000,000 shares authorized,;
6,978,671 and 4,810,089 shares issued as of December 31, 2003 and
2002, respectively; 2,151,552 shares are exchangeable)...............c....... 697,868 481,009
Additional paid-in-Capital ..........coecerreiirineniinc e 40,996,918 30,806,862
Treasury common stock, at cost (86,888 and 23,830 shares, as of
December 31, 2003 and 2002, respectively) .....ccoovervieeirericcrererineenns (894,029) (441,768)
Retained earnings (deficit) .......ccocrvvueerronieiinieresereie e e (2,075,986) 11,023,962
Unearned ESOP common stock (123,111 and 148,972 shares
as of December 31, 2003 and 2002, respectively) .....ccoecvroeinenirenanne (1,741,248) (1,999,858)
Accumulated other comprehensive income (l0SS).......ccvevreeeeernrnrecrnennn. (1.665,903) 440,750
Total stockholders' €qUILY ...ccovivveiiicice e e 35,317.620 40,310,957
Total liabilities and stockholders’ equity ........cccviemerimincoicrcicnieenanns $ 558,554,611 $ 567,596,399

The accompanying notes are an integral part of these consolidated financial statements
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Community Bancshares, Inc. and Subsidiaries
Consolidated Statements of Income

Years ended December 31,

2003 2002 2001
Interest income:
Loans, including fe€s ........ccooovivrvvnieesnnereienneccrnns $ 27,468,365 $ 33,505,597 $ 39,938,259
Interest on investment securities:
Taxable SECUTTLIES .....cvieivireviririceerer e . 4,861,422 6,280,795 6,209,240
Tax-exempt SECUITES ......ccvrvererirrrenceeveeireeeeireenee 341,729 455,769 693,065
Federal funds SoId ........ccooveeeiiiiiieireeeceeeeeee 255,118 386,050 603,072
OHNET ottt et st 198.030 29.148 43,851
Total interest INCOME .....ccovvevireeeeriieeeere e 33.124.664 40,657,359 47,487,487
Interest expense:
DEPOSIES 1ovoevieivreiereeceee ettt ettt s 10,337,974 13,352,690 20,486,605
Short-term bOrTOWINGS ......ccvvevrerrriereinriererreenierenrereens 3,229 36,423 37,318
FHLB long-term debt..........ccccoevivinnviinceieccennn 2,284,698 2,265,919 2,467,829
Capitalized lease obligations...........ccevieeveniecrnerinnenn. 165,713 224,846 288,095
Trust preferred SECUMHES .......ocovivvveereriiverieerecie e ’ 1,283,055 1,189,936 1,121,213
Other long-term debt......c..ccoovvvcnnrc e 190.147 82918 233315
Total INtErest EXPEnSe .......c.cccrrerevrereeriereereresreeneenene 14.264.816 17.152,732 24.634.375
Net INErESt INCOIME. ..oviovervivereeterereeeer et eeevresrereereereseenees 18,859,848 23,504,627 22,853,112
Provision for 10an 10SSES .......ccovverevivieiineeiecerinen 11,381,491 10,032,545 6,095,629
Net interest income, after provision for loan losses............ 7,478,357 13,472,082 16,757,483
Noninterest income:
Service charges on deposits ........ccocoeevrericririerenninnenns 2,610,900 2,949,665 3,148,378
Insurance commiissions. ........ ettt 2,048,840 2,237,051 1,788,551
Bank club dUes ..ooc.oooivieceeee e 409,065 437,977 495,208
Debt cancellation fees .........ooovevviveeeiiierncririiieiiee 80,383 233,142 391,104
Securities Gains, NEt.......c..cceveeemeirierenre e seressenereeesenns 1,102,967 653,442 1,283,945
OHEE v et e 761,909 934,242 1,025,522
Total NONINtErest INCOME ....vvvvevevieirereceiereree e 7.014.,064 ~7.445.519 8,132,708
Noninterest expense:
Salaries and employee benefits .........ccvvererreirerecnrenen. 13,763,416 14,454,500 13,977,467
OCCUPAICY .....voveveeceieiieiereiiee et seteesas st sseensrasessennseeasas 2,350,594 2,275,815 2,191,388
Furniture and equipment........c.ococveevvreecencennnercererrnnne 1,541,945 1,650,657 1,666,517
INSUTANCE ..ot 1,239,043 832,000 279,164
Director and committee fees .......cocoveevviiericcieseiennn, 467,767 443,600 436,199
Professional SErVICES .........covvvviveeveeieercreeirrre et eeeve e 4,398,346 3,271,173 3,054,277
Foreclosed assets, NEl....cccovvriiiirvereieeereecees e ens 3,308,917 1,260,312 56,576
Disposal or impairment of assets...........ocoverivrciecirianenns 2,051,106 (214,614) 66,482
Litigation, fraud or burglary ........ccccoveevvencrnnircnnccnncnn. 2,537,483 560,871 28,814
ONET ot bere st 4,520,678 4,536,226 7.035,514
Total nONINtErest EXPENSE.....orcuvererreireeriireerrrcarenenns 36,179,295 29.070,540 28,792,398
Loss from continuing operations before income taxes....... (21,686,874) (8,152,939) (3,902,207)
INCOME LAXES ...v.cveevicriecerevrieieeeeaeereeeeeeesrsreeeaeebessessessereseens - 8.586.926 3,129.806 1,520,856
Loss from continuing operations............cooeecrevrvenenee (13.099.948) (5.023.,133) (2.381.351)

The accompanying notes are an integral part of these consolidated financial statements
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Community Bancshares, Inc. and Subsidiaries
Consolidated Statements of Income - continued

Years ended December 31,

2003 2002 2001
Discontinued operations:
Income from operations of divested branches
(2002 includes gain on disposal of $8,071,985)........ - 8,504,062 1,489,591
TNCOME TAXES.....vieiirciic et - _(2,576,731) (531.124)
Net income (108S) .....coveveeirririreenieeriirrceeeareie e aees $ (13,099,948) $ 904,198 $§  (1.422.884)
Loss per share - Loss from continuing operations:
BaSIC...cciivice e $ 279 § (1.08) $ (0.52)
Dilated. oo $ 279 § (1.08) 3 {0.52)
Earnings (loss) per share - Net income (loss):
BasiC.iiiiceere e $ 27 019 § (0.31)
DiAlUtEd. ...t S 2.79) S 0.19 § (0.31)

The accompanying notes are an integral part of these consolidated financial statements
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Community Bancshares, Inc. and Subsidiaries
Consolidated Statements of Changes in Stockholders’ Equity
Years ended December 31, 2003, 2002 and 2001

Accumulated
Shares of Additional Unearned Other
Common Common Paid in Treasury Retained £SOP Comprehensive
Stack Stock Capital Common Stock Earnings Common Stock  Income (Loss, Total
Balance at
December 31,2000 ............c..cccoocene.. 4,674,995 467,499 29,804,921 § (396,768) § 11,542,648 § (2,574,002) § 397321 § 39241619
Comprehensive income:
Net 1088 = 2001 ooooooccooererceeseee - - - - (1,422,884) - - (1,422,884)
Change in unrealized gain (loss)
on securities available for sale
net of reclassification
adjustment and tax effect ............. - - - - - - (641,423) (641.423)
Total comprehensive loss....... (2.064,307)
Common stock options exercised ........... 121,675 32,956 3,708,944 - - - - 3,741,900
Common stock used by optionees to
purchase options when fair
value was $18 per share - (20,788) (3,721,112) - - - - (3,741,900)
Tax benefit on stock options.., - - 751,556 - - - - 751,556
Common stock issued in licu of cash paid
for directors’ fees at $18 per share..... 11,661 1,166 208,699 - - - - 209,865
Release of ESOP common stock ............ - - - - - 256,100 - 256,100
Balance at
December 31, 2001 .......oc.covverrvrnnnce 4,808,331 480,833 30,753,008 (396,768) 10,119,764 (2,317,902) (244,102) 38.394.833
Comprehensive income:
Netincome - 2002 ..voevrviieeeioceinans . - - - 904,198 - - 904,198
Change in unrealized gain {loss)
on securities available for sale
net of reclassification
adjustments and tax effect ............ - - - - - - 1,757,132 1,757,132
Change in additional pension
liability net of tax effect................ - - - - - - (1,072,280) (1,072.280)
Total comprehensive income .. 1.589.050
Reclassification adjustment for inventory
of unreleased common stock.. - - (65,094) - - 65,094 - -
Common stock retired (17,922) (1,792) - - - - - (1,792)
Common stock issued in lieu of cash paid
for directors’ fees at $18 per share...... 19,680 1,968 194,333 - - - - 196,801
Release of ESOP common stock ............ - - (75,885) - - 252,950 .- 177,065
Treasury common stock acquired through
debts previously contracted.... - - - (45,000} - - - (45.000)
Balance at
December 31, 2002.....evveneminisnnnes 4,810,089 481,009 30,806,862 (441,768) 11,023,962 (1,999,858) 440,750 40.310.957
Comprehensive income:
Net 1085 - 2003......covvrirnmmsencsresscsranne - - - - (13,099,948) - - (13,099,948)
Change in unrealized gain (loss)
on securities available for sale
net of reclassification
adjustments and tax effect ......... - - - - - - (2,115,156) (2,115,156)
Change in additional pension
fiability net of tax effect...cuemnne - - - - - - 8,503 8,503
Total comprehensive loss. (15.206,601)
Issuance of common stock
at $5.35 per Share ....iniiins 2,151,552 215,156 11,295,653 - - - - 11,510,809
Common stock issuance costs....oue. - - (1,145,528) - - - - (1,145,528)
Common stock issued in lien of
cash paid for directors' fees
at $7.00 per share 17,030 1,703 117,514 - - - - 119,217
Release of ESOP common stock. - - (77,583) - - 258,610 - 181,027
Treasury common stock
acquired through debts
previously contracted ......creninns - - - (452.,261) - - - (452,261)
Balance at
December 31, 2003 5,978,671 3 607,868 § . 40996918 §__ (894,029) §._ (2.075,986) 5.(1,741.248) 3 (1.665,903) 5§ .35.317.620

The accompanying notes are an integral part of these consolidated financial statements
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Community Bancshares, Inc. and Subsidiaries
Consolidated Statements of Cash Flows

Years ended December 31,

2003 2002 2001
Operating activities:
Nt iNCOME (L08S).cvueurererrrricrerinmrerineereasnennereecrcssnsesersesansnsssneees $ (13,099,948) $ 904,198  $ (1,422,884)
Adjustments to reconcile net income (loss) to net cash
provided by operating activities:
Provision for 10an J0SSES ........cccovereveiiiirviicereinisss e 11,381,491 10,107,671 6,313,940
Depreciation and amortization ................. 1,760,925 1,962,459 2,572,472
Net amortization of SECUITEIES. .....cccovvivviiiiiirieeecievesiee e 999,262 350,461 159,957
Deferred tax benefit..........covoroerriioriennrinirn e ceeeseeesnsannees (4,121,696) (573,197) (914,941)
GoodWill IMPAITMENL ....eeeeevreereeriet st eereseaannes - - 2,652,620
Realized investment SECUrity Zains. .........ccceeceeerrinsercearererarens (1,102,967) (653,442) (1,283,945)
Gain on sale 0f Hranches ......covccinninineecnnenereseseenens - (8,071,985) -
Loss (gain) on sale or impairment of premises and equipment. 1,730,688 (214,614) 66,482
Realized losses on foreclosed assets ........ovvvvvvveireeeeeeeiiriviiins 3,308,917 1,260,312 -
Decrease in accrued interest receivable. ................. 1,108,791 2,038,029 1,371,278
Increase (decrease) in accrued interest payable .............o........ 626,096 (121,194) (975,725)
OhET .ottt et st e seassa b e e st b e sennnsanies 4,004.149 {5.195.659) 1,225,955
Net cash provided by operating activities ............coueennn. 6,595,708 1,793,039 9,765,209
Investing activities:
Proceeds from sales, calls and pay downs of securities
available for $ale.........ccovveviiiiiirieeenr e 113,456,934 88,623,292 86,418,413
Proceeds from maturity of securities
available fOr SAle .........ooveeeiieiceeeecrec e 18,400,000 15,000,000 2,500,000
Purchase of securities available for sale (167,647,610) (102,613,924) (108,972,949)
Cash disbursed in settlement of branch divestitures ... - (32,054,765) -
Loan originations and principal collections, net 28,147,440 37,327,124 16,968,554
Proceeds from sale of premises and equipment. ........c.ccocoeuuvee. 135,492 1,561,134 108,075
Additions to premises and eqUIPMENt...........ccooerrrrercenrrrennes (1,047,599) (846,654) (2,612,433)
Net proceeds from sale of foreclosed assets ..........c.ovcvverrrarenns 3.,323.079 982,581 1,292,223
Net cash provided (used) by investing activities .........c....... (5.232.264) 1.978.788 (4,298.117)
Financing activities:
Net increase (decrease) in demand deposits,
NOW accounts, savings and time open deposit accounts..... 47,200,514 (2,598,896) 21,905,506
Net decrease in certificates of deposit .....c...ovevrriireerirrininee (52,718,729) (16,563,095) (5,100,244)
Net increase (decrease) in short-term borrowings (1,125,133) (2,634,794) 2,094,696
Decrease in capitalized lease obligations .................... (81,802) (93,589) (84,149)
Repayment of long-term debt ............ocoooeeiimiiniicinnnne (409,185) (911,848) (752,504)
Issuance of common stock, net of transaction costs. ................ 10.484.498 - -
Net cash provided (used) by financing activities.................. 3.350.163 (22.8302.222) 18.063.305
Net change in cash and cash equivalents ...................c.ceoeueunen.e. 4,713,607 (13,030,395) 23,530,397
Cash and cash equivalents,
beginning of year ... 40,206,613 53,237.008 29.706.611
Cash and cash equivalents, end of year ... $ 44920220 § 40,206,613 $ 53.237,008

The accompanying notes are an integral part of these consolidated financial statements
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Years ended December 31,

2003 2002 2001

Supplemental cash flow disclosures:

Interest paid on deposits and borrowed funds.................. $ 13,638,720 $ 17,929,967 § 32,563,802

Income taxes paid (refunded) ........ococovivrnncncivnenien, (1,376,570) 2,266,517 (1,082,900)
Schedule of non-cash investing and

financing activities:

Foreclosure of other real estate owned.........coovevvenn. 6,911,778 4,867,504 : 4,411,029

Foreclosure of other assets ......occvvvvvveceeieercriceeve e 2,494,619 3,215,025 3,777,599

Loan charge-offs, net of recoveries.......covovrvncrnrnnenne 6,808,136 6,863,579 6,129,000

The accompanying notes are an integral part of these consolidated financial statements
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Notes to Consolidated Financial Statements

Note 1 - Summary of Significant Accounting Policies

Nature of Operations: Community Bancshares, Inc. and its subsidiaries (the “Company”) provide a full range of
banking services to individual and corporate customers in nine counties in north Alabama — Blount, Cullman, Dekalb,
Etowah, Lauderdale, Limestone, Madison, Marshall and Morgan Counties; two counties in northwest Alabama —
Marion and Winston Counties; and two counties in southwest Alabama — Marengo and Perry Counties. Community
Bancshares, Inc. conducts its operations through Community Funding Corporation and Community Bank and its
subsidiaries, 1* Community Credit Corporation, Community Insurance Corp., Southern Select Insurance, Inc., and
Community Appraisals, Inc. collectively (the “Bank™).

Principles of Consolidation: The consolidated financial statements include the accounts of Community Bancshares,
Inc. and its direct and indirect wholly owned subsidiaries. All significant intercompany balances and transactions have
been eliminated.

Use of Estimates: In preparing consolidated financial statements in conformity with accounting principles generally
accepted in the United States of America, management is required to make estimates and assumptions that affect the
reported amounts of assets and liabilities as of the date of the balance sheet and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the reporting
period. Actual results could differ from those estimates. Material estimates that are particularly susceptible to
significant change in the near term relate to the determination of the allowance for loan losses, the valuation of deferred
tax assets, contingency reserves and asset impairments.

Significant Group Concentrations of Credit Risk: Most of the Company’s activities are with customers located
within Alabama. Note 3 discusses the types of securities in which the Company invests and Note 4 discusses the types
of lending in which the Company engages. The Company does not have any significant concentrations to any one
industry or customer.

Cash and Cash Equivalents: For purposes of the consolidated statements of cash flows, cash and cash equivalents
include cash and balances due from banks, interest-bearing deposits in banks and federal funds sold.

Securities: Debt securities that management has the positive intent and ability to hold to maturity are classified as “held
to maturity” and recorded at amortized cost. Securities not classified as held to maturity or trading, including equity
securities with readily determinable fair values, are classified as “available for sale” and recorded at fair value, with
unrealized gains and losses excluded from earnings and reported in other comprehensive income.

Purchase premiums and discounts are recognized in interest income using the interest method over the terms of the
securities. Declines in the fair value of held-to-maturity and available-for-sale securities below their cost that are
deemed to be other than temporary are reflected in earnings as realized losses. In estimating other-than-temporary
impairment losses, management considers (1) the length of time and the extent to which the fair value has been less
than cost, (2) the financial condition and near-term prospects of the issuer, and (3) the intent and ability of the Company
to retain its investment in the issuer for a period of time sufficient to allow for any anticipated recovery in fair value.
Gains and losses on the sale of securities are recorded on the trade date and are determined using the specific
identification method.

Loans Held For Sale: 1oans originated and intended for sale in the secondary market are carried at the lower of
aggregate cost or fair value, as determined by aggregate outstanding commitments from investors or current investor
yield requirements. Net unrealized losses are recognized through a valuation allowance by charges to the allowance for
lcan losses.

Mortgage loans held for sale are generally sold together with the related mortgage servicing rights. Gains or losses on
sales of mortgage loans are recognized based on the difference between the selling price and the carrying value of the
related mortgage loans sold.
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Loans: The Company provides mortgage, commercial and consumer loans to customers. A substantial portion of the
loan portfolio is represented by mortgage loans in Alabama. The ability of the Company’s debtors to honor their
contracts is dependent upon the real estate and general economic conditions in this area.

Loans that management has the intent and ability to hold for the foreseeable future or until maturity or pay-off generally
are reported at their outstanding unpaid principal balances adjusted for charge-offs, the allowance for loan losses, and
any deferred fees or costs on originated loans. Interest income is accrued on the unpaid principal balance. Loan
origination fees, net of certain direct origination costs, are deferred and recognized as an adjustment of the related loan
yield using the interest method.

The accrual of interest on mortgage and commercial loans is generally discontinued at the time the loan is 90 days past
due unless the credit is well secured and in process of collection. Personal loans are typically charged off no later than
180 days past due. Past due status is based on the contractual terms of the loan. In all cases, loans are placed on non-
accrual or charged off at an earlier date if collection of principal or interest is considered doubtful.

All interest accrued but not collected for loans that are placed on nonaccrual or charged off is reversed against interest
income. The interest on these loans is accounted for on the cash basis or cost recovery method, until qualifying for
return to accrual. Loans are returned to accrual status when all the principal and interest amounts contractually due are
brought current and future payments are reasonably assured.

Allowance for Loan Losses: The allowance for loan losses is established as losses are estimated to have occurred
through a provision for loan losses charged to earnings. Loan losses are charged against the allowance when
management believes that a loan balance is uncollectible. Subsequent recoveries, if any, are credited to the allowance.

The allowance for loan losses is evaluated on a regular basis by management and is based upon management’s periodic
review of the collectibility of the loans in light of historical experience, the nature and volume of the loan portfolio,
adverse situations that may affect the borrower’s ability to repay, the estimated value of any underlying collateral and
prevailing economic conditions. This evaluation is inherently subjective as it requires estimates that are susceptible to
significant revision as more information becomes available.

The allowance consists of specific, general and unallocated components. The specific component relates to loans that
are classified as doubtful, substandard or special mention. For any such loans that are also classified as impaired, an
allowance is established when the discounted cash flows (or collateral value or observable market price) of the impaired
loan is lower than the carrying value of that loan. The general component covers non-classified loans and is based on
historical loss experience adjusted for qualitative factors. An unallocated component may be maintained to cover
uncertainties that could affect management’s estimate of probable losses. The unallocated component of the allowance
reflects the margin of imprecision inherent in the underlying assumptions used in the methodologies for estimating
specific and general losses in the portfolio.

A loan is considered impaired when, based on current information and events, it is probable that the Company will be
unable to collect the scheduled payments of principal or interest when due according to the contractual terms of the loan
agreement. Factors considered by management in determining impairment include payment status, collateral value, and
the probability of collecting scheduled principal and interest payments when due. Loans that experience insignificant
payment delays and payment shortfalls generally are not classified as impaired. Management determines the
significance of payment delays and payment shortfalls on a case by case basis, taking into consideration all of the
circumstances surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the
borrower’s prior payment record, and the amount of the shortfall in relation to the principal and interest owed.
Impairment is measured on a loan by loan basis by either the present value of expected future cash flows discounted at
the loan’s effective interest rate, the loan’s obtainable market price, or the fair value of the collateral if the loan is
collateral dependent. Large groups of smaller balance homogeneous loans are collectively evaluated for impairment.
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Off-Balance Sheet Credit Related Financial Instruments: In the ordinary course of its business, the Company has
entered into commitments to extend credit, including loan commitments, commercial letters of credit, and standby
letters of credit. Such financial instruments are recorded when they are funded.

Derivative Financial Instruments: On January 1, 2001, the Company adopted Statement of Financial Accounting
Standards No. 133 (“SFAS 133”), “Accounting for Derivative Instruments and Hedging Activities.” SFAS 133
requires that all derivatives be recognized as assets or liabilities in the balance sheet and measured at fair value.

Interest Rate Swap Agreements.

For asset/liability management purposes, the Company may use interest rate swap agreements to hedge various
exposures or to modify interest rate characteristics of various balance sheet accounts. Such derivatives are used as
part of the asset/liability management process and are linked to specific assets or liabilities, and have high
correlation between the contract and the underlying item being hedged, both at inception and throughout the hedge
period.

From time to time, the Company may utilize interest rate swap agreements to convert a portion of its variable-rate
debt to a fixed rate a “cash flow hedge,” and to convert a portion of its fixed rate loans to a variable rate a “fair
value hedge.” Interest rate swaps are contracts in which a series of interest rate flows are exchanged over a
prescribed period. The notional amount on which the interest payments are based is not exchanged.

Under SFAS 133, the gain or loss on a derivative designated and qualifying as a fair value hedging instrument, as
well as the offsetting gain or loss on the hedged item attributable to the risk being hedged, is recognized
immediately in earnings in the same accounting period. The effective portion of the gain or loss on a derivative
designated and qualifying as a cash flow hedging instrument is initially reported as a component of other
comprehensive income and subsequently reclassified into earnings in the same period or periods during which the
hedged transaction affects earnings. The ineffective portion of the gain or loss on the derivative instrument, if any,
is recognized immediately in earnings.

Interest rate derivative financial instruments receive hedge accounting treatment only if they are designated as a
hedge and are expected to be, and are, effective in substantially reducing interest rate risk arising from the assets
and liabilities identified as exposing the Company to risk. Those derivative financial instruments that do not meet
the hedging criteria discussed below would be classified as trading activities and would be recorded at fair value
with changes in fair value recorded in income. Derivative hedge contracts must meet specific effectiveness tests
(i.e., over time the change in their fair values due to the designated hedge risk must be within 80 to 125 percent of
the opposite change in the fair values of the hedged assets or liabilities). Changes in fair value of the derivative
financial instruments must be effective at offsetting changes in the fair value of the hedged items due to the
designated hedge risk during the term of the hedge. Further, if the underlying financial instrument differs from the
hedged asset or liability, there must be a clear economic relationship between the prices of the two financial
instruments. If periodic assessment indicates derivatives no longer provide an effective hedge, then the derivatives
contracts would be closed out and settled, or classified as a trading activity.

Beginning January 1, 2001, in accordance with SFAS 133, hedges of variable rate debt are accounted for as cash
flow hedges, with changes in fair value recorded in derivative assets or liabilities and other comprehensive income.
The net settlement (upon close out or termination) that offsets changes in the value of the hedged debt is deferred
and amortized into net interest income over the life of the hedges debt. Hedges of fixed rate loans are accounted for
as fair value hedges, with changes in fair value recorded in derivative assets or liabilities and loan interest income.
The net settlement (upon close out or termination) that offsets changes in the value of the loans adjusts the basis of
the loans and is deferred and amortized to loan interest income over the life of the loans. The portion, if any, of the
net settlement amount that did not offset changes in the value of the hedged asset or liability is recognized
immediately in noninterest income.
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Cash flows resulting from the derivative financial instruments that are accounted for as hedges of assets and
liabilities are classified in the cash flow statement in the same category as the cash flows of the items being hedged.

Foreclosed Assets: Assets acquired through, or in lie_u of, loan foreclosure are held for sale and are initially
recorded at fair value at the date of foreclosure, establishing a new cost basis. Subsequent to foreclosure, valuations
are periodically performed by management, and the assets are carried at the lower of carrying amount or fair value
less cost to sell. Revenue and expenses from operations and changes in the valuation allowance are included in net
expenses from foreclosed assets.

Premises and Equipment: Land is carried at cost. Building, furniture and equipment are stated at cost less
accumulated depreciation generally computed using the straight-line method over the estimated useful lives of the
assets.

Transfers of Financial Assets: Transfers of financial assets are accounted for as sales, when control over the assets
has been surrendered. Control over transferred assets is deemed to be surrendered when (1) the assets have been
isolated from the Company, (2) the transferee obtains the right (free of conditions that constrain it from taking
advantage of that right) to pledge or exchange the transferred assets, and (3) the Company does not maintain
effective control over the transferred assets through an agreement to repurchase them before their maturity.

Income Taxes: The Company uses the asset and liability method of accounting for income taxes. Under the asset
and liability method, deferred tax assets and liabilities are recorded at currently enacted tax rates applicable to the
period in which assets or liabilities are expected to be realized or settled. Deferred tax assets and liabilities are
adjusted to reflect changes in statutory tax rates resulting in income adjustments in the period such changes are
enacted.

Goodwill and Other Intangible Assets: Goodwill represents the excess of the costs of an acquisition over the fair
value of the net assets acquired. Other intangible assets represent purchased assets that lack physical substance, but
can be distingnished from goodwill because of contractual or other legal rights, or because the asset is capable of
being sold or exchanged either on its own or in combination with a related contract, asset, or liability. On January 1,
2002, the Company adopted Statement of Financial Accounting Standard No. 142 (“SFAS 142”), “Goodwill and
Other Intangible Assets.” Under the provisions of SFAS 142, goodwill and other intangible assets with indefinite
useful lives will no longer be amortized, but instead are tested for impairment as of the date of adoption and at least
annually. The standard also requires that intangible assets with finite useful lives be amortized over their respective
estimated useful lives to their estimated residual values, and be reviewed for impairment if a triggering event occurs,
as described by Statement of Financial Accounting Standard No. 144 (“SFAS 144™), “Accounting for the
Impairment or Disposal of Long-lived Assets.” Intangible assets that have finite lives continue to be amortized over
their estimated useful lives and also continue to be subject to impairment testing. All of the Company’s other
intangible assets have finite lives and are amortized on a straight-line basis over a 25 year period. Prior to the
adoption of SFAS 142, the Company’s goodwill was amortized over a period up to 25 years using the straight-line
method or an accelerated method, as applicable.

Stock Compensation Plans: Statement of Financial Accounting Standards No. 123 (“SFAS 123”), “Accounting for
Stock-Based Compensation,” encourages all entities to adopt a fair value based method of accounting for employee
stock compensation plans, whereby compensation cost is measured at the grant date based on the value of the award
and is recognized over the service period, which is usually the vesting period. However, it also allows an entity to
continue to measure compensation cost for those plans using the intrinsic value based method of accounting
prescribed by Accounting Principles Board Opinion No. 25 (“APB 25”), “Accounting for Stock Issued to
Employees,” whereby compensation cost is the excess, if any, of the quoted market price of the stock at the grant
date (or other measurement date) over the amount an employee must pay to acquire the stock. Stock options issued
under the Company’s stock option program have no intrinsic value at the grant date, and under APB 25 no
compensation cost is recognized for them. The Company has elected to continue with the accounting methodology
in APB 25 and, as a result, has provided pro forma disclosures of net income and earnings per share and other
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disclosures, as if the fair value based method of accounting had been applied utilizing the Black-Scholes valuation
method. The pro forma disclosures include the effects of all unexpired awards granted. See Note 19.

Earnings per Common Share: Basic earnings per share represents income available to common stockholders
divided by the weighted-average number of common shares outstanding during the period. Diluted eamings per
share reflect additional common shares that would have been outstanding if potentially dilutive common shares had
been issued, as well as any adjustment to income that would result from assumed issuance. Potential common
shares that may be issued by the Company relate solely to outstanding stock options, and are determined using the
treasury stock method.

Earnings per common share have been computed based on the following:

Years ended December 31,

2003 2002 2001
Net inCome (108S)..vccviecriereieiieirieeceeer e S (13,099,948) $ 904,198 §  (1,422,884)
Less: preferred stock dividends ..o, - - -
Net income (loss) applicable to common stock.............. $ _ (13,099,948) § 904,198 §  (1,422.884)

Weighted average number of .
common shares oWtStanding .........ococceveverercrrnereriseenen, 4,695,380 4,042,182 4,572,301
Effect of dilutive options ......cccccvvvineicnnnrvrnenicnnes - - -
Weighted average number of
common shares outstanding used to
calculate diluted earnings per common share......... - 4,695,380 4,642,182 4,572,301

Long-Lived Assets: The Company reviews long-lived assets and certain identifiable intangibles for impairment
whenever events or changes in circumstances indicate that the carrying amount of the asset may not be recoverable.
If the future undiscounted cash flows expected to result from the use of the asset and its eventual disposition are less
than the carrying amounts of the asset, an impairment loss is recognized. Long-lived assets and certain intangibles
to be disposed of are reported at the lower of carrying amount or fair value less cost to sell.

Debt Cancellation Contracts: The Company began issuing debt cancellation contracts on certain loans to customers
as of October 1, 1995. The contract represents an agreement by the Company to cancel the debt of the borrower
upon said borrower's death. The Company charges fees equivalent to that authorized by the state banking authorities
and establishes a reserve account, from fees collected, to cover potential claims. The reserve for debt cancellation
contracts totaled $§269,862 and $231,764 at December 31, 2003 and 2002, respectively.

Advertising Costs: Advertising costs are expensed as incurred.
Comprehensive Income: Accounting principles generally require that recognized revenue, expenses, gains and
losses be included in net income. Although certain changes in assets and liabilities, such as unrealized gains and

losses on available-for-sale securities, are reported as a separate component of the equity section of the balance
sheet, such items, along with net income, are components of comprehensive income.
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The components of other comprehensive income, and related tax effects, are as follows:

December 31,

2003 20602 2001

Unrealized holding gains on available for sale securities....... $ (2,422,292) § 3,581,995 § 214,906
Reclassification adjustment for gains realized in income....... (1,102,967) {653.442) _ (1,283.945)
Net unrealized gains ......c.ocoeevviiriciieii e (3,525,259) 2,928,553 (1,069,039)
TaX €FfECT ..ot 1,410,103 (1,171.421) 427,616

Net of taX amMOUNT. ..ot (2,115.156) 1,757,132 (641.423)
Additional minimum pension Hability ........cocovveervivnniernennns 76,057 (1,696,9006) -
TaX €ffeCt.. .ot (67.554) 624,626 -

Net 0f taX AmMOUNE. ..o e 8.503 (1.072,280) -

§  (2106653) $_ 684852 § (641.423)

The components of accumulated other comprehensive income, included in stockholders’ equity, are as follows:

December 31,
2003 2002 2001

Net unrealized gain (loss) on securities available for sale...... $ (1,003,543) $§ 2,521,716 § (406,837)
TaX BffECT.coi vttt 401,417 (1.008.686) 162,735

Net of tax amouNt.........covvvirvveereirieiricreeieieseeieereens (602,126) 1,513,030 (244,102)
Additional pension minimum liability recognition................. (1,772,963) (1,696,906) -
TaX @FfECT...ecviiiiice e et 709.186 624,626 -

Net of tax amOUNL.......ccioviiiiiiin et cee e ecanes (1,063.777) (1,072,280) -
Accumulated other comprehensive income (10ss)........ AT $ . _(1.665903) § 440,750 § (244,102)

Reclassification: Certain amounts in 2002 and 2001 have been reclassified to conform with the 2003 presentation.
Recent Accounting Pronouncements:

In November 2002, the FASB issued Interpretation No. 45 (“FIN 45”), “Guarantor’s Accounting and Disclosure
Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others,” which covers guarantees
such as standby letters of credit, performance guarantees, and direct or indirect guarantees of the indebtedness of
others, but not guarantees of funding. FIN 45 requires a guarantor to recognize, at the inception of a guarantee, a
liability in an amount equal to the fair value of the obligation undertaken in issuing the guarantee, and requires
disclosure about the maximum potential payments that might be required, as well as the collateral or other recourse
obtainable. The recognition and measurement provisions of FIN 45 were effective on a prospective basis after
December 31, 2002, and its adoption by the Company on January 1, 2002 has not had a significant effect on the
Company’s consolidated financial statements.

In January 2003, the FASB issued Interpretation No. 46 (“FIN 46”), “Consolidation of Variable Interest Entities.”
FIN 46 defines a variable interest entity (“VIE”) as a corporation, partnership, trust, or any other legal structure used
for business purposes that has: (a) an insufficient amount of equity to permit the entity to finance its activities,
without additional subordinated financial support from other parties; or (b) a group of equity holders that lack the
direct or indirect ability to make decisions about an entity’s activities through voting rights or similar rights; or (¢) a
group of entity holders who are not obligated to absorb the expected losses of the entity or the right to receive the
expected residual returns of the entity. FIN 46 required a VIE to be consolidated by an investor company if the
investor company, regardless of voting interests, is subject to a majority (greater than 50%) of the risk of the
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expected losses from the VIE’s activities or entitled to receive a majority (greater than 50%) of the VIE’s expected
residual returns or both. Prior to FIN 46, a partially-owned entity was only consolidated into the investor
company’s consolidated financial statements if it was controlled by the investor company through voting interests.

In December 2003, the FASB issued a revision of FIN 46. The Revised Interpretation codifies both the proposed
modifications and other decisions previously issued through certain FASB Staff Positions (FSPs) and supersedes the
original Interpretation to include: (1) deferring the effective date of the Interpretation’s provisions for certain
variable interests, (2) providing additional scope exceptions for certain other variable interests, (3) clarifying the
impact of troubled debt restructurings on the requirement to reconsider (a) whether an entity is a VIE or (b) which
party is the primary beneficiary of a VIE, and (4) revising Appendix B of the Interpretation to provide additional
guidance on what constitutes a variable interest. The revised Interpretation is effective for financial statements of
periods ending after March 15, 2004. The Corporation intends to adopt the provisions of FIN 46 as of March 31,
2004 and does not believe the provisions will have a material impact on future operations of the Corporation.

In April 2003, the FASB issued Statement of Financial Accounting Standard No. 149 (“SFAS 149™), “Amendment
of Statement 133 on Derivative Instruments and Hedging Activities.” SFAS 149 amends SFAS 133, and clarifies
accounting for derivative instruments, including certain derivative instruments embedded in other contracts, and for
hedging activities under SFAS 133. SFAS 149 is effective for contracts entered into or modified after June 30,
2003, except in certain circumstances, and for hedging relationships designated after June 30, 2003. This Statement
did not have a material effect on the Company’s consolidated financial statements.

In May 2003, the FASB issued Statement of Financial Accounting Standard No. 150 (“SFAS 1507), “Accounting
for Certain Financial Instruments with Characteristics of both Liabilities and Equity.” SFAS 150 provides new
rules on the accounting for certain financial instruments that, under previous guidance, issuers could account for as
equity. Such financial instruments include mandatorily redeemable shares, instruments that require the issuer to
repurchase some of its shares in exchange for cash or other assets, or obligations that can be settled with shares, the
monetary value of which is fixed. Most of the guidance in SFAS 150 is effective at the beginning of the first
interim period beginning after June 30, 2003. SFAS 150 had no effect on the Company’s consolidated financial
statements.

In December 2003, the FASB issued Statement of Financial Accounting Standard No. 132 (“SFAS 132”) (revised
2003), “Employers’ Disclosures about Pensions and Postretirement Benefits.” SFAS 132 requires additional
disclosures about the assets, obligations and cash flows of defined pension and postretirement plans, as well as the
expense recorded for such plans. As of December 31, 2003, the Company has disclosed the required elements
related to its defined benefit pension plan in Note 17 to these consolidated financial statements.

In December 2003, the American Institute of Certified Public Accountants (“AICPA”) issued Statement of Position
03-3 (“SOP 03-3”), “Accounting for Certain Loans or Debt Securities Acquired in a Transfer.” SOP 03-3 addresses
accounting for differences between contractual cash flows and cash flows expected to be collected from an
investor’s initial investment in loans or debt securities (loans) acquired in a transfer if those differences are
attributable, at least in part, to credit quality. It includes such loans acquired in purchase business combinations and
applies to all nongovernmental entities, including not-for-profit organizations. SOP 03-3 does not apply to loans
originated by the entity. SOP 03-3 limits the yield that may be accepted (accretable yield) to the excess of the
investor’s estimate of undiscounted expected principal, interest, and other cash flows (cash flows expected at
acquisition to be collected) over the investor’s initial investment in the loan. SOP 03-3 requires that the excess of
contractual cash flows over cash flows expected to be collected (nonaccretable difference) not be recognized as an
adjustment of yield, loss accrual, or valuation allowance. SOP 03-3 prohibits investors from displaying accretable
yield and nonaccretable difference in the balance sheet. Subsequent increases in cash flows expected to be collected
generally should be recognized prospectively through adjustment of the loan’s yield over its remaining life.
Decreases in cash flows expected to be collected should be recognized as impairment. SOP 03-3 prohibits
“carrying over” or creation of valuation allowances in the initial accounting of all loans acquired in a transfer that
are within the scope of SOP 03-3. The prohibition of the valuation allowance carryover applies to the purchase of
an individual loan, a pool of loans, a group of loans, and loans acquired in a purchase business combination. SOP
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03-3 is effective for loans acquired in fiscal years beginning after December 15, 2004. The changes required by
SOP 03-3 are not expected to have a material impact on results of operations, financial position, or liquidity of the
Company.

Note 2 - Restrictions on Cash and Amounts Due From Banks

The Bank is required to maintain average balances on hand or with the Federal Reserve Bank. At December 31,
2003 and 2002, these reserve balances amounted to $114,000 and $175,000, respectively.

Note 3 - Investment Securities

At December 31, 2003 and 2002, the Company's investment securities are categorized as available for sale and, as a
result, are stated at their fair value based generally on quoted market prices. Unrealized holding gains and losses, net
of applicable deferred taxes, are included as a component of stockholders' equity (accumulated other comprehensive
income), until realized.

The amortized cost and fair value of securities available for sale, with gross unrealized gains and losses, are
summarized as follows:

Gross Gross
Amortized  Unrealized  Unrealized Fair
Cost Gains Losses Value
As of December 31, 2003:
U. S. Government and agency securities.......... $ 61,719,481 $§ 240,279 § 744,208 § 61,215,552
State and municipal securities .......cucsurnsrsessens 6,525,328 61,457 159,279 6,427,506
Mortgage-backed securities. .o....c.cosessecrsirusnsans 87,024,327 391,669 793,461 86,622,535
Federal Home Loan Bank stocK......coeeeecrencnnens 2,005,000 - - 2,005,000 ~
Total $157,274,136 $ 693,405 31696948 $ 156,270,593
As of December 31, 2002:
U. S. Government and agency securities.............. $ 6,330,000 § 192,832 § - $ 6,522,832
State and municipal Securities ...........c.cceceerereenee 7,176,984 44,616 165,962 7,055,638
Mortgage-backed SECUTIIES. ..vvvvvevvereercrerereinnanne 105,084,669 2,511,395 61,165 107,534,899
Federal Home Loan Bank stock .........ccccoevvevvneee. 2,788,100 - - 2,788,100
TOMAL .ottt $ 121379753 $ 2.748.843 $§ 227,127 § 123.901.469

An investment security issued by Hartselle Utilities is carried at a value of $4,497,973 and $4,680,547 at December 31,
2003 and 2002, respectively, which exceed 10% of total stockholder's equity. The carrying value of securities pledged
to secure public funds and other borrowings as required or permitted by law, were $125,511,671 and $71,663,190 at
December 31, 2003 and 2002, respectively.

The amortized cost and fair value of available for sale securities by contractual maturity at December 31, 2003 are as
follows:

Amortized Fair
Cost Value
(in thousands)
Within 6ne year or 1esS .......coecernnnnn, S $ 5010 § 5,025
After one year through five years.........cooccccvvvrinenn. 50,749 50,273
After five years through ten years .......c.ccoceervenenncn. 31,848 31,362
AT 1ON YEATS...vviivirteriereerersirsereere e e sresessesessenes 67,662 67,606
Other SECUTILIES .....o.oveverecrcrieee e reen e 2,005 2.005
TOAL vt h) 157274  § 156.271
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Mortgage-backed securities have been included in the maturity tables based upon the guaranteed payoff date of each
security. :

For the years ended December 31, 2003, 2002, and 2001, proceeds from sales of securities available for sale amounted
to $70,820,527, $47,088,376 and $38,504,782, respectively. Gross realized gains and losses on available for sale
securities for each of the years ended December 31, 2003, 2002 and 2001 were as follows:

2003 2002 2001
Gross 1ealized GaINS ........ocoviriireiiie e cncre e $ 1213815 $ 670,565 § 1,283,945
Gross 18aliZed L0SSES ....vviiiirierieriierceiereeree et e (110.848) (17.123) -
Net 1ealiZed ZAINS......coierieiiieierieicieteeeseeteenrenesaeeaeserens sereesenareareeens 1,102,967 653,442 1,283,945
Related iNCOME 1aXeS ...ovvvvivviriiiereeecececree e (441,187) (261.377) _ (513,578)
Net realized gains after related iInCOME taXES ..vvvveerrierseernirneinnreens § 661780 § 392065 § 770367

Information pertaining to securities with gross unrealized losses at December 31, 2003, aggregated by investment
category and length of time that individual securities have been in a continuous loss position, follows:

Less than twelve months Over twelve months
Gross Gross
Unrealized Fair Unrealized Fair
Losses Value Losses Value
(in thousands)
Debt securities:
U.S. Government and federal agency ..........coc....... $ 744§ 25094 § - 3 -
State and MUNICIPAIS.......c.ocoiiveririnenrnnrnnreeeeeeeens - - 159 1,041
Mortgage-backed.........cocovecriiineiine 782 66,420 12 1,530
OthET e e - - - -
Total debt SECUrTHIES. .....covvrrvvrrieeicveeeeerieere e 1,526 91,514 171 2,571
Marketable equity SECUTItIES ...oooerrerverercrecrinnnienens - - - -
Total securities available for sale..................... § 1526 $_ 91514 § 171 §$_ 2571

Management evaluates securities for other-than-temporary impairment at least on a quarterly basis, and more frequently
when economic or market concerns warrant such evatuation. Consideration is given to (1) the length of time and the
extent to which the fair value has been less than cost, (2) the financial condition and near-term prospects of the issuer,
and (3) the intent and ability of the Company to retain its investment in the issuer for a period of time sufficient to allow
for any anticipated recovery in fair value.

At December 31, 2003, one debt security had an unrealized loss with an aggregate depreciation of 5% from the
Company’s amortized cost basis, In analyzing an issuer’s financial condition, management considers whether the
securities are issued by the federal government or its agencies, whether downgrades by bond rating agencies have
occurred, and industry analysts’ reports. As management has the ability to hold debt securities until maturity, or for the
foreseeable future if classified as available for sale, no declines are deemed to be other than temporary.
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Note 4 — Loans

A summary of the balances of loans follows:
December 31,

2003 2002
Commercial, financial and agricultural............ccccoveeeiiiiiiencec e, $ 73,746,045 $ 101,841,274
Real eState - CONSIUCION ..vvvvieeeseeseeceistees i et eeresre s estsseesessessiasasssnaernes 3,385,670 2,016,539
Real estate - MOMTZAZE ...covvevevieirieiercr et eeeas 176,096,854 174,774,616
Installment loans to iIndividuals.........ccccccovri i 62,826,534 80,596,466
Unamortized premiums O1 O8NS ...oovvvieevereneeirernenscree s 184,302 -
Uneamed INCOIME......c..coveeeereieieeieeeeisiecteeaiettetsaeerteaeeteseebebvnsssnaeetsnteetssseans (32.330) (45,007
TOAL LOBIS w..veveviicii ettt st b et ettt see e annsetene e 316,207,075 359,183,888
Allowance fOr 10An 10SSES ..o.viivvieiii ettt (14,357.624) (9,784.269)
NEEIOAIS 1ottt ettt ettt $ 301849451 § 349399619

An analysis of the allowance for loan losses for each of the years ended December 31, 2003, 2002 and 2001, is as
follows:

2003 2002 2001

Balance at beginning of year........cccoeovevnieriinceiericencn 3 9,784,269 $ 7,292,370 % 7,107,430
Discontinued Operations. ...........cveeveerivieenirienininannn . - (752,193) -
Loans charged-off ... e (5,375,391) (7,307,862) (6,567,136)
Writedowns arising from transfers of loans to held for sale. (1,896,469) - -
Recoveries of loans previously charged off..........ccccccvneee. 463,724 444 283 438,136
Provision for loan losses included in

CONUNUING OPETALIONS ....cvvvvererriveriireesreereeereteereseeresereenenns 11,381,491 10,032,545 6,095,629
Provision for loan losses included in

discontinued OPErations ..........cevvvreirerreeernennenireeereneenns - 75,126 218311
Balance at end of year ........cocccereccvrcnenire s § 14357624 $§ 9784269 § 7,292,370

The following is a summary of information pertaining to impaired and nonaccrual loans:

December 31,

2003 2002
(in thousands)

Impaired loans without a valuation allowance ................cce.ee. $ - $ 10,134
Impaired loans with a valuation allowance ..............ccovveeiennn. 14,601 1,782
Total impaired 10ans ..........ccoee i $ 14,601 11,916
Valuation allowance related to impaired loans....................... $ 6,949 $ 969
Total nonaccrual 10anS........ccovvveveeiiieecee e, 14,138 10,099
Total loans past due ninety days or more and still accruing.... 611 1,241

Years ended December 31,

2003 2002 2001

Average investment in impaired loans S_ 14,114,000 §$ 9,051,187 $ 3,555

No additional funds are committed to be advanced in connection with impaired loans.
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Note 5 - Premises and Equipment
A summary of the cost and accumulated depreciation of premises and equipment follows:

December 31,

2003 2002

LA ..ottt et bbbk bttt $ 2,475,057 $ 2,544,557
BAnK PreImiSes .......vocevurveiiiieirrieseriesieneseeies e ee et s b st ea st en e 20,565,830 21,380,949
FUrniture and fIXTULES .. .iveve oot ieiecieeee b eeiaestesneesaseseeaseesaesasaseeessassnesasssnensessnnns 8,848,074 10,060,496
AUTOMODILES. ..ottt ettt et ebe et et re s et ee et e et e s rabeeresteensenenas 663,876 1,459,002
Leasehold IMProVemENTS...........coovivererreriiriisee et eeeas e e e sna e s ne e 262,538 369.402

32,815,375 35,814,406
Accumulated depreciation.........ccoivereeieireenincere e e __(10.019.,232) (10,378.915)

$ 22,796,143 § 25435491

Depreciation expense included in the consolidated statements of income caption “occupancy expense’” and “furniture
and equipment expense” was $1,680,947, $1,823,520 and $2,058,787 for the years ended December 31, 2003, 2002
and 2001, respectively. The Company capitalized no interest costs in 2003 or 2002.

During 2003, the Company assessed its branch offices and decided to dispose of certain office buildings. All three,
have been classified as held for sale under SFAS 144 and are recorded at fair value less estimated costs to sell as of the
balance sheet date. Future depreciation will cease while these assets are classified as held for sale. A loss shall be
recognized for any subsequent decreases in fair value and a gain shall be recognized for any subsequent increases in
fair value, but not in excess of the cumulative loss previously recognized. A description of the facts and circumstances
leading to the expected disposal as well as the expected manner and timing of these disposals is set forth below.

Community Insurance Corp. owns a 12,000 square foot building located in Huntsville, Alabama. Because the agency’s
staff of 20 requires only 6,000 to 7,000 square feet of space to operate, management decided to sell the building and
either rent only the space needed from the new owner or find another suitable space in Huntsville. The property has
been listed with a realtor, is being actively marketed and is expected to sell within a year.

Community Bank has a branch office in a Wal-Mart Superstore in Hartselle, Alabama. Marginal profitability led to
management’s decision to close the facility. Because Community Bank leases this facility, management decided in the
fourth quarter of 2003 to abandon the office leaving the leasehold improvements attached to the facility. Management
expects to abandon the property by June 30, 2004.

Community Bank also has two branch offices in Demaopolis, Alabama that are located within two miles of each other.
Because of net losses in the Demopolis market, management decided to sell the one location to reduce overhead
expense. During the fourth quarter of 2003, the Company’s management initiated the process with a real estate broker
who services the area and intends to dispose of the property by December 31, 2004.

A summary of premises and equipment held for sale follows: :
Hartselle .

Wal-Mart
Insurance Leasehold Demopolis
Building Building Building
COStuirinieiiir ettt et e $ 1,209,199 § 97,732 § 824,981
Accumulated depreciation ...........cccovevecrenerennerencne (66,857} (32,161) (79,148)
Loss due to impairment from
classification to held for sale ........cocoovvvennncicnnnen (292.342) {65,571) (570.484)
Carrying value, December 31, 2003 .......c..ccconcniernecnnee $ 850,000 §$ - 3 175,349
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The losses due to impairment from classification to held for sale are included in the line item disposal or impairment of
assets on the Company’s consolidated statements of income. '

The Company installed a wide area network in the fourth quarter of 2003 which made useless a portion of its existing
computer equipment. This equipment had-remaining book value in which the Company recognized as a loss on
disposal or impairment of assets. The loss recognized was $659,603.

Note 6 — Goodwill and Other Intangible Assets

Upon the adoption of SFAS 142 on January 1, 2002, the Company ceased amortizing its goodwill, which decreased
noninterest expense and reduced the net loss in 2003 and increased net income in 2002, respectively, as compared to

2001. The following table shows the pro forma effect of applying SFAS 142 to the 2001 period.

Years ended December 31,

2003 2002 2001

Reported net inCome (I0SS).....cveereivrrerrierseoneenssrinscensnieneens $(13,099948) § 904918 § (1,422,884)
Add back: goodwill amortization..........ccvceveeevernieveennenns - - 478.487
Adjusted net income (108S) ....vvvveereireririrecereecesreisceenssnnenne $(13,099.948) § 904198 § _ (944397)
Basic eamnings per share:

Reported net income (1088) ...c.vcviriivennnrcieniieceeececseenens $ 2.79 $ 0.19 $ (0.31)

Add back: goodwill amortization............cvevvecereerrieniennens - - 0.10
Adjusted net income (1088) ......c.vvevrrmrnreerenercercnecrenneenenreereenns $ 279 § 019 % (0.21)
Diluted earnings per share:

Reported net income (10SS) ....cevreerrrceremesreenmieerencinrneernen S 2.79 § 0.19 b (0.31)

Add back: goodwill amortization...........c.cceeeverieeeinnennenns - - 0.10
Adjusted net iINCOmME (10SS) ....cuvrerrierncrrrriirrrerrsnrenieeeereans $ 279 $ 019 § (0.21)
A summary of goodwill by line of business follows:

January 1, Goodwill Impairment December 31,
2003 ._acquired  ~ _ Losses 2003

Commercial banking .......c.ccccccoveeieiiiincnnnne $ 1,792,807 $ - $ - $ 1,792,807
Parent and other.........cccocoeviiicincncncecnnenens - - - -
TOtAl oo $ 1,792,807 § - 3 - § 1792807
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The Company has finite-lived intangible assets capitalized on its balance sheet in the form of core deposits.
Amortizable intangible assets at December 31, 2003 and 2002 are as follows:

December 31,
2003 2002
Core deposits
Gross CAITYING AMOUNE.......c.cvevivisircceeiireeceresisiereeseessenseneiasimereesssmercenierenses $ 1,985,413 $ 1,985,413
Accumulated aMOrHZAION ......c.ovveimieseieeii et enssetete e reeteee it ceen s ereiens _(1.332.696) _(1,253.281)
Net CAITYING AMOUNT ...c.vvvciiieecetenirierereteseeteetnsesesetesnsetesesesesnsesesnsesnsssns 652,717 732,132
Other intangibles (pension)
Gross CaTyiNg AMOUNL.......ieereriererieriirerie st arcse e esrecneobene - 188,450
Accumulated amMOTtZATION ........cceverreireircreceri et eree e - -
Net CAITYING BIMOUNT .....cvieveteirieie sttt sttt et sebe s - 188,450
Total finite-lived intangibles
(GrOSS CAITYING AMOUNLE....c.veveeieriertrieensireeennsreasesanenseseransasesessseseasesenesmsrsesens 1,985,413 2,173,863
Accumulated AaMOTTIZAION ......cc.veieiireeee ettt cere st e e eeresenas (1.332,696) (1,253,281)
Net CAITYINE AMOUNL ......ovoveiriereiieereeriece oo reeresseees s sesene s eseserereenes $ 652,717 § 920,582

Acquired goodwill and other intangible assets at December 31, 2003 are detailed as follows:

Gross Net
Carrying Accumulated Carrying
Amount Amortization Amount
Identifiable AMOItiZING ASSELS......vevcveeriviiecreriieree v eneeaas $ 1985413 3§ 1,332,696 $ 652,717
Nonamortizing goodWill ..........cccovvviieeiniceieceee e 2.851.372 1.058.565 1,792,807
Total acquired intangible asset..........ccovirercrrererrnneneriennens § 4836785 $ 2,391,261 $ 2,445,524

Amortization expense on finite-lived intangible assets for the periods ended December 31, 2003, 2002 and 2001 totaled
$79,416, $76,797 and $561,798, respectively. In 2001, the Company recorded an impairment of goodwill of
$2,652,620, which represented the unamortized goodwill related to the Company’s wholly-owned subsidiaries, 1%
Community Credit Company and Community Insurance Corp. Aggregate annual amortization expense of currently
recorded core deposits and other intangibles is expected to be $79,417 for each year ended December 31, 2004 through
2008.

Note 7 - Deposits

The major classifications of deposits as of December 31, 2003 and 2002 were as follows:

December 31,
2003 2002
Noninterest-bearing demand ............cccoeveerrrorennininnien e $ 56,255,701 $ 52,313,987
Interest-bearing demand...........cccoeoriniiecni e s 106,705,747 77,528,677
SAVINIES . c1ciireerieiiteseieet ettt eseteaes e ss e s sas o es bt ee e e sas s ete e sas et e as s e mtebesas et besenseserasnsnnsen 71,808,877 57,727,147
TTNIE ¢ttt ettt ettt et ete et ettt ettt s et et bt e st e beete et e eaeere e s ab e e erenar s 149,827,870 185,882,451
Certificates of deposit of $100,000 OF MOTE ......cccoveevreiirirrrr e 53,962,394 70,626,542
Other tIME AEPOSIES .1.viviviiirieieie ettt eet ettt esb et evs et bereas et bereae s 15,385,000 15,385,000
TOtAl AEPOSIES ...ttt ettt e $ 453945589 § 459,463,804
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At December 31, 2003, the scheduled maturities of time deposits were as follows:

200G ...ttt et e ar e ea et b e A et e b e et e eae et b arseteereabesresae et rea $ 122,080,566
2005 oot bttt ettt e sttt et erteaeebaeaa et et et et ra s ear et et e et entaeens 26,613,514
2006 ...necvieeeeeeee ettt ettt b et et b et et b raa bt et e st st st bet s aseasebe e b rens 7,180,095
2007 ettt b r ettt r e et e e et e e b et e ereabena e ekt et s et e ebeeresreete st bens 48,779,698
2008 .. oottt ettt ettt b ettt bt et e aeae bt et Ree b eb et et e b bt e erenter st ebn s ns 14,369,675
TREICATIET ... vttt ettt e b b r e b et e sb e e s st ebe et e b s s b s b e ae et e b 151,716

TOMAL .t $§ 219175264

Note 8 - Short-term Borrowings

Short-term borrowings at December 31, 2003 and 2002 consisted of the U.S. Treasury Tax and Loan Note Option
account of $600,000 and $1,725,133, respectively. The Company had no federal funds purchased or overnight funds
purchased at December 31, 2003 and 2002, but had $5,000,000 available lines to purchase federal funds on a secured
basis from a commercial bank at year end 2003 and 2002,

Note 9 - Long-Term Debt

On December 17, 1992, the Company entered into a loan agreement with a regional bank for a line of credit up to
$6,500,000. At December 31, 2002, the loan was paid in full. The loan was due December 17, 2002, bearing interest at
a floating prime rate, collateralized by 100% of the common stock of Community Bank. The note agreement cont;ained
provisions, that limited the Company's right to transfer or issue shares of Community Bank's stock. Upon receipt of full
payment, the lender did not release the Community Bank stock held as collateral on the note because the Company was
obligated to this lender as a guarantor on the ESOP loan discussed in the following paragraph. The lender retained the
Community Bank stock as security on the guarantee of the ESOP loan.

On November 3, 1993, the Trustees of the Company's Employee Stock Option Plan (“ESOP”) executed a promissory
note in order to purchase common stock in the Company's public offering of new common stock. The promissory note
had been refinanced in vears subsequent to 1993 as additional shares were purchased by the ESOP. The note bears
interest at a floating rate, with principal and interest payments due monthly through September 2008, with all remaining
principal, if any, due upon that date. At December 31, 2003, the monthly payment was $33,852. The Company has
guaranteed this debt and in accordance with the applicable accounting and reporting guidelines the debt has been
recognized on the Company's statement of condition, with an offsetting charge against equity. As principal payments
are made by the ESOP, the debt and offsetting charge against equity are reduced. The shares securing the note are
released on a pro-rata basis by the lender as monthly payments of principal and interest are made. The outstanding
balance of this note was $1,758,291 and $2,083,342 at December 31, 2003 and 2002, respectively, secured by 123,111
and 148,972, respectively, of unreleased shares of the Company’s common stock. See Note 18.

On October 4, 1994, the Company entered into a 20 year, subordinated installment capital note due October 1, 2014 for
the purchase of treasury stock. Monthly principal and interest payments of $15,506 are made on the note, which bears
interest at the fixed annual rate of 7%. The Company maintains the right to prepay the note at its sole discretion. The
balance of the note was $1,410,211 and $1,494,345 at December 31, 2003 and 2002, respectively.

Community Bank is a member of the Federal Home Loan Bank of Atlanta, or the “FHLBA,” and, since 1999, has been
approved to borrow up to $38.0 million under the FHLBA’s “Convertible Advance Program.” As of December 31,
2003, Community Bank had borrowed the entire $38.0 million available under this program. These borrowings accrue
interest at a fixed rate of 5.93% per annum and have a final maturity of March 1, 2010. These borrowings are subject to
a call feature upon every quarterly payment date during the life of the obligation. The first call date for this advance
was March 1, 2001, and the advance has not been called to date. These borrowings are secured under a blanket lien
agreement on qualifying mortgage instruments in Community Bank’s loan and investment portfolios. Under this lien
agreement, in an “event of default,” the FHLBA may declare all or any part of the indebtedness and accrued interest, -
including any prepayment fees, to be immediately due and payable. Included in the list of “events of default” is the
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situation where the FHLBA reasonably and in good faith determines that a “material adverse change” has occurred in
the financial condition of Community Bank from that disclosed at the time of the making of any advance or from the
condition of Community Bank as most recently disclosed to the FHLBA.

In March 2000, the Company completed an offering of $10,000,000 of trust preferred securities, pursuant to which:

e  The Company organized a Delaware statutory business trust called Community (AL) Capital Trust I, or the
“Trust,”governed by an Amended and Restated Declaration Trust;

¢ The Company issued and sold to the Trust approximately $10,310,000 in aggregate principal amount of
unsecured junior subordinated debentures, which were issued under an Indenture, and which represent the sole
assets of the Trust;

e  The Trust issued and sold:

o $10,000,000 of preferred capital securities, or “trust preferred securities,” representing undivided
beneficial interests in the assets of the Trust, to a third party special purpose company, which in
turn pooled the trust preferred securities together with similar securities of other issuers and sold
certificates representing interests in that closed-end, unmanaged pool to investors; and the Trust
used the proceeds from the sale of the trust preferred securities to the pool to purchase the
debentures from us; and

o $310,000 of its common securities to us, which represent all of the Trust’s outstanding common
securities; and

s pursuant to a Guarantee Agreement, the Company full and unconditionally guaranteed the payments of all
amount due on the trust preferred securities, which guarantee is limited to the extent the Trust has funds
available for payment of distributions.

Both the debentures and the trust preferred securities accrue and pay interest semiannually at a rate of 10.875% per
annum and have a maturity date of March 8, 2030, at which time the principal amount of the debentures becomes
due and the trust preferred securities become mandatorily redeemable by us. When the Company makes payments
to the Trust, as the holder of the debentures, the Trust, in furn, makes payments to the pool, as the holder of the trust
preferred securities. The debentures represent the sole asset of the Trust. The debentures and related income
statement effects are eliminated in the Company’s consolidated financial statements. The Company is entitled to
treat the aggregate liquidation amount of the debentures as Tier | capital under Federal Reserve guidelines.

Under the terms of the indenture governing the debentures, the Company may elect to defer payments of interest
due on the debentures for up to ten consecutive semiannual payment periods. The Company has elected to defer the
March 2002, September 2002, March 2003, and September 2003 interest payments and may elect to defer future
payments based upon on future liquidity needs when those payments become due. Interest continues to accrue, on a
compounded basis, on any interest payments that are deferred.

As of December 31, 2003, the aggregate deferred interest payments owed by the Company on the junior
subordinated debentures totaled $2,784,617. In accordance with the terms of the indenture, the Company is
restricted, during any period of time that it has deferred interest payments due upon the debentures, from paying
dividends to stockholders or making payments on any debt that ranks equal with or junior to the debentures.

The trust preferred securities are mandatorily redeemable upon their maturity, or upon their earlier redemption as
provided in the indenture. Additionally, the Company has the right to redeem the debentures purchased by the -
Trust:

* in whole or in part, on or after, but not at any time before, March §, 2010; and
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* in whole, but not in part, at any time within 90 days following the occurrence and during the continuation
of a “tax-event,” “capital treatment event” or “investment company event,” as those terms are defined in
the indenture.

As specified in the indenture, if the debentures are redeemed prior to maturity, then the redemption price will be a
percentage of the principal amount, ranging from 105.438% during the 12 months following March 8, 2010 to
100.00% following March 8, 2010, plus any accrued but unpaid interest due on the debentures at the time of
redemption. If the debentures are redeemed prior to March §, 2010 following a “tax event,” “capital treatment
event” or “investment company event,” the redemption price will be the greater of (i} 100% of the principal amount
of debentures redeemed, and (ii) the present value of the remaining principal and interest payments between the
redemption date and March 8, 2010, plus, in either case, any accrued but unpaid interest due on the debentures at
the time of redemption.

Maturities and stated calls of long-term debt and FHLB borrowings following December 31, 2003 are as follows:

Trust

Notes FHLB Preferred

Pavable Borrowings Securities
Duein 2004 ..o $ 432,351 $ - S -
Due in 2005 ..ot 452,808 - -
Due in 2006 .......covvoiirreriicevcn e e ensiseneans 474,308 - -
Due i 2007 oo 496,905 - -
Due in 2008 ..o 422,997 - -
Due ther€afler ....oouviivviicoreireereessre e aes e 889,133 38,000,000 10,000,000
Total long-term debt....cc.ooevveeiricrieicie e, $ 3168502 § 38,000,000 S 10,000,000
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Note 10 - Income Taxes

The components of income tax expense (benefit) for each of the years ended December 31, 2003, 2002 and 2001 were:

2003 2002 2001
Currently payable
Federal.......coooiocin e et ns e s $ (3,632,143) § (50,736) §  (64,666)
SHATE ...t (833,087) 70,858 (10,125)
DIEfRrTed ..ottt (4.121,696) __ (573.197) __ (914.941)
TOMAL. ..o e $ (8.586,926) § (553,075) § (989.732)

The provision for income taxes is presented in the income statement as follows:

Years ended December 31,

2003 2002 2001
ContinUing OPETALIONS «....c.ccrereeirereriresieracererienssrrcerareaerassssrasessens $ (8,586,926) § (3,129,806) $ (1,520,856)
Discontinued operations..........cccocovvevnvceerinieveievecesreisens - 2,576,731 531,124
TOtAL ..o $_(8,586,926) $ (553,075) § (989,732)
Components of the Company’s deferred tax assets were as follows:
December 31,
2003 2002
Deferred tax assets
Net unrealized losses (gains) on securities, available for sale ..................... b 401,417 § -
Pension expense and benefits ... 498,742 536,561
Provision for 10an 10SSES.........cvveiriieiricrere et 4,597,793 3,196,573
INANGIDIES .ot e 470,039 604,351
Provision for debt cancellation ......c...ocveiieviiiis i e e veereereeseeeenen 98,958 84,756
Alternative minimum tax credit carryforward..........cvovvevccvncsinicnrenenee, - 35,143
Net operating 10ss carryforward ..o 776,721 64,010
FOreclosed @SSELS.....ceiruiniieceiir ittt et cr et ere ettt naereeaas 1,124,454 441,106
Minimum pension Hability ... 733,456 624,626
Litigation TESEIVES.......c.ouueermmemrerteiecreenentessecseseesees e et st ssessessssessesns 928,054 -
TMPAITEA @SSEIS ... ererriericeireeteet ettt et en eyt nesne st n e 316,398 -
Total deferred tax @SSELS....c..covcrnmcererirniermnnareseresiasesesessreresssesesesessesessns 9.946.032 5.587.126
Deferred tax liabilities
Net unrealized losses (gains) on securities, available for sale.................. - (1,008,687)
DEPIreciation ...ooiriueiiieieieic ettt (833,401) (1,094,377)
L0171 TS SO PO UUURRU SO UU PR (68.291) (52,339)
Total deferred tax Habilities. .......c.ooveveiiivrcci i, (901.692) (2.155.,403)
Net deferred taX ASSEL .....covvvriviiireeeriee ettt st 3 9,044,340 $ 3,431,723

The net deferred tax asset is included as a component of other assets in the Company’s consolidated balance sheet.
The provision for federal income taxes differs from that computed by applying federal statutory rates to income before
federal income tax expense. The primary reason for this difference is tax-exempt interest income and disallowed

interest expense.

Tax effects of securities transactions resulted in an increase in income taxes for 2003, 2002 and 2001 of $441,187,
$261,377 and $513,578, respectively.
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Note 11 - Leases

The Company has operating lease agreements involving land, buildings and equipment. The operating leases are
noncancellable and expire on various dates through the year 2018. The leases provide for renewal options and generally
require the Company to pay maintenance, insurance and property taxes. Options to purchase are also included in some
leases. For the years ended December 31, 2003, 2002, and 2001, rental expense for operating leases was approximately
$445.,000, $467,000 and $560,000, respectively.

During 2000, Community Bank entered into sale/leaseback arrangements on its Hamilton, Alabama and Boaz, Alabama
bank locations. Due to the structure of these transactions, the leases qualified and have been accounted for under
capitalized lease rules. On May 31, 2002, the purchaser of Community Bank’s Marshall County branch offices assumed
the Company’s lease on the Boaz, Alabama location. The balances of the capitalized lease asset and capitalized lease
obligation assumed by the purchaser were as follows:

Capitalized 188S€ @SSt .........vcvvereeeeririie e $ 1,577,222
Accumulated depreciation...........cooceovvienenieciininnnns (157.722)
Net capitalized 1€ase aSSEt .....covveveireerereieie e, $ 1,419,500
Capitalized lease obligation........c...coooccimiveeriveencninnnnn, $ 1,614,318

A gain of $194,818 was recognized in the year ended December 31, 2002 to account for the sale of the asset and the
release of the obligation and is netted in “disposal or impairment of assets” on the Company’s consolidated statements
of income.

The foliowing is an analysis of the leased property under capital leases by major classes:

Asset Balances at

December 31,
2003 2002
BUIIAINGS -..cviiiiriitrc bt $ 3,727,903 § 3,727,903
Accumulated depreciation ... e (445.277) (321.013)

S 3282626 $ 3406890

The following is a schedule by year of future minimum lease payments under capital and operating leases, together with
the present value of the net minimum lease payments as of December 31, 2003:

Related Party Total
Operating Operating  _Capitalized
Years ending December 31,
2004 ... e $ 9,600 $ 330,381 § 250,932
2005 e 9,600 312,497 250,932
2006 ..o e 2,400 227,746 250,932
2007 e s - 137,036 250,932
2008 ...t - 68,409 250,932
Thereafter .......ccveveivecerir e - 218,300 5,370,833
Total minimurm lease payments .........c.ccc.oceververueeecnn . 3 21600 $_ 1.294.369 6,625,493
Amount representing interest.........ccceovevrverereeereenrecnns (2,649.126)
Present value of net minimum lease payments............... § 3976367

On May 31, 2002, the purchaser of Community Bank’s Marshall County branch offices acquired the land, building and
land improvements located in Albertville, Alabama under a sales type lease. The lease agreement calls for 60 payments
of $14,000 per month beginning June 1, 2002. The lease ends on May 31, 2007 and is subject to options which give the
right for the seller to require the purchaser to purchase the property and gives the right to the purchaser to require the
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seller to sell the property. The purchase price upon option by either party is $2,621,544. This lease/sale qualifies and is
accounted for under capitalized lease rules.

The following is a schedule by year of the future minimum lease payments to be received by Community Bank together
with the present value of the net minimum lease payments as of December 31, 2003:

Years ending December 31,

2004 ... $ 168,000
2005 e 168,000
2000, et 168,000
2007 et e en e 168,000
2008 e 2.523.591
Total minimum lease payments...........ccccoverevrennnan 3,195,591
Amount representing interest .........ooovcovereercereereerenc. (235.773)
Present value of net minimum lease payments ......... S 2.959,818

Note 12 - Issuance of Common Stock

During the fourth quarter of 2003, the Company commenced a private placement of its common stock, and, as of
December 31, 2003, the Company had sold 2,151,552 shares of its common stock at a price of $5.35 per share,
resulting in net proceeds of approximately $10.4 million. In addition, the Company granted to those investors who
initially purchased shares in the offering prior to December 31, 2003, as well as to one investor who purchased an
additional 40,345 shares after December 31, 2003, an option to exchange by December 31, 2008, in whole but not
in part, the shares of the Company’s common stock purchased in the offering for shares of the Company’s newly
designated Series 2003 noncumulative preferred stock.

The Series 2003 noncumulative preferred stock has a liquidation preference equal to the aggregate purchase price of
the 2,191,897 shares of common stock initially purchased in the offering, and each whole share of the Series 2003
noncumulative preferred stock will have a liquidation preference of $500,000. The Series 2003 noncumulative
preferred stock has, among other things, the following designations:

e The Series 2003 noncumulative preferred stock has terms consistent with the Company's Tier 1 capital
treatment for regulatory purposes;

e  The Series 2003 noncumulative preferred stock is noncumulative and is not entitled to the payment of, or
otherwise accrue, any dividends;

e The Series 2003 noncumulative preferred stock is not entitled to the benefit of any sinking fund or similar
arrangement;

¢ The Series 2003 noncumulative preferred stock has no preemptive, preferential or other right to purchase,
subscribe for or convert into any other of the Company's securities;

e The Company is not required to purchase the shares of Series 2003 noncumulative preferred stock;

e Holders of the Series 2003 noncumulative preferred stock do not have registration rights requiring the
Company to register the shares of the Series 2003 noncumulative preferred stock; and

e The Series 2003 noncumulative preferred stock has no voting power with respect to any Company matters,
except in the case of a merger or a significant acquisition or sales transaction, in which case, the Series
2003 noncumulative preferred stock will be entitled to one vote per whole share, and will vote together, as
one class, with the holders of our common stock.
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The complete terms of the Series 2003 noncumulative preferred stock are set forth in the Certificate of Designation
of the Series 2003 Noncumulative Preferred Stock of Community Bancshares, Inc., which the Company has filed
with the Secretary of State of the State of Delaware as part of its Certificate of Incorporation.

Note 13 — Off-Balance Sheet Activities

Credit-Related Financial Instruments. The Company is a party to credit related financial instruments with off-balance-
sheet risk in the normal course of business to meet the financing needs of its customers. These financial instruments
include commitments to extend credit and standby letters of credit. Such commitments involve, to varying degrees,
elements of credit and interest rate risk in excess of the amount recognized in the consolidated balance sheets.

The Company’s exposure to credit loss is represented by the contractual amount of these commitments. The Company
follows the same credit policies in making commitments as it does for on-balance-sheet instruments.

At December 31, 2003 and 2002, the following financial instruments were outstanding whose contract amounts
represent credit risk:
Contract Amount

2003 2002
(in thousands)
Commitments to grant loans $ 15,097 $ 15,476
Standby letters of credit 194 532

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any condition
established in the contract. Commitments generally have fixed expiration dates or other termination clauses and
may require payment of a fee. The commitments for equity lines of credit may expire without being drawn upon.
Therefore, the total commitments amounts do not necessarily represent future cash requirements. The amount of
collateral obtained, if it is deemed necessary by the Company, is based on management’s credit evaluation of the
customer.

Standby letters-of-credit are conditional lending commitments issued by the Company to guarantee the performance
of a customer to a third party. Those letters-of-credit are primarily issued to support public and private borrowing
arrangements. Essentially all letters of credit issued have expiration dates within one year. The credit risk involved
in issuing letters-of-credit is essentially the same as that involved in extending loan facilities to customers. The
Company generally holds collateral supporting those commitments, and at December 31, 2003 and 2002 such
collateral amounted to $90,180 and $233,325, respectively.

Note 14 - On-Balance Sheet Derivative Instruments and Hedging Activities
Derivative Financial Instruments

The Company has stand alone derivative financial instruments in the form of interest rate swap agreements, which
derive their value from underlying interest rates. These transactions involve both credit and market risk. The
notional amounts are amounts on which calculations, payments, and the value of the derivative are based. Notional
amounts do not represent direct credit exposures. Direct credit exposure is limited to the net difference between the
calculated amounts to be received and paid, if any. Such difference, which represents the fair value of the
derivative instruments, is reflected on the Company’s balance sheet as derivative assets and derivative liabilities.

The Company is exposed to credit-related losses in the event of nonperformance by the counterparties to these
agreements. The Company controls the credit risk of its financial contract through credit approvals, limits and
monitoring procedures, and does not expect any counterparties to fail their obligations. The Company deals only
with primary dealers.
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Derivative instruments are generally either negotiated over-the-counter (“OTC”) contracts or standardized contracts
executed on a recognized exchange. Negotiated OTC derivative contracts are generally entered into between two
counterparties that negotiate specific agreement terms, including the underlying instruments, amount, exercise
prices and maturity. '

Risk Management Policies — Hedging Instruments

The primary focus of the Company’s asset/liability management program is to monitor the sensitivity of the
Company’s net portfolio value and net income under varying interest rate scenarios to take steps to control its risks.
On a quarterly basis, the Company simulates the net portfolio value and net income expected to be earned over a
twelve-month period following the date of simulation. The simulations is based on a projection of market interest
rates at varying levels and estimates the impact of such market rates on the levels of interest-earning assets and
interest-bearing liabilities during the measurement period. Based upon the outcome of the simulation analysis, the
Company considers the use of derivatives as a means of reducing the volatility of net portfolio value and projected
net income within certain ranges of projected changes in interest rates. The Company evaluates the effectiveness of
entering into any derivative instrument agreement by measuring the cost of such an agreement in relation to the
reduction in net portfolio value and net income volatility within an assumed range of interest rates.

Inferest Rate Risk Management — Fair Value Hedging Instruments

The Company has fixed and variable rate loans and deposits. Fixed-rate loans and deposits expose the Company to
variability in their fair value due to changes in the level of interest rates. Management believes that it is prudent to
limit the variability in the fair value of a portion of its fixed rate loans and deposits. It is the Company’s objective to
hedge the change in fair value of fixed rate loans and deposits at coverage levels that are appropriate, given
anticipated or existing interest rate levels and other market considerations, as well as the relationship of change in
this asset or liability to other assets or liabilities of the Company. To meet this objective, the Company may utilize
interest rate swaps as an asset/liability management strategy to hedge the change in value of the loans and deposits
due to changes in expected interest rate assumptions. These interest rate swap agreements are contracts to make or
receive a series of floating rate payments in exchange for making or receiving a series of fixed rate payments.
Although the Company at times may hedge the change in value of its fixed-rate loans and deposits, its hedge
coverage ratio does not equate to 100%. The Company believes it is economically prudent to keep hedge coverage
ratios at acceptable risk levels, which may vary depending on current and expected interest rate movement.

At December 31, 2003 and 2002, the information pertaining to outstanding interest rate swap agreements used to
hedge fixed rate deposits is as follows:

December 31,

2003 2002
NOONAL AMOUNL ...ttt re e $ 20,000,000 $ -
Weighted average pay 1ate .......cccocevevvvieriennecnennnnns 3.605% -
Weighted average receive rate .......cocoeeveererenerccncnn 5.43% -
Weighted average maturity in years.........cccocvvverennen. 34 -
Unrealized gain (loss) relating to interest rate swaps.. $ - 3 -

These agreements provide for the Company to make payments at a variable-rate determined by a specified index
(three-month LIBOR) in exchange for receiving payments at a fixed-rate.

No interest rate swap agreements were terminated prior to maturity in 2003 and 2002. At December 31, 2003 and
2002, there was no net gain or loss relating to use of interest rate swaps.
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To reduce credit risk related to the use of both derivatives and credit-related financial instruments, the Company
might deem it necessary to obtain collateral. The amount and nature of the collateral obtained is based on the
Company’s credit evaluation of the counterparty. Collateral held varies but may include cash, securities, accounts
receivable, inventory, property, plant and equipment and real estate.

If the counterparty does not have the right and ability to redeem the collateral or the Company is permitted to sell or
re-pledge the collateral on short notice, the Company records the collateral in its balance sheet at fair value with a
corresponding obligation to return it.

Note 15 - Contingencies

Background

At a June 20, 2000 meeting of the board of directors of Community Bank, one of Community Bank’s directors
brought to the attention of the board of directors the total amount of money that Community Bank had paid to
subcontractors in connection with the construction of a new Community Bank branch office in Guntersville,
Alabama. Based upon the size of this amount, management commenced an investigation into these costs.

At the request of management, the architects and subcontractors involved in the construction project made
presentations to the boards of directors of the Community Bancshares and Community Bank on July 15 and July 18,
2000, respectively. At the July 18, 2000 meeting of the board of directors of Community Bank, another director
alleged that Community Bank had been overcharged by subcontractors on that construction project, as well as on
another construction project that remained uncompleted at that time.

On July 18, 2000, the boards of directors of Community Bancshares and Community Bank appointed a joint
committee comprised of independent directors to investigate these alleged overcharges. The joint committee
retained independent legal counsel and an independent accounting firm to assist its investigation and has since made
its report to the boards of directors.

Community Bank’s directors who alleged the construction overcharges also informed bank regulatory agencies and
law enforcement authorities of their concerns. These agencies and authorities conducted their own investigations
into this matter. Based on its findings, the FDIC issued restitution and/or removal orders against Kennon R.
Patterson, Sr., former Chairman and Chief Executive Officer of the Company and Community Bank, and Larry
Bishop, former Vice President of Community Bank. These regulatory actions are still pending at this time. The
boeard of directors of Community Bancshares and the board of directors of Community Bank terminated Kennon R.
Patterson, Sr. on January 27, 2003, and the board of directors of Community Bank terminated Larry Bishop on
February 6, 2003. On October 29, 2003, the United States Department of Justice announced the filing of a 25-count
indictment against Messrs. Patterson and Bishop, and a construction contractor, in connection with a scheme to
divest Community Bank’s funds for Mr. Patterson’s personal benefit. On November 14, 2003 Mr. Patterson
informed Community Bancshares that he was taking a leave of absence from Community Bancshares’ board of
directors pending a resolution of the criminal charges against him. Mr. Patterson stated that he would not seek re-
election to Community Bancshares” board of directors if the criminal charges were not resolved prior to the
expiration of his current term in 2005. Community Bancshares and Community Bank continue to seek Mr.
Patterson’s resignation as a director of Community Bancshares and recover all amounts owed by Mr. Patterson to
Community Bank.
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Patterson Litigation

Plaintiffs: Kennon R. Patterson, Sr., Community Bancshares’s former Chairman, President and Chief
Executive Officer

Defendants: Community Bancshares, Community Bank, five of the directors of Community Bancshares
and Community Bank, and Powell, Goldstein, Frazer and Murphy, LLP, as counsel to
Community Bank’s Audit Committee

On April 9, 2003, Mr. Patterson filed an adversary proceeding against the defendants in the United States
Bankruptcy Court for the Northern District of Alabama in connection with his petition for protection under Chapter
11 of the United States Bankruptcy Code. Mr. Patterson’s complaint:

e alleges that Community Bancshares breached its employment agreement with Mr. Patterson by terminating
his employment on January 27, 2003 and failing to pay him for compensation and benefits that had accrued
prior to his termination; and

o alleges that Community Bank, members of Community Bank’s Audit Committee, the Audit Committee’s
independent counsel and Community Bancshares’ current Chairman, President and Chief Executive
Officer conspired to interfere with Mr. Patterson’s contract and business relationship with Community
Bancshares.

The suit seeks damages in excess of $150.0 million for, among other things, lost compensation and benefits, mental
anguish, and damage to Mr. Patterson’s reputation. Community Bancshares presently believes that this lawsuit is
without merit and intends to vigorously defend itself against this action.

On May 9, 2003 the defendants filed a motion to dismiss the suit, and, on June 17, 2003, the court denied the
motion to dismiss the suit as to Community Bancshares, Community Bank and the named directors. On July 7,
2003, those defendants filed a counterclaim against Mr. Patterson asserting that Mr. Patterson breached his
employment agreement with Community Bancshares, engaged in fraudulent conduct, and converted property
belonging to Community Bank to his personal use.

Corr Family Litigation
Plaintiffs: Bryan A. Corr and six other of Community Bancshares’ stockholders related to Mr. Corr
Defendants: Community Bancshares, Community Bank, and certain named directors and officers of

Community Bancshares and Community Bank

On September 14, 2000, the plaintiffs filed an action against the defendants in the Circuit Court of Blount County,
Alabama, alleging that the named directors actively participated in or ratified the misappropriation of corporate
income by Mr. Patterson and others. Because the action was not styled as a stockholder derivative action, on
January 3, 2001, the defendants filed a motion for summary judgment on the basis that these claims are derivative in
nature and cannot be brought on behalf of individual stockholders. On May 15, 2003, the court granted the
defendants’ motion for summary judgment, and the plaintiffs have appealed the court’s ruling.

92




Community Bancshares, Inc. and Subsidiaries
Notes to Consolidated Financial Statements — continued

Benson Litigation

Plaintiffs: M. Lewis Benson, Doris E. Benson, John M. Packard, Jr. and Andy C. Mann, four of

Community Bancshares’ stockholders

Defendants: Community Bancshares, Community Bank, certain of the present and former directors of

Community Bancshares and Community Bank, an employee of Community Bank and two
construction subcontractors previously hired by the Company

On July 21, 2000, the plaintiffs filed a lawsnit, styled as a stockholder derivative suit, in the state Circuit Court of
Marshall County, Alabama against the defendants, relating to alleged overcharges in construction costs. At the
time, these charges were being investigated by a joint committee of the boards of directors of Community
Bancshares and Community Bank.

The complaint:

*

alleges that the directors, officers and employee named as defendants (i) breached their fiduciary duties, (ii)
failed to properly supervise officers and agents of Community Bancshares and Community Bank, and (iii)
permitted waste of corporate assets by permitting the subcontractor defendants to overcharge Community
Bank in connection with the construction of two new Community Bank branch offices, and to perform the
construction work without written contracts, budgets, performance guarantees and assurances of
indemnification;

alleges that Kennon R. Patterson, Sr., the Company’s former Chairman, President and Chief Executive
Officer, breached his fiduciary duties by permitting the two named subcontractors to overcharge for work
performed on the two construction projects in exchange for discounted charges for work these
subcontractors performed in connection with the construction of Mr. Patterson’s residence;

alleges that the director defendants knew or should have known of this alleged arrangement between Mr.
Patterson and the subcontractors; and

alleges that Mr. Patterson, the Community Bank employee and the two subcontractor defendants made
false representations and suppressed information about the overcharges and arrangement between Mr.
Patterson and the subcontractors.

On August 15, 2000, the plaintiffs filed an amended complaint that generally reiterates the allegations of the
original complaint, and further:

alleges that the Bank was overcharged on all construction projects from January 1997 to the present; and
alleges that the defendants breached their fiduciary duties and are guilty of gross financial mismanagement,
including making or approving loans and taking improper actions to conceal the fact that the loans were
uncollectible.

On September 18, 2000, the plaintiffs filed a second amended complaint generally reiterating the allegations of the
original and first amended complaints, and further:

alleging that the plaintiffs were improperly denied their rights to inspect and copy certain records of
Community Bancshares and Community Bank; and

alleging that the directors of Community Bancshares abdicated their roles as directors either by express
agreement or as a result of wantonness and gross negligence.
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The second amended complaint further asserts that the counts involving inspection of corporate records and director
abdication are individual, non-derivative claims. The second amended complaint seeks, on behalf of Community
Bancshares, an unspecified amount of compensatory damages in excess of $1.0 million, punitive damages,
disgorgement of improperly paid profits and appropriate equitable relief. Upon a motion of the defendants, the case
was transferred to the state Circuit Court in Blount County, Alabama by order dated September 21, 2000, as
amended on October 12, 2000.

Tentative settlements of the lawsuit were announced in November 2002, August 2003 and November 2003 but were
not finalized.

Packard Derivative Litigation

Plaintiffs: M. Lewis Benson, Doris E. Benson, John M. Packard, Jr. and Andy C. Mann, four of
Community Bancshares’ stockholders

Defendants: Sheffield Electrical Contractors, Inc., Steve Sheffield, Jay Bolden, Dudley, Hopton-
Jones, Sims & Freeman, PLLP, Glynn C. Debter, Kennon R. Patterson, Jr., Robert O.
Summerford, Jimmie A. Trotter, John L. Lewis, Jr., Merritt M. Robbins, Stacey W.
Mann, B. K. Walker, Jr., Denny Kelly, Roy B. Jackson, Loy D. McGruder, and Hodge
Patterson

On April 4, 2003, the plaintiffs, which are the same as in the Benson case described above, filed a derivative action
against the defendants. This action, while stemming from the same facts alleged in the Benson Litigation, is based
not upon what the director-defendants “did {and did not do) before learning of the over billing [sic.] allegations
against [Mr.] Patterson in July 2000 but, instead, is based upon “what they have done (and failed to do) after the
filing of the Benson lawsuit — that is, after they learned of the allegations against [Mr.] Patterson in July 2000.”

On June 18, 2003, the Circuit Court of Jefferson County, Alabama granted the motion filed by Community
Bancshares, Community Bank and most of the individual defendants to transfer the suit to the Circuit Court of
Blount County, Alabama.

On or about October 1, 2003, one of the defendants, Dudley, Hopton-Jones, Sims & Freeman, PLLP, formerly the
certified public accountants and outside auditors for Community Bancshares and Community Bank, filed a cross-
claim against Community Bank, Community Bancshares, Glynn C. Debter, Kennon R. Patterson, Jr., Robert O.
Summerford, Jimmie A. Trotter, John L. Lewis, Jr., Merritt M. Robbins, Stacey W. Mann, B. K. Walker, Jr., Denny
Kelly, Roy B. Jackson, Loy D. McGruder, and Hodge Patterson, all of whom are directors or former directors of
Community Bancshares and/or Community Bank. The cross-claim demands “compensatory damages, interest, and
costs, including the amount of any adverse judgment entered in this cause” against Dudley, Hopton-Jones. Punitive
damages are also demanded in some counts. The basis for the claims is common law indemnity, contractual
indemnity, negligence, misrepresentation, suppression, and concealment of material facts, and, civil conspiracy.

On November 11, 2003 Community Bancshares, Community Bank, and certain individual defendants entered into
an agreement to settle this case, which was not finalized.
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Lending Acts Litigation
Plaintiffs: William Alston, Murphy Howard, and Jason Tittle

Defendants: Community Bancshares, Community Bank, Holsombeck Motors, Inc., Lee Brown d/b/a
Alabama Bond & Investigation a/k/a ABI Recovery, Chris Holmes d/b/a Alabama Bond &
Investigation a/k/a ABI Recovery, Regina Holsombeck, Kennon “Ken” Patterson, Sr., Hodge
Patterson, James Timothy “Tim” Hodge, Ernie Stephens, and the State of Alabama
Department of Revenue

On October 11, 2002, the plaintiffs filed a class action against the defendants alleging that Community Bank and
others conspired or used extortionate methods to effect a lending scheme of “churning phantom loans,” and that
profits from the scheme were used to secure an interest in and/or to invest in an enterprise that affects interstate
commerce. The plaintiffs specifically allege that Community Bank used various methods to get uneducated
customers with fair to poor credit to sign numerous “phantom loans” when the customers only intended to sign for
one loan. Claims include racketeering activity within the meaning of the Racketeer Influenced and Corrupt
Organizations Act of 1970, conspiracy, spoliation, conversion, negligence, wantonness, outrage, and civil
conspiracy.

Employee Litigation
Plaintiffs: Bishop K. Walker, Jr., former Senior Executive Vice President and General Counsel of
Community Bancshares, and Denny G. Kelly, former President of Community Bank
Defendants: Community Bancshares, Community Bank, Kennon R. Patterson, Sr., and a number of

unidentified defendants

On May 5, 2003, the plaintiffs filed separate suits in the Circuit Court of Blount County, Alabama, against the
defendants alleging that they were induced to retire based upon misrepresentations made by Kennon R. Patterson,
Sr., who at the time was Community Bancshares” Chairman, President and Chief Executive Officer. The plaintiffs
claim that Mr., Patterson’s actions constituted fraud, promissory fraud, fraudulent suppression, fraud in the
inducement, deceit, fraudulent deceit, negligence, recklessness, wantonness and breach of contract. The complaints
seek an unspecified amount of compensatory and punitive damages.

On October 23, 2003 Community Bancshares and Community Bank filed counter claims against Mr. Walker and
Mr. Kelly seeking repayment of amounts paid to them as part of a severance arrangement and, in the case of Mr.
Kelly, amount owed to Community Bank in connection with the two loans from Community Bank to Mr. Kelly.

Other Litigation

In addition to the foregoing, Community Bancshares and its affiliates also are from time to time parties to other
legal proceedings arising in the ordinary course of Community Bancshares’ business. Community Bancshares
presently believe that, other than the litigation discussed above, there is no other litigation to which Community
Bancshares or its affiliates presently are subject that, if such litigation were to result in an outcome unfavorable to
Community Bancshares, would, individually or in the aggregate, have a material adverse effect on Community
Bancshares’ financial condition or results of operations.

Community Bancshares’ Certificate of Incorporation and Bylaws provide that, in certain circumstances, Community
Bancshares will indemnify its directors and officers, and, provided such persons acted in accordance with the
standards set forth in the Delaware General Corporation Law and Community Bancshares® organizational
documents, advance expenses to its directors and officers in connection with investigations and proceedings in
connection with their service as officers and directors of Community Bancshares.
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Contingency Losses

In all claims against the Company, management has assessed where losses are both probable and can be reasonably
estimated. As a result of this assessment, the Company accrued $2,500,000 for gross possible losses as of
December 31, 2003. This loss is included in other noninterest expenses on the Company’s consolidated statements
of income and the liability is included in other liabilities on the Company’s consolidated balance sheets.

Note 16 - Regulatory Matters and Restrictions

Dividends paid by Community Bank are the primary source of funds available to the Company for debt repayment,
payment of dividends to its stockholders and other needs. Certain restrictions exist regarding the ability of the Bank to
transfer funds to the Company in the form of cash dividends, loans or advances. Under Alabama law, the approval of
the Alabama Superintendent of Banks is required to pay dividends in excess of Community Bank's net earnings for the
current year plus retained net earnings for the preceding two years less any required transfers to surplus.

No dividends were declared or paid in 2003 or 2002. The payment of dividends on common stock is subject to the
prior payment of principal and interest on the Company's long-term debt, maintenance of sufficient earnings and capital
of the subsidiaries, and to regulatory restrictions.

On April 9, 2001, the Board of Directors entered into a Memorandum of Understanding (the “Memorandum™) with the
Federal Reserve Bank of Atlanta (the “Reserve Bank™), which outlined actions to be taken by the Company to address
concerns identified by the Reserve Bank. One provision of the agreement calls for the Company to maintain a Tier 1
leverage ratio of at least 6.5% while the Memorandum is in effect and to the Federal Reserve Bank if the Company
anticipates the ratio to fall below that level by the end of any calendar quarter. This Memorandum was amended twice
on March 8, 2002 relating to prohibitions on distributions on subordinated debentures and trust preferred securities
without prior regulatory approval, and on November 27, 2002, relating to prohibitions on amending or initiating
compensation arrangements with employees, officers or other directors.

On March 5, 20062, Community Bank adopted a Safety and Soundness Compliance Plan (“Plan”) at the request of the
FDIC and the Alabama State Banking Department. Under the Plan, the Bank’s Board committed to maintain a Tier 1
leverage ratio of at least 7% and to obtain prior approval of the regulators before paying any dividends.

Both the Company and the Bank are in compliance with the Tier 1 leverage ratios requirements under the
Memorandum and the Plan as of December 31, 2003 and December 31, 2002.

On December 10, 2002, the Board of Directors of Community Bank entered into an agreement with the Alabama State
Banking Department. The agreement provided that the Board of Directors would take certain actions regarding (i) an
investigation into payments made in connection with several construction projects of Community Bank, (ii) approval
and management of payments and loans involving directors, officers and employees and (iii) expense controls and
review of financial statements.

On March 22, 2003, an order to Cease and Desist (“the Order”) became effective between the Board of Directors at
Community Bank and the FDIC. Pursuant to the Order, the board of Community Bank has agreed to cease and
desist from conduct giving rise to the rated deficiencies relating to the supervision over management of Community
Bank, supervision and control of lending to insiders and accurate maintenance of Community Bank’s books and
records and to:

e develop a written plan specifying the responsibilities and lines of authority for Community Bank’s
executive officers and outlining internal controls to ensure compliance with the plan;

» refrain from making, renewing or modifying any loans to current o former officers or directors without
prior approval of the FDIC and the Alabama State Banking Department;

¢ amend the Bank’s books and records to reflect the actual value of the Bank’s premise and fixed assets (see
Note 24); and
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s  supply a copy of the Order to the Company and provide the Company with a summary of the Order for
inclusion in the Company’s next stockholder communication.

Community Bank and the Company believe it has materially complied with all regulatory orders and restrictions.

The Company (on a consolidated basis) and Community Bank are subject to various regulatory capital requirements
administered by the federal banking agencies. Failure to meet minimum capital requirements can initiate certain
mandatory and possibly additional discretionary actions by regulators that, if undertaken, could have a direct
material effect on the Company’s and Community Bank’s financial statements. The capital amounts and
classification are also subject to qualitative judgments by the regulators about components, risk weightings, and
other factors. Prompt corrective action provisions are not applicable to bank holding companies.

Quantitative measures established by regulation to ensure capital adequacy require the Company and Community
Bank to maintain minimum amounts and ratios (set forth in the following table) of total and Tier 1 capital (as
defined in the regulations) to risk-weighted assets (as defined) and of Tier 1 capital (as defined) to average assets (as
defined). Management believes, as of December 31, 2003 and 2002, that the Company and Community Bank has
met all capital adequacy requirements to which they are subject.

As of December 31, 2003, the most recent notification from the FDIC categorized Community Bank as well
capitalized under the regulatory framework for prompt corrective action. To be categorized as well capitalized, an
institution must maintain minimum total risk-based, Tier | risk-based and Tier 1 leverage ratios as set forth in the
following tables. There are no conditions or events since the notification that management believes have changed
the Bank’s category. The Company’s and Community Bank’s actual capital amounts and ratios as of December 31,
2003 and 2002 are also presented in the table.

Minimum
Minimum Capital ‘ to be
Actual : Requirement Well Capitalized
Amount Ratio Amount 'Ratic Amount  Ratio
(Dollars in thousands)
As of December 31, 2003:
Total risk based capital to risk weighted assets:
Consolidated $48,423  14.52% $ 26,688 8.00% $33,360 10.00%
Community Bank 46,919 14.10 26,626 8.00 33,282 10.00
Tier 1 capital to risk weighted assets:
Consolidated 44,127 13.23 13,344 4.00 20,016 6.00
Community Bank 42,633  12.81 13,313 4.00 19,969 6.00
Tier 1 capital to average assets: '
Consolidated 44,127 7.96 22,172 4.00 27,718 5.00
Community Bank 42,633 7.72 22,086 4.00 27,608 5.00
As of December 31, 2002:
Total risk based capital to risk weighted assets:
Consolidated........o.vcereereiecnereircnrinneeeas 52,897  14.63 28,932 8.00 36,165 10.00
Community Bank ... 55,693 1550 28,754 8.00 35,942 10.00
Tier 1 capital to risk weighted assets: .
Consolidated........ooovevrerecenrrvcrnirrisrrcriceirnes 46,817 1295 14,466 4.00 21,699 6.00
Community Bank........cccoerevivnnoinnncnnnnn 51,135 1423 14,377 4.00 21,565 6.00
Tier 1 capital to average assets:
Consolidated......c.covoveennrviiniiicrcneeienen 46,817 8.20 22,836 4.00 28,545 5.00
Community Bank ......c.coccceinnennnccnncicnenn, 51,135 9.00 22,729 4.00 28,412 5.00
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Note 17 - Pension Plan

The Company has a defined benefit pension plan (the “Pension Plan™) that provides retirement and disability benefits
for substantially all employees of the Company and its subsidiaries, and death benefits for their beneficiaries. An
employee will become a participant in the Pension Plan on January 1 or July 1 after completing 12 months of
employment during which the employee works at least 1,000 hours. All employees are eligible to become participants
in the Pension Plan regardless of age on the date they begin employment.

Benefits under the Pension Plan depend upon a participant's years of credited service with the Company or any of its
subsidiaries and his average monthly earnings for the highest five consecutive years out of the participants final 10
years of employment. An employee who becomes a participant on or after Janvary 1, 1996 will not be vested in any
benefit until he or she completes five years of service, at which time the employee will be 100% vested. An employee
who became a participant before January 1, 1996, is 20% vested in his accrued benefits after completion of two years of
service, 40% vested after three years of service, 60% vested after four years of service and becomes fully vested upon
completion of five years of service. An employee who completes ten years of service and attains age 55 is eligible for
early retirement benefits. Plan assets consist primarily of corporate stocks and bonds.

The Company contributes amounts to the Pension Plan sufficient to satisfy funding requirements of the Employee
Retirement Income Security Act.

Effective January 1, 1995, the Company established a nonqualified benefit plan for certain key executives called the
Community Bancshares, Inc. Benefit Restoration Plan, the purpose of which is to provide the amount of the benefit
which would otherwise be paid under the Pension Plan, but which cannot be paid under that plan due to the limitations
imposed by the Internal Revenue Code of 1986, as amended.

Effective December 31, 2003, the Company froze both the Pension Plan and the Benefit Restoration Plan. Benefits

accrued as of the date of the freeze will be paid to employees when eligible, but no future benefits will be accrued as
long as the plan remains frozen.
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The following tables set forth the funding status and the amount recognized for both the Pension Plan and the Benefit

Restoration Plan in the Company's consolidated balance sheets and consolidated statements of income.

Pension Plan: December 31,
2003 2002
Change in benefit obligation:
Benefit obligation at beginning of YEar .........c..ccovceieiniiccnenin e $ 8863893 3§ 7,891,166
SEIVICE COSE c.vivviviriiriioterrererectererete st s e e seteseesesbeaeae b seseets e s e st e st abassebenesberensetenns 587,074 506,164
TILETESE COSE 1vvvuiiiiiisieiri s rerereerbereeies e nreeare st b bbb e bt a bbb r et ne e 591,409 535,797
Actuarial (aIN) OF 10SS.....ccou ittt e 1,268,998 213,984
BENEEIS PAIA ..o eeeeeeeeeeeeereeeesessesse e ee e eesseeseessessesseesee s seese oo eeeee (320,817) (283,218)
Plan amendments .........ccoovvvevirieriieriiersieeereee ettt ettt es s 19,240 -
CUrtallMENT....cceeeererieer ettt e (2,032.241) -
Projected benefit obligation at end 0 YEar .......c.cerivevniniiccee e S 8977556 $§ 8863893
Change in plan assets:
Fair value of plan assets at beginning of YEar .......coocccvvevvreevivcnnnecnriee s $ 5222992 § 5,442,852
Actual return ON PIAN BSSELS ....covirirreteririreteinee et se e 1,190,512 (586,816)
Employer CoOntribUtion ........cccoveivivriiie et et 829,866 650,174
Benefits paid from plan @SSES .........ovoveviivirrriiriieieecreeeee et (320.817) (283.218)
Fair value of plan assets at end of year ... $ 6922553 § 5222992
Funded status of plan:
Funded status of plan — surplus (deficit) ......cccovvvirviriicrnrccecce e $ (2,055,003) § (3,640,901)
Unrecognized actuarial {(gain) OF 10SS .....oeveininieienciniie e 1,580,026 3,050,602
Unrecognized Prior SEIVICE COSE ....vorvrririrriirirmavvrsirrinsirrisirnessserasesarasarerscrisnss - 188.450
Net amount recognized at end of Year........cccocovvevviniineiinenrccnncnes $ _(474977) §  (401,849)
Amounts recognized in the balance sheet consists of:
Accumulated benefit obligation........cccecreeinernericec e $ 8977556 $ 7,510,197
Fair VAIUE OF ASSEES ..viiviiriiiiitiiieiir ettt et vt ereevs e st ste e sae s esbaraerearenees 6,922,553 5,222,992
Unfunded accumulated benefit 0bligation..........cccvcvevcenirnnconecenenicenen 2,055,003 2,287,205
Accrued benefit asset (Hability) ..o (2,055,003) (2,287,205)
AddItional HADIHEY ..ovoveviveviiviieire e csesre bt e nen 1,580,026 1,885,356
INtANGIDIE @SSEL....c.orueeieriieiiriirietetre et b e et e - 188,450
Accumulated other comprehensive INCOME. ......c.eovvveireririeveinieecreeaeeeseseeeeeanes 1,580,026 1,696,906
Other comprehensive income due to change in additional minimum liability
TECOZIIEION 1.ttt ettt et et e et et eb et e na ke r et et benenebene s (116,880) 1,696,906
Information for pension plans with an accumulated benefit obligation in excess
of plan assets:
Projected benefit OBlIZAtION .........cocooee et et eae e 8,977,556 8,863,893
Accumulated benefit 0blIgation.........coooviinincncinicr e 8,977,556 7,510,197
Fair value Of Plan @SSEES .......ocvvevieiviieeiricicteieseere it ecesssa st s seseeseas 6,922,553 5,222,992
Weighted average assumptions used in determining the benefit obligations:
Discount rate used to determine present value of projected benefit
obligation at end Of VEAr ......ccccccveeviceiieiciee ettt 6.00% 6.75%
Rate of cOMPENnSation MCIEASE .......c.ouverrierrerrerenitrieteiree e sesiee e et N/A 5.00
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Components of Pension Plan net periodic benefit cost:
Years ended December 31,

2003 2002 2001

SEIVICE COSLuurireiriririririieriterereteis ot nreree et are st sene et ene S 587,074 § 506,164 S 614,252
Interest cost on earned benefit obligations.............cccverrrcnen. 591,409 535,797 493,976
Estimated return on plan assets ........cocovverervcerencrncrerererennens (546,776) (512,128) (567,699)
Amortization of prior Service COSt.......oevnveverreerricrcererrecnrnenss 22,237 22,237 11,699
Amortization of transitional obligation (asset) .......ccccvvureene - (3,794) (16,879)
Amortization of net experience (gain) 1oss.......ccccoeerrernrens 63,597 - -
Net periodic Pension COSt......coowvrirerrrerirerirerereeesreeierene 717,541 548,276 537,349
SEUIEMENE ...c.cvveiviriricere ettt vttt - - -
CUTAIIMENLE ..ottt 166,213 75,572 -
Special termination benefits ........ccoovcviciinnciceee - - -
COSE OF VESHIIZ oot sense e eae et 19,240 - -
Total net periodic pension COStS........ccccovmeirnrrrmenrnrecnes $ 902,994 § 623,848 § 537,349
Weighted average assumptions used in determining
pension costs:

DiSCOUNE TALE ...ovecrverecrernr et rsersecsesecnreens 6.75% 7.25% 7.50%

Expected rate of return on plan assets for the year.......... 7.50 7.50 9.25

Rate of compensation INCIEASE ........c.vvvcevererrerverreonrreennes 5.00 5.00 6.00

The long-term expected rate of return for determining net periodic Pension Plan cost for the fiscal year ending 2003
(7.50%) was chosen by the Company from a best estimate range based upon the anticipated long-term returns and long-
term volatility for asset categories based on the target asset allocation of the Pension Plan.

The Company’s Pension Plan weighted average asset allocations at December 31, 2003 and 2002:

Percentage of
Pension Plan Assets

at December 31, Long-term
Asset Category: 2003 2002 : target Range
Cash and equivalents 5.6% 8.6% 5.0% 0.15%
Equity securities 63.7 51.1 60.0 50-70
Debt securities 30.7 40.3 35.0 30-50
Total 100.0% 100.0% 100.0%

The overall investment objective of the Pension Plan is to meet the long-term benefit obligations accrued under the
Pension Plan through investment in a diversified mix of equity and fixed income securities. The investment portfolio
will be diversified to comply with fiduciary standards set forth under ERISA.

Long-term asset allocation targets and ranges are based on historical risk and return characteristics of the capital
markets, plan objective and plan investment time horizon. Shorter term asset allocation strategies, executed within the
guidelines of the investment policy take into consideration plan liquidity needs and current and expected market
conditions.

The investment portfolio utilizes mutual funds to facilitate investment in each of the asset classes and sectors. The
fixed income mutual funds currently utilized in the portfolio have objectives and exhibit characteristics in aggregate of
intermediate and short-term maturity/duration securities. Certain individual issues within these funds will have a
maturity/duration longer than what is typically considered short-term or intermediate. The current fixed income
allocation is approximately 90% intermediate and 10% short-term. Over the long-term the fixed income portfolio
would be expected to exhibit characteristics of the aggregate bond market.
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Benefit Restoration Plan: December 31,
2003 2002
Change in benefit obligation:
Benefit obligation at beginning of Year. ... $ 2,580,630 § 3,200,932
SEIVICE COSE ovieiinriiiieet et et treee s ste et e et e st eveeeta st eearsesbanssaseesbesesenesbasnsereseanan 26,299 97,129
INEETEST COBE ooniiieiiieiiieic ettt e e st st ere s s reane s n b nnnenn e nran bt ene 154,415 157,344
Actuarial (ain) OT 1OSS. c.e.ververiiierircrcrre e e (46,713) (826,722)
Benefits PAIA ...covevoveeeieere et e (52,421) (48,053)
CUTAIIMENT ..ttt er e s e (364.083) -
Projected benefit obligation at end of year .........c.cccccceevnccennncnncnnenens $ 2298127 § 2,580,630
Change in plan assets:
Fair value of plan assets at beginning of year ..........ccocvveivninnrininccnciinncen. $ - 3 -
Actual return On Plan @SSELS ..c.c.ccvrvrieeevriiriinn it s - -
Employer COntribution .........c.ccoeiiiienerceeirernesrcses e 52,421 48,053
Benefits paid from plan @SSets .......oceceviorererieneetcnrrrc e (52.421) (48.053)
Fair value of plan assets at end of YEAr ..o $ - % -
Funded status of plan:
Funded status of plan ~ surplus (deficit) .........ccvveviieicninee e $ (2,298,127) § (2,580,630)
Unrecognized actuarial (2ain) OT 0SS ....cocovriiniienirir et 192,937 615,810
Unrecognized Prior SEIVICE COSt .ocurimmimreriiirircrirrerneceeintessesiineesessansseneenes - 446
Net amount recognized at end of YEar ... $§ (2,105190) 3  (1.964374)
Amounts recognized in the balance sheet consists of:
Accumulated benefit obligation ..o e $ 2,298,127 § 1,976,460
Fair value 0f @SSetS......oerirri ettt - -
Unfunded accumulated benefit obligation.................. s 2,298,127 1,976,460
Accrued benefit asset {Hability) .......ocvieieieiii i » (2,298,127) (1,976,460)
Additional Hability ......cc.cvevieireicr e s 192,937 -
INtANGIBIE BSSEL......ocoviviieieieriieie itttk - -
Accumulated other comprehensive INCOME. ....c...cuveririeercrererrnennrnrneneees 192,937 -
Other comprehensive income due to change in additional minimum liability
FECOZIIION ..orsereereeenerietcereereres e en bbbt benee 192,937 -

Information for Benefit Restoration Plan with an accumulated benefit obligation in excess
of plan assets:

Projected benefit 0bligation............cocveicnmireerercncnienninicnons et err e 2,298,127 2,580,630
Accumulated benefit obligation. .......ccevveivieireeiree e 2,298,127 1,976,460
Fair value of plan assetS ... enes e - -

Weighted average assumptions used in determining the benefit obligations:
Discount rate used to determine present value of projected benefit

obligation at end of year ... [TV P O 6.00% 6.75%

Rate of COMPENSALION INCIEASE .....ovvvveevreiriri ettt ressneene N/A 5.00
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Components of Benefit Restoration Plan net periodic benefit cost:
Years ended December 31,

2003 2002 2001

SEIVICE COSL.vuirviriuirieeriieeresreeereseereeresreresseseerassareanasesnetessanes $ 26299 § 97,129 § 157,302
Interest cost on earned benefit obligations...........coccveevecenenn. 154,415 157,344 202,471
Estimated return on plan assets ........cocveevevernivreiveeincreiverennns - - -
Amortization Of prior SErvViCe COSt........ocovrrrercrrinrrrenrcncas 245 245 34,907
Amortization of transitional obligation (asset) ..........c.cec... - - . -
Amortization of net experience (gain) 10ss.........ccocvvevvrernann. 12,077 27.024 89.407
Net periodic Per1Sion COSt.......cvereeeennirireriirerecrerieereseeerens 193,036 281,742 484,087
SEtEMENt ......ovveviciicecre e - - -
CUrtailment .........cc.ovvveromireniei e 201 - -
Special termination benefits .........cocvrcreecncnerancrnnrernees - - -
COSt O VESHINE c.coooviveviirinairerieianreniere st eeasenereeesesnenans - - -
Total net periodic PenSioN COSIS.........vuerrerererrrrrererirreinens 3 193,237 § 281,742 § 484,087
Weighted average assumptions used in determining
pension costs:

DISCOUNL TALE ...t st 6.75% 7.25% 7.50%

Expected rate of return on plan assets for the year.......... N/A N/A N/A

Rate of compensation inCrease .........o.eceeevrevircnrrinienens 5.00 5.00 6.00

Note 18 - Employee Stock Ownership Plan

The Company adopted the ESOP effective as of January 1, 1985, which enables eligible employees of the Company
and its subsidiaries to own Company common stock. An employee becomes a participant in the ESOP on June 30 or
December 31 after completing 12 months of employment during which the employee is credited with 1,000 or more
hours of service. Contributions to the ESOP are made at the discretion of the Company's Board of Directors, but
may not be less than the amount required to cover the debt service on the ESOP loan. Employer contributions are
allocated to eligible participants in proportion to their compensation, which equals W-2 wages plus pre-tax
reductions for the Company's cafeteria plan. The Internal Revenue Code imposes a limit ($200,000 in 2003) on the
amount of compensation which may be considered under the ESOP.

On November 3, 1993, the ESOP's Trustees executed a promissory note in order to purchase common stock from
the Company's public offering of new common stock. The promissory note has been refinanced in years subsequent
to 1993 as additional shares were purchased by the ESOP. The note bears interest at a floating rate, with principal
and interest payments due monthly and is currently scheduled to pay off in September 2008. The Company has
guaranteed this debt and in accordance with the applicable accounting and reporting guidelines the debt has been
recognized on the Company's Statement of Condition, with an offsetting charge against equity. As payments are
made by the ESOP, the debt and offsetting charge against equity are reduced. The shares securing the note are
released on a pro rata basis by the lender as monthly payments of principal and interest are made. As of December
31, 2003, there were 123,111 unreleased shares with a fair value, based on the new issuance of common stock at
$5.35 per share, of approximately $658,644. These shares are subtracted from outstanding shares for earnings per
share calculations.

Dividends paid on released ESOP shares are credited to the accounts of the participants to whom the shares are
allocated. Dividends on unreleased shares may be used to repay debt associated with the ESOP or treated as other
income of the ESOP and allocated to the participants. No dividends were paid in 2003.

At December 31, 2003 and 2002, the Company's financial statements reflected long-term debt related to the ESOP
of $1,758,291 and $2,083,342, respectively. The corresponding contra-equity account was $1,741,248 at December
31, 2003 and $1,999,858 at December 31, 2002.
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Compensation costs recognized amounted to $708,827, $374,565 and $256,101 for the years ended December 31,
2003, 2002 and 2001, respectively.

Note 19 — Stock Compensation Plans

On January 7, 1999, the Board of Directors adopted a Share Purchase Rights Plan and declared a dividend of one
preferred share purchase right {(a "Right") for each outstanding share of common stock of the Company to
stockholders of record on January 7, 1999. Each Right entitled. the stockholder to purchase from the Company one
one-hundredth of a share of Series A Junior Participating Preferred Stock of the Company at a price of $84 per one
one-hundredth of a preferred share. In the event that any person or group of affiliated or associated persons acquired
beneficial ownership of 15% or more of the outstanding common stock of the Company (an "Acquiring Person"),
each holder of a purchase right, other than the Acquiring Person, would thereafter have the right to receive upon
exercise of the Right that number of shares of common stock of the Company having a market value of two times
the exercise price of the Right. Had the Company been acquired in a merger or other business combination
transaction or 50% or more of its assets or earning power are sold after a person or group has become an Acquiring
Person, each holder of a Right, other than an Acquiring Person, would have then had the right to receive that
number of shares of common stock of the acquiring Company which at the time of such transaction have a market
value of two times the exercise price of the Right. At any time after a person or group became an Acquiring Person
and prior to the acquisition of 50% or more of the outstanding common stock of the Company by such person or
group, the Board of Directors of the Company could have exchanged the Rights, other than Rights owned by an
Acquiring Person, in whole or in part, at an exchange ratio of one common share or one one-hundredth of preferred
share. The purchase price and the number of shares issuable upon exercise of the Rights were subject to adjustment
in the event of a stock split, stock dividend, reclassification or certain distributions with respect to the preferred
stock. The Rights were originally set to expire on January 13, 2009; however, on December 15, 2003, the Company
entered into Amendment No. 1 to the Company’s Rights Agent Agreement, dated as of January 13, 1999, by and
between the Company and The Bank of New York, as rights agent, to change the Final Expiration Date, as such
term is defined in the Agreement, from January 13, 2009 to December 15, 2003. As a result, the Share Purchase
Rights Plan and the Rights terminated on December 15, 2003.

The Company occasionally grants stock options to purchase the Company’s common stock to officers and directors.
The options have been granted at a strike price equivalent to the deemed current fair vaiue of the Company’s
common stock on the grant date and have maximum term of five years. Vesting traditionally has been immediate.
Traditionally, the options expired if the officer or director leaves the Company 90 days after their termination date.
However, for options granted on or after August 1, 2003 options granted expire one year following an officer or
director’s termination.
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The following sets forth certain information regarding stock options for the years ended December 31, 2001, 2002 and
2003: ‘

Number Weighted Average

: of Shares Exercise Price
Balance, December 31, 2000 .......c.coocooieiieiriereeeeeee ettt e 703,331 § 14.57
Granted, year ended December 31, 2001.. ..o 252,000 10.00
Exercised, year end December 31, 2001 ..o inersiereneeens (329,560) 11.35
Expired, vear ended December 31, 2001, ...c.c.ocovviienieininnenineseie s s seenesenes (49.666) (15.10)
Balance, December 31, 2001 ......cooovoiiiiieice ettt 576,605 14.37
Granted, year ended December 31, 2002..........ccovviievieierini e 340,000 7.00
Expired, year ended December 31, 2002. ..o 86,067) 15.74
Balance, December 31, 2002 ... e 830,538 11.00
Granted, year ended December 31, 2003. 639,000 7.00
Expired, year ended December 31, 2003. (537.038) 11.57
Balance, December 31, 2003 — 932,500 8.12
Expiration Options

Exercise Prices Number Date Exercisable
Options with exercise price 0f $7.00 ......ccooocevrerrenrecrrcneenn, 629,000 2008 629,000
Options with exercise price 0f $7.00 .....c.coocovevvnnriennncneirireens 155,000 2007 155,000
Options with exercise price 0f $10.00 .......cccovovveiviriirerieicen 88,000 2006 88,000
Options with exercise price 0f $18.00 ......c.ocoovvrveerrirenrecnnen, 5,000 2005 5,000
Options with exercise price of $20.00 ........oooovevvverrnicenicnnnnn, 55.500 2004 55,500
Total outstanding, December 31, 2003 .........coccecvvervrenveevne e, 932,500 932,500

The Company permits option holders to tender previously owned shares in lieu of cash to pay the exercise price for
shares acquired through option exercise. This technique results in an increase in the number of shares outstanding with
little or no increase in capital account balances. No option holders tendered shares during 2003 or 2002. During 2001,
option holders tendered 207,883 shares in connection with the exercise of options for 329,560 shares resulting in a net
increase of 121,675 shares outstanding. The excess of the fair market value of the 329,560 shares over the aggregate
option price resulted in an income tax benefit of $751,566, which was credited to capital surplus.

Since the Company’s options granted in 2003, 2002 and 2001 vest immediately, for purposes of pro forma
disclosure, the compensation expense related to these options has been recognized in the year granted.
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The Company’s pro forma information, after giving effect to the deduction for stock-based employee compensation
expenses determined under fair value based method for all awards, net of tax, is as follows:

Years ended December 31,

2003 2002 2001
Net Income:
Asreported $  (13,099,948) $ 904,198 $  (1,422,884)
Deducts:

Total stock-based employee compensation expense
determined under fair value based method for all

awards, netoftax _(887,795) (406.164) (382.536)
Pro formanetincome (loss) . $__(13987743) § 498034 §  (1,805420)
Basic earnings (loss) per share:

Asteported 2.79) 0.19 (0.31)

Proforma (2.98) 0.11 0.39)
Diluted earnings (loss) per share

Asreported 2.79) 0.19 (0.31)

Proforma (2.98) 0.11 (0.39)

The weighted average fair values of options granted during 2003, 2002 and 2001 were $2.11, $1.81 and $2.30,
respectively. The fair value of each option grant is estimated on the date of the grant using the Black-Scholes
option-pricing model with the following weighted-average assumptions used:

2003 2002 2001
Dividend yield........ccoviviriieiiirre e 0% 0% 2.50%
Expected VOIAtIIEY ...ccoevevrriiiereieirierriereietr e snns 283 232 257
Risk free intereSt Tate ....occovoveivoriirrenrierccere e eeesaeneeas 3.26% 2.63% 4.40%
Expected life (In YEATS) ..cvvvvvrsierririnrcivsisisses s ensesesrssnsne 5 5 5

Community Bank has advisory director boards established in the various markets it serves. These advisory directors are
given the option to receive their fees in cash or stock. Common stock issued in lieu of cash for advisory directors’ fees
is summarized as follows:

2003 2002 2001
Shares 1SSUEA ... covvieirceiee ettt . 17,030 19,680 11,661
Fair market value on i8sue date...........cocooevvvveeeiveese e § 119217 §_ 196,801 $ 209,865

The aggregate fair market value of the shares issued was charged to expense in each respective period.
Note 20 -~ Related Party Transactions

Loans: The Company, through Community Bank, also offers first mortgage real estate loans on the primary residence,
at a rate of 5%, to employees who are required to relocate in the course of their employment. As of December 31, 2003,
executive officers and directors of the Company and executive officers of Community Bank and its subsidiaries,
including members of their immediate families and related interests, had relocation loans outstanding with total
indebtedness of approximately $506,134. Other loans to directors and executive officers originated in the normal
course of business amounted to $1,480,088 at December 31, 2003.

At December 31, 2004, Community Bank had a real estate loan in the amount of $5,372,050 outstanding to Mr.
Kennon R. Patterson, Sr., the former Chairman, President and Chief Executive Officer of the Company, and the
former Chairman and Chief Executive Officer of Community Bank. The loan bears interest at rate equal to 4.00%

per annum and matured unpaid on January 29, 2003. In connection with Mr. Patterson's bankruptcy filing during
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2003, Community Bank reclassified this loan to nonaccrual status and charged-off all accrued interest totaling
$222,050 on February 4, 2003. The outstanding principal balance of the loan has remained at $5,150,000 since that
time, and Mr. Patterson still owes the entire $5,372,050, although we have charged off $222,050 of that amount.
During 2003, the highest principal balance outstanding for this loan was $5,150,000.

In June 2000, Community Bank loaned $1,696,576 to Debter Properties, LLC, an Alabama limited liability
Company of which a director of the Company is a member, to fund the purchase from Community Bank of the real
property in which Community Bank’s Boaz, Alabama office was located. Concurrently with this loan and the
purchase of the real property, Community Bank entered into a lease agreement, as the tenant, with Debter
Properties, LLC to lease back this real property from Debter Properties, LLC. On May 31, 2002, Community Bank
sold its Boaz, Alabama office to Peoples Bank of North Alabama which assumed the loan to Debter Properties, LLC
and Community Bank’s obligations under the lease.

During the year ended December 31, 2003, loans to the Company’s employees and directors increased in principal
amount by $132,039, as the result of new loans and advances, and decreased in principal amount by $204,082, as the
result of payments of principal. The net effect was a $72,043 decrease in the total principal amount outstanding on
loans made by the Company to its employees and directors.

Deposits: The 1otal deposits of our executive officers and directors, including savings, checking and time deposits,
were $1,932,197 and $2,073,321 at December 31, 2003 and 2002, respectively.

Accounting Services: The Company previously engaged the accounting firm of Schauer, Taylor, Cox, Vise and
Morgan, P.C. to perform certain accounting services. Doug Schauer, a member of the firm, is Kennon R. Patterson,
Sr.'s son-in-law. Services performed by Schauer, Taylor, Cox, Vise and Morgan, P.C. for the Company in 2003, 2002
and 2001 have been limited to preparation of the Company's quarterly tax accruals, preparation and filing the
Company's federal and state tax returns, consultation regarding interpretation and application of accounting standards
and EDGAR services in connection with the Company’s filings with the Securities and Exchange Commission. The
Company ended all engagements with the firm during 2003. The Company and its subsidiaries paid Schauer, Taylor,
Cox, Vise and Morgan, P.C. $59,114, $102,684 and $121,707 for services rendered during 2003, 2002 and 2001,
respectively.

Leases: In June 2000, Community Bank entered into a capital lease agreement, as the tenant, with Debter Properties,
LLC, an Alabama limited liability Company, pursuant to which Community Bank leased the real property in which
Community Bank's Boaz, Alabama office is located. Mr. Glynn Debter, a director of the Company, is a member of
Debter Properties, LLC. In connection with the lease agreement, Community Bank loaned funds to Debter Properties,
LLC to finance its purchase of the real property from Community Bank. Both the lease and the loan were sold to the
purchaser of the Marshall County offices on May 31, 2002. The monthly rent on this lease was an amount equal to the
monthly debt amortization of funds which the lessor borrowed to purchase the leased property. Lease payments to
Debter Properties, LLC during 2002 totaled approximately $55,679. Lease payments totaled $156,651 for the year
ended December 31, 2001.

On March 13, 2001, Community Bank entered into a ground lease with Merritt Robbins, a director of the Company and
Community Bank, pursuant to which Community Bank leases property in New Hope, Alabama, from Mr. Robbins for
a period of 5 years at a monthly rent of $800. Community Bank has the option to renew the lease for up to seven
successive 5-year terms in which event the rent increases $200 per month with each renewal term. At any time during
the term of the lease Community Bank has the option to purchase the property at a price agreed upon by the parties, or,
if the parties cannot agree, at a price determined by averaging appraisals of the property performed by two licensed
appraisers.

106




Community Bancshares, Inc. and Subsidiaries
Notes to Consolidated Financial Statements — continued

On June 14, 2001, Community Bank entered into a lease with Michael Robbins, the son of a director of the
Company and Community Bank pursuant to which Mr. Robbins leases property in Madison County, Alabama from
Community Bank for a period of 5 years at a monthly rent of $700. Mr. Robbins has the option to renew the lease
for up to seven successive S-year terms. At any time during the term of the lease Mr. Robbins has the option to
purchase the property at a price agreed upon by the parties, or, if the parties cannot agree, at a price determined by
averaging appraisals of the property performed by two licensed appraisers.

Note 21 — Other Operating Expenses

Other operating expenses consisted of the following:
Years ended December 31,

2003 2002 2001
Amortization of intangibles, goodwill .........ccovriviniiiinonnes $ - 3§ - 3 478,487
Amortization of intangibles, Other ..........cocervvierierririn s 79,416 76,797 83,311
Loss on write-down of goodwill........ccocoviirineccrieiniieieneees - - 2,652,620
SUPPIHES ..ottt ettt 571,924 590,276 559,449
POSEAZE .o.vovvreevresieetieeeseaiere e st ses et st s st s e 294,918 288,924 383,048
TEIEPRONE ..ottt eeeverateae e eees e erintnn 691,058 598,190 657,014
COUIET SEIVICES ...ovveviieriiieriteerere et ersere s e b vt et sasste e aeseees 313,753 364,141 389,932
ATM EXDEIISE vovvvvrierrisrirrnsisrisssssisnisessissacesssssisesssasassssssssssissnns 123,523 164,881 221,360
Holding costs on other real estate owned .........cccovveiieirennns 297,177 252,827 61,430
Provision for debt cancellation..........cccvevveeveeieierieiccicirceen, 103,807 306,611 95,686
OHRET oottt ettt ee st 2,045,102 1,893,579 1,453,177

§ 4520678 § 4536226 § _ 7035514

Note 22 - Fair Value of Financial Instruments

The following methods and assumptions were used to estimate the fair value of each class of financial instruments for
which it is practicable to estimate that value:

Cash and cash equivalents: The carrying amounts of cash and cash equivalents approximate fair values.

Securities . Fair values for securities, excluding Federal Home Loan Bank stock, are based on quoted market prices. If
quoted market prices are not available, fair values are based on quoted market prices of similar securities.

Loan receivables: For variable-rate loans that reprice frequently and with no significant change in credit risk, fair
values are based on carrying values. Fair values for other loans are estimated using discounted cash flow analyses,
using interest rates currently being offered for loans with similar terms to borrowers of similar credit quality. Fair
values for non-performing loans are estimated using discounted cash flow analyses or underlying collateral values,
where applicable.

Deposits: The fair values disclosed for demand deposits (e.g., interest and noninterest checking, passbook savings, and
certain types of money market accounts) are, by definition, equal to the amount payable on demand at the reporting date
(i.e., their carrying amounts). The carrying amounts of variable-rate, fixed-term money market accounts and
certificates of deposit approximate their fair values at the reporting date. Fair values for fixed-rate certificates of
deposit are estimated using a discounted cash flow calculation that applies interest rates currently being offered on
certificates to a schedule of aggregated expected monthly maturities on time deposits.

Short-term borrowings: The carrying amounts of federal funds purchased, borrowings under repurchase agreements,
and other short-term borrowings maturing within ninety days approximate their fair values. Fair values of other short-
term borrowings are estimated using discounted cash flow analyses based on the Company’s current incremental
borrowing rates for similar types of borrowing arrangements.
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Long-term borrowings: The fair values of the Company’s long-term borrowings are estimated using discounted cash
flow analyses based on the Company’s current incremental borrowing rates for similar types of borrowing
arrangements.

Accrued interest: The carrying amounts of accrued interest approximate fair value.

Derivative financial instruments: Fair values for interest rate swap agreements are based upon the amounts required to
settle the contracts. Fair values for on-balance-sheet commitments to originate loans held for sale are based on fees
currently charged to enter into similar agreements, and for fixed-rate commitments also consider the difference between

current levels of interest rates and the committed rates.

Commitments to extend credit and standby letters of credit: The fair value of commitments and letters of credit is
estimated to be approximately the same as the notional amount of the related commitment.

The estimated fair values of the Company's financial instruments are as follows:

December 31,
2003 2002
Carrying Fair Carrying Fair
Amount Value Amount Value
(In thousands)
Financial assets
Cash and cash equivalents .......c..ccoccoverercnnnne $ 44,290 § 44,290 § 40,207 § 40,207
SECUMHES ..eovevveviree v ereescr et en et ersreraenas 156,271 156,271 123,901 123,901
Loans and capitalized lease receivable, net ...... 306,630 310,126 352,453 358,298
Accrued interest receivable........cocovveiiiiennenn, 3,261 3.261 4,370 4370
Total financial @SSets .........cceorrrreeieieririrnirenirnnns S 510452 S_ 513948 $ 520931 § 526,776
Financial liabilities
DEPOSIES .oovevveriercreriicreecercre e $ 453946 $ 467,563 § 459464 § ¢ 471,738
Short-term bOrroWIngs ........cveveevvenvrnveerierenens 600 600 1,725 1,725
Long-term debt and
capitalized Jease obligation...........ccocccvevennne 55,145 62,221 55,636 63,768
Accrued interest payable..........ccocoocevnrirerennennee 4,249 4,249 3.623 3.623
Total financial labilities .........ccccoooevievvierieiinanne $ 513940 § 534633 § 520448 § 540,854
Off-balance sheet credit related
financial instruments:
Commitments to grant [0anS............cc.ceceieeeies $ 15,097 $ 15,097 % 15476 $ 15,476
Standby letters of credit.........coocvvrenvinennnne 194 194 532 532

Note 23 - Subsequent Events

During the fourth quarter of 2003, the Company commenced a private placement of its common stock, and, as of
December 31, 2003, the Company had sold 2,151,552 shares of its common stock at a price of $5.35 per share,
resulting in net proceeds of approximately $10.4 million. In addition, the Company granted to those investors who
initially purchased shares in the offering prior to December 31, 2003, as well as to one investor who purchased an
additional 40,345 shares after December 31, 2003, an option to exchange by December 31, 2008, in whole but not
in part, the shares of the Company’s common stock purchased in the offering for shares of the Company’s newly
designated Series 2003 noncumulative preferred stock. The Series 2003 noncumulative preferred stock has a
liquidation preference equal to the aggregate purchase price of the 2,191,897 shares of common stock initially
purchased in the offering. The Company completed this offering on February 20, 2004, selling an additional
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1,586,771 shares of its common stock for $7.9 million of additional net proceeds, resulting in the sale of a total of
3,738,323 shares for total net proceeds from the offering of $18.3 million.

In connection with the offering, the Company entered into an engagement letter with FIG Partners, L.L.C., an
affiliate of Burke Capital Group, L.L.C., pursuant to which FIG Partners agreed to serve as placement agent for the
offering, and the Company agreed to grant to FIG Partners, upon the closing of the offering, a warrant to purchase
shares of the Company’s common stock. In connection with the closing of the offering on February 20, 2004, the
Company became obligated to issue to FIG Partners a warrant to purchase up to 140,187 shares of the Company’s
common stock at an exercise price of $5.89 per share. The warrant expires on February 20, 2008, and, until that
. date, may be exercised either in cash or pursuant to a "cashless exercise."

On January 1, 2004, the Company established the Community Bancshares, Inc. 401(k) Plan (“401(k) plan”). Under the
401(k) plan, the Company will match 100% of the first 3% and 50% of the next 2% of compensation deferred by
eligible employees. The 401(k) plan also enables the Company to make discretionary profit-sharing contributions on
behalf of employees.

On January 6, 2004, the Circuit Court of Blount County, Alabama disapproved a settlement of the Benson and
Packard derivative lawsuits. Subsequently, another settlement proposal was made by the individual defendants,
other than Kennon R. Patterson, Sr., directly to the Company and Community Bank. Pursuant to this new
settlement, Community Bank will receive $1.7 million less any fees awarded by the Court to the plaintiffs’
attorneys. A special committee of the Boards of Directors of the two companys, consisting of the members who are
not defendants in the cases, accepted the offer which was then was filed with the Court on February 19, 2004. No
hearing on the motion has yet been set. All proceedings in these cases have been stayed pending a decision from
the Supreme Court of Alabama as to whether the cases can proceed as to Mr. Patterson and Larry Bishop prior to
their trial on criminal charges.

On January 12, 2004, the bankruptcy proceeding filed by Kennon R. Patterson, Sr., former Chairman and Chief
Executive Officer of the Company, was dismissed without prejudice. The Company, Community Bank and the
individual defendants moved to dismiss the adversary proceeding in bankruptcy filed against them by Mr. Patterson.
That motion presently is under consideration by the Bankruptcy Court for the Northern District of Alabama.

On February 11, 2004, the Company’s ESOP refinanced its debt with a loan directly from the Company. The loan was
previously held by another financial institution that held the stock of Community Bank as collateral on the Company’s
guarantee of the note. As a result of this pay-off, the previous lender released the collateral in full. The amount paid-
off and in turn refinanced by the Company was $1,735,476. The new ESOP loan from the Company bears interest at
an adjustable rate equal to the prime rate of interest, with a maturity date of November 16, 2010. This loan is secured
by the ESOP’s pledge of unallocated shares of the Company’s common stock held by the ESOP.

On or about February 17, 2004, an amended complaint was filed in the Alston lending acts litigation. The amended
complaint, which completely replaces the original complaint, omits class action and racketeering claims and alleges
violations of the Truth in Lending Act and Regulation Z of the Federal Reserve Board in addition to conversion,
negligence, outrage, suppression, fraud and misrepresentation, trespass, conspiracy and failure to provide notice
before disposition of collateral for loans. On April 2, 2004, eighty-one individuals, most of whom were formerly
members of the purported class in the lending acts litigation filed by William Alston, filed suit against the
Company, Community Bank and a former Community Bank employee in the Circuit Court of Jefferson County,
Alabama. This suit claims that the defendants injured the plaintiffs, primarily in connection with lending at
Community Bank's office in Double Springs, Alabama, by wrongfully taking property, committing fraud, furnishing
inaccurate information to credit reporting agencies, negligently hiring, training and supervising employees,
negligently handling customer accounts, altering loan documents and failing to honor oral and written contracts
with the plaintiffs.

On March 8, 2004, the Company continued its election to defer interest payments on its trust preferred securities.
On this date, the Company had accrued but unpaid interest totaling $3,035,352. This was the fifth consecutive
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semiannual payment deferral of the ten allowed under the terms of the indenture governing the debenture.

On March 15, 2004, the Corporation’s ESOP and the ESOP trustee, North Star Trust Company, filed suit in the
United States District Court for the Northern District of Alabama against Kennon R. Patterson, Sr., the
Corporation’s former Chairman, Chief Executive Officer and President. In the lawsuit the ESOP seeks damages for
alleged breaches of fiduciary duty by Mr. Patterson, and both the ESOP and the trustee seek a declaratory judgment
that the ESOP has a right of set-off against Mr. Patterson’s account in the ESOP, and the ESOP is not required to
make a distribution of funds to Mr. Patterson.

On March 31, 2004, the Company’s subsidiary Community Insurance Corp. sold the building classified as held for
sale with a carrying value of $850,000 at December 31, 2003 (sece Note 5). The building sold for $900,000;
therefore, the Company subsequently recorded a gain of $50,000 on the sale.

On or about April 5, 2004, Travelers’ Casualty and Surety Company of America filed a motion for permission to
intervene in the Benson litigation asserting that, to the extent that it is required to reimburse Community Bancshares
and Community Bank for losses pursuant to the Company’s fidelity bond, it will be subrogated to the derivative
claims made on behalf of Community Bancshares and Community Bank in the Benson litigation.

Note 24 - Prior Period Adjustments

During the quarter ended September 30, 2002, it was determined that certain items related to the fourth quarter of
the year ended December 31, 2001 had not been properly reported in that period. The items related to unrecorded
liabilities, valuation of repossessed assets and accounts receivable. Accordingly, the December 31, 2001
Consolidated Statement of Condition and the Consolidated Statement of Income have been restated.

Also, during the fourth quarter of 2002, the Audit Committee commenced a new investigation into the allegations
that Community Bank had been overcharged by certain subcontractors in exchange for discounted charges for work
done on the personal residence of the Company and Bank’s former Chief Executive Officer. The results thus far are
considered to be substantially complete and are, in management’s best estimation, the loss incurred due to
overpayments on the Bank’s construction projects. The overcharges occurred between 1998 and 2000 and totaled
$1,972,712. The Company is considering these impairments to premises and equipment and has reflected the
appropriate amounts as prior period adjustments to the corresponding financial reporting periods as well as restating
all periods presented in the consolidated balance sheets and the consolidated statements of income. At December
31, 2002 the Company had deemed these amounts to be a loss because potential recoveries cannot be reasonably
estimated or known to be collectible at this time. The Company intends to seek recoveries in full. As of December
31, 2003, potential recoveries are still unknown as to amount or ability to collect.
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The schedule below shows all prior period adjustments discussed above and their effects on net income and retained
earnings for the periods presented:

Retained earnings, December 31, 2000, as previously reported........c.ocoovevveeienieiereecirirecieenns $ 13,490,799
Prior period adjustments:
Loss on impairment of premises and eqUIPMENTt ........ccorvirvrieirninnoninnece e (1,972,712)
Change 1N depreCiation EXPENSE ......veeeerrivieiueieeereireetereesaestaseetarcessersessessraseabeseesesssssessasens 24.561
Retained earnings, December 31, 2000, as restated .........ocoviiiniicrieireecce e $ 11,542,648
Retained earnings, December 31, 2001, as previously reported.........cococverirccernincnerecencenennnne $ 12,390,300
Prior period adjustments: _
Loss on impairment of premises and eqUIPIMENE .....o.voveveccreromrenriinicic e (1,972,712)
Change in depreciation EXPEMSE .......ocvviireieiieeieiieeeeesiereeaeeseeteessetsevaate s seetesaesraesesenssasnaanes 63,494
Unrecorded HaDIITIES. ......c.viviriiieriii ettt e s b bt aabe b senenes (227,985)
Valuation Of repoSSESSEd @SSELS ...vevuririirieiiiiiiiete sttt seen s (85,986)
ACCOUNTS TECEIVADIE ..voviiiiviiiiecn et e cr et b e et (47,347)
Retained earnings, December 31, 2001, as restated ......c..coccovriiieiieieecienice et $ 10,119,764
Net loss, for the year ended December 31, 2001, as previously reported ...........cccooeveverrnccnccnnne $  (1,100,499)
Change in depreciation EXPENISE ......ecweiirirrrireeiiaeeereere sttt ee st eteete e eseesbesees e e esseebereannes 38,933
Unrecorded Habilities........ooveveieeieiieiircicese ettt (227,985)
Valuation Of 1€POSSESSEA ASSELS ..v.uvvivrrriirriirirerirrieeeresinrerseeas e esceseeesteneneeebesaeteasenesneersanseenes (85,986)
ACCOUNLS TECEIVADIR ..ottt et be e et e e esaesaneereeerearae e (47,347
Net loss, for the year ended December 31, 2001, as restated...........ccecevernenineincencerniecneennnes $  (1.422.884)

Note 25 - Discontinued Operations

During 2002, Community Bank consummated the sale of the following branch offices: two Pulaski, Tennessee
locations on March 31, 2002; two DeKalb County, Alabama locations on May 3, 2002; and six Marshall County,
Alabama locations on May 31, 2002. The following outlines the total assets sold and total liabilities released on the
transactions.

LGNS eititetiieeteeereeis ettt ettt eaese e $§ 95,130,132
Less allowance for 10an 10S8€S ......cocvevrvvvrveveieneinnn 752,193
L0aNS, TEL..c.eeciiiieeie ettt a e 94,377,939
Premises and equipment, N€t.........cc.ovcvveeveererocrensrereenns 8,686,603
Accrued interest receivable ..........cocooviiiiiceceeni 653,266
Other real estate owned ......ocooovvveveeeeeciieceee e 451,280
OhEr SSELS.....eieceveerveiereieiieciereseeereersesereereareaseesessen, 93,547
TOtal @SSELS.....vevieeere vttt verrene $§ 104,262,635
DEPOSIES ..ot crribc et ere st ese e $ 139,080,234
Accrued interest payable ... 656,041
Capitalized lease obligation...........c.ccovoevemvimvverineceicnnnnn. 1,614,318
Other HabilIties ........ovevveeeevivierrecveeeeeeerese s 19,036
Total NabilItIES ..cvovveririeecrieieeire et $ 141.369,629

The Company paid $32,054,765 in cash on these transactions and recordedsa capitalized lease receivable of
$3,107,157. The Company recognized total gains of $8,071,985 representing the premium received on core
deposits less discounts on loans and fixed assets.
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Note 26 - Condensed Parent Company Information

BALANCE SHEETS
December 31,
2003 2002
Assets:
Cash and due from BanKS...........covecviciiceiiicec ettt a e $ 6,968,022 3 587,222
Investment in SUBSIAIATIES™ ........covieioiiireeces e ee et sr e s ee et 46,234,105 54,939,516
INtANZIDIE SSELS, NEL ...veviieieeieeiere ettt e et ea e 652,717 732,133
Deferred taX ASSELS. ..c.vvoviveiiievee ettt ete et et et et eta e et an e e teeatereaeesaeas 847,151 752,487
Refundable income taX@S-CUITENE ......ovvvvevivieieeieeeeeeeeteere et sbe et anas 429,742 786,927
OMNET ASSELS .oovivveriieietiiceree ettt ettt se et aeeve st bes e beatebe st ses st e stetesresaesenss 371,197 445817
TOLA] ASSELS .. vuvivierieerevireeteetet vt tee s et eberesser s s e ebr b ete st evesseseseeaessennaseteste e anerernns $ 55502934 $_ 58244102
Liabilities and stockholders’ equity:
LONGAEIMN AEDL....evviiieiiierie ettt b $ 3168502 § 3,577,687
Trust preferred SECUTIEIES .........cciveeieiieereieree ettt beses 10,310,000 10,310,000
Oher HabilIIES ....ocvevieeeceeccr ettt r e e ee 6,706,812 4,045,458
StoCKhOIARTS' EQUILY ...cvvevveericreieieieeeriricer sttt esenns 35,317,620 40,310,957
Total liabilities and stockholders' eqUIty .......c..ccrcvrreeorrercnvrnnireceec e § 55,502,934 § 58244.102

* FEliminated in consolidation
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STATEMENTS OF INCOME
Years ended December 31,
2003 2002 2001
Income:
From subsidiaries - eliminated in consolidation:
DIVIAENAS ....oovvieet et esses e s ess s $ - 3 - 5 -
Management fEe5........ccoverviveriiereieeneee et 25,000 300,000 300,000
THEETEST. .. eve ettt et et 39,993 46,385 111,322
OhEer INCOIME ..vovvveiiere et 1,085 1,200 15.007
66,078 347,585 426.329
Expenses:
Salaries and employee benefits........coovveiveereiicreninn, 316,063 1,342,569 1,568,160
IEEIEST ...cvve ettt b e vt eer e 1,425,142 1,308,043 1,388,241
OthEr EXPEIISES ..vncevvrverrrencirinictnenrsenvireessessreressessesencessanessenes 427,663 536,289 683,737
2,168,868 3,186,901 3,640,138
Loss before income taxes and equity in
undistributed earnings of subsidiaries .........c.cccooercreeernecn, (2,102,790) (2,839,316) (3,213,809)
INCOME tAXES ...t ra et et es st earsrranes 817,362 1,067.504 1,107,020
Loss before equity in undistributed earnings (loss)
OF SUDSIAIATIES.....vevcveceici et (1,285,428) (1,771,812) (2,106,789)
Equity in undistributed earnings (loss)
Of SULSIAIATIES. .. ..vviveiciei e (11,814.520) 2,676,010 683,905
Net INCOME (10S8).eevvmrrrrrriesrrinressreseesrisrissssriesssssssiesnesnnesssenens $ (13.099,948) $ 904,198 § (1,422,884)
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STATEMENTS OF CASH FLOWS
Years ended December 31,
2003 2002 2001

Operating activities:
Net income {10SS) ...ioiirireieeree e cennrei et $ (13,099,948) $ 904,198 § (1,422,884)
Adjustments to reconcile net income (loss)
to net cash provided by operating activities:

(Equity) loss in undistributed income of subsidiaries..... 11,814,520 (2,676,010) (683,905)
ESOP expense related to shares released...........couc..... 181,027 177,065 256,101
Depreciation and amortization ...........c..ceeveeeeivereennnnns 81,957 107,847 86,707
Loss on sale of premises and equipment...............cc..ve.... 11,093 2,637 -
Decrease in Other @SSetS. ......ocvververuereirernsreerrenrereecaneen 403,401 514,730 1,690,614
Increase (decrease) in other liabilities. .........cococevvrericanne 2,013.436 1.468.226 _(184.800)
Net cash provided (used) by operating
ACLIVILIES «evevecerrierrr sttt 1,405,486 498.693 (258,167)
Investing activities:
Capitalization of subsidiaries........cc..ocoeevvinerierirereierereen, (5,100.000) - (1,534,000)
Net cash used in investing activities ........c..covvevrernnn. (5,100,000} - (1.534,000)
Financing activities:
Repayment of long-term debt...........ccovervieiicireciciiinnn, (409,184) (1,088,914) (1,008,605)
Issuance of common StOCK.......ccccevvieviicviniicriieenicereieree e, 10,484,498 196,801 209,865
Retirement of common Stock..........cccevvioveervnerrinreirnenne, - (1,792) -
Net cash provided (used) by
financing actiVItIES ........ocoveveevreeeeenrcerenirereierenens 10,075,314 (893.905) (798.740)
Net change in cash and cash equivalents............cocosverecrsvrenss 6,380,800 (395,212) (2,590,907)
Cash and due from banks, beginning of year ..........ccoueuues 587,222 982,434 3,573,341
Cash and due from banks, end of year $ 6,968,022 § 587222 § 982434
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Unaudited Consoclidated Quarterly Results

A summary of the unaudited results of operations for each quarter of 2003 and 2002 follows:

First Second Third Fourth
Quarter Quarter Quarter Quarter
(In thousands except per share data)

2003:

Total interest income 3 8914 $ 8429 § 7825 § 7,957
Total interest expense 3,837 3,655 3,425 3,348
Provision for loan losses. 1,289 2,321 1,865 5,906
Net interest income, after

provision for loan losses 3,788 2,453 2,535 (1,297)
Securities gains, net 648 81 374 -
Total noninterest income 2,184 1,793 1,813 1,224
Total noninterest XPense. ... 7,609 7,242 7,588 14,340
Income taxes 488 455 1,876 5,768
Net income (loss) (549) (2,541) (1,364) (8,045)
Per share:

Basic earnings (loss) from continuing operations........... (0.12) (0.55) (0.30) 1.77)

Diluted earnings (loss) from continuing operations........ 0.12) (0.55) (0.30) .77

Basic earnings (loss) 0.12) (0.55) 0.30) 1.77)

Diluted earnings (loss) (0.12) (0.55) (0.30) 1.77)

2002:

Total INtEreSt iNCOMIE .....eovivv v et e erea 12,307 8,640 10,029 9,681
Total INTEreSt EXPENSE ..ovvieverriirecrieee et aere e areeae e ese s 5,571 3,332 4,279 3,971
Provision for 10an l0SSEs. .......cccvcvvierienieneircece e 1,042 3,012 2,389 3,589
Net interest income, after

provision for 10an 10SSes .........covvrevnecnciccinc 5,694 2,296 3,361 2,121
SECULItIES ZAINS, DEL ... ceierrrieevircere et rerreseeseresneeees 17 107 305 224
Total NONINEErESt IMCOIME ..ovoivvireiiee et 1,908 1,828 2,007 1,703
Total NONINLErest EXPENSE. ...o.ovvvivereeeirerierrerereieeerneesieeereees 7,387 6,416 9,695 5.573
INCOIMIE EAXES ..veevrrvreeriene it et iees st e et e enesabns e ereons 120 (328) (1,824) (1,097)
Income (loss) from continuing Operations ..........coooecrrveeeeennn. 95 (1,963) (2,503) (652)
Income (loss) from discontinued operations.............ccccevuecnne. 1,138 4,790 - -
Net INCOME (L0SS)..veiiviiiririeieeiie ettt er e v e sreriana 1,233 2,827 (2,503) (652)
Per share:

Basic earnings (loss) from continuing operations................ 0.02 (0.42) (0.54) (0.14)

Diluted earnings (loss) from continuing operations ............ 0.02 (0.42) 0.54) (0.14)

Basic €amings (10SS)...o.covevirireiriieicrie e 0.27 0.60 (0.54) (0.14)

Diluted earnings (10SS)....c.vuoverermerrmineeneereereseere e 0.27 0.60 (0.54) (0.14)
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING
AND FINANCIAL DISCLOSURE.

The Company's discussion of changes in its accountants are disclosed in:
(i.) a report on Form 8-K filed on October 11, 2002, and

{i1) an amendment thereto on Form 8-K/A filed on November 5, 2002.
ITEM 9A. CONTROLS AND PROCEDURES.

The Company maintains disclosure controls and procedures that are designed to ensure that information required to
be disclosed in the Company's reports and other information filed with the Securities and Exchange Commission, or
the "Commission," under the Securities Exchange Act of 1934, or the "Exchange Act," is recorded, processed,
summarized and reported within the time periods specified in the Commission's rules and forms, and that such
information is accumulated and communicated to the management, including the Chief Executive Officer and Chief
Financial Officer, as appropriate, to allow timely decisions regarding required disclosure.

The Company carried out an evaluation, under the supervision and with the participation of management, including
the Company's Chief Executive Officer and Chief Financial Officer, of the effectiveness of the design and operation
of the Company's disclosure controls and procedures pursuant to Exchange Act Rule 13a-15. Based upon the
foregoing, the Chief Executive Officer and the Chief Financial Officer concluded that, as of the eud of the period
covered by this Report, the Company's disclosure controls and procedures are effective, in all material respects, in
the timely alerting of them to material information relating to the Company and its consolidated subsidiaries
required to be included in the Company's Exchange Act reports.

During the fourth quarter of 2003, there has not been any change in the Company's internal control over financial
reporting that has materially affected, or is reasonably likely to materially affect, the Company's internal control
over financial reporting. In the third quarter of 2003, the Company began to improve its financial reporting
procedures and processes related to the repossession of collateral pledged to support defaulted loans. These
procedures were finalized and implemented during the fourth quarter of 2003. The Company does not, however,
presently believe that these improvements are reasonably likely to materially affect the Company’s internal control
over financial reporting.

1le




PART 11
ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT.

The following provides the names of the Company’s directors, their ages, the positions held by them with the
Company and certain of its subsidiaries and their principal occupations for the last five years:

Directors with Terms Expiring in 2006 (Class I)

Director of
Company Since

Name, Age and Positions Held with tile
Company and Subsidiaries

Principal Occupation
During Past Five Years

Roy B. Jackson (69) 1999 (Retired) Owner of Jackson Farm

Director of Community Bancshares,
Community Bank, [* Community Credit
Corporation; Community Appraisals, Inc.,
Community Insurance Corp. and Southemn
Select Insurance, Inc.

Stacey W, Mann (51) 2003
Director of Community Bancshares,

Community Bank, 1* Community Credit

Corporation, Community Appraisals, Inc.,

Community Insurance Corp., Southern Select

Insurance, Inc., and Community Funding

Corporation

Jimmie Trotter (66) 2000
Director of Community Bancshares,

Community Bank, 1* Community Credit

Corporation, Community Appraisals, Inc.,

Community Insurance Corp. and Southern

Select Insurance, Inc.
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& Garden Center, Minor Hill,
Tennessee

President & Chief Operating
Officer of Community Bank
(2003 — Present); Executive Vice
President and Chief Operating
Officer of Community Bank
(2001 — 2003); Area Executive
Vice President of Community
Bank (1997 — 2001)

(Retired) Principal of Mortimer
Jordan High School, Morris,
Alabama




Directors with Terms Expiring in 2004 (Class II)

Director of
Company Since

Name, Age and Positions Held with the
Company and Subsidiaries

Principal Occupation
During Past Five Years

Glynn Debter (69) 1996
Director of Community Bancshares,

Community Bank, 1* Community Credit

Corporation; Community Appraisals, Inc.,

Community Insurance Corp. and Southern

Select Insurance, Inc.

John J. Lewis, Jr. (56) 1997
Director of Community Bancshares,

Community Bank, 1 Community Credit

Corporation; Community Appraisals, Inc.,

Community Insurance Corp. and Southern

Select Insurance, Inc.

Loy McGruder (63) 1996
Director of Community Bancshares
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Owner-operator of Debter Farms
(cattle breeding),
Horton, Alabama

Production Planning Manager for
Tyson Foods, Inc. (food
processing)

Blountsville, Alabama

President of Community Bank
(2002 — Present); Executive Vice
President of Community Bank
(1994 - 2002)




Directors with Terms Expiring in 2005 (Class 11I)

Name, Age and Positions Held with the
Company and Subsidiaries

Kenneth K. Campbell (59) 2003
Director of Community Bancshares,

Community Bank, 1% Community Credit

Corporation, Community Appraisals, Inc.,

Community Insurance Corp. and Southern

Select Insurance, Inc.

Patrick M. Frawley (52) 2003
Chairman, President and Chief Executive

Officer of Community Bancshares; Chairman

and Chief Executive Officer of Community

Bank; Chairman of 1*"Community Credit

Corporation, Community Appraisals, Inc.,

Community Insurance Corp. and Southern

Select Insurance, Inc.

Kennon R. Patterson, Sr. (61) 1983
Director of Community Bancshares

Merritt M. Robbins (66) 1996
Director of Community Bancshares,

Community Bank, 1* Community Credit

Corporation, Community Appraisals, Inc.,

Community Insurance Corp. and Southern

Select Insurance, Inc.

On January 20, 2003, Kennon R. Patterson, Sr. filed a petition for protection under Chapter 11 of the United States

Director of
Company Since

Principal Occupation
During Past Five Years

(Retired) President of
Birmingham Communications
and Electronics, Inc. (wireless
telephone), Birmingham,
Alabama

Chairman, President and Chief
Executive Officer of Community
Bancshares (2003 — Present);
Chairman and Chief Executive
Officer of Community Bank
(2003 - Present); Senior Vice
President of Community Bank
(2002 -~ 2003); Director of
Regulatory Relations for Bank of
America (1991 - 2002)

Chairman, President and Chief
Executive Officer of Community
Bancshares (1985 — 2003);
Chairman and Chief Executive
Officer of Community Bank
(1993 —2003)

Piggly Wiggly grocery store
operator and property developer,
New Hope, Alabama

Bankruptcy Code, which was dismissed without prejudice on January 12, 2004.

On October 29, 2003, Kennon R. Patterson, Sr. was indicted by a Federal grand jury on 25 counts charging bank
fraud, conspiracy, misapplication of bank funds, false statements to a financial institution, false entries in the books
and records of a financial institution, money laundering and filing false tax returns. By letter dated November 11,
2003, Mr. Patterson informed the Company that he was taking a leave of absence from the Company’s Board of

Directors until the charges in the indictment are resolved.
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The following provides the names of the Company’s executive officers, their ages, the positions held by them with
the Company and certain of its subsidiaries and their principal occupations for the last five years:

Name, Age and Position Currently Held with the

Company and its Subsidiaries Principal Experience During Past Five Years
Patrick M. Frawley (52) Chairman, President, and Chief Executive Officer
Chairman, President and Chief Executive Officer of  of Community Bancshares (2003 — Present);
Community Bancshares; Chairman and Chief Chairman and Chief Executive Officer of

Executive Officer of Community Bank; Chairman Community Bank (2003 — Present); Senior Vice
of 1¥ Community Credit Corporation, Community President of Community Bank (2002 — 2003);
Appraisals, Inc., Community Insurance Director of Regulatory Relations for Bank of
Corporation, and Southern Select Insurance, Inc.; America (1991 — 2002)

Vice President of Community Funding Corporation

Kerri C. Kinney (34)* Chief Financial Officer of Community Bancshares
Chief Financial Officer of Community Bancshares and Community Bank (2001 — Present); Senior Risk
and Community Bank; Treasurer of Community Consultant for Compass Bank, Birmingham,
Funding Corporation Alabama (2001); Chief Accounting Officer of

Frontier National Corporation, Sylacauga, Alabama
(1998 — 2000); Chief Financial Officer of Frontier
National Bank, Lanett, Alabama (1997 — 2000);
Vice President and Controller of The County Bank,
Greenwood, South Carolina (1993 ~ 1997)

Stacey W. Mann (51) President of Community Bank (2003 — Present);
Director of Community Bancshares; Director and Executive Vice President of Community Bank
President of Community Bank; Director of 1% (1997 - 2003);

Community Credit Corporation, Community
Appraisals, Inc., Community Insurance
Corporation, Southern Select Insurance Inc., and
Community Funding Corporation; Vice President of
Community Funding Corporation

*On April 14, 2003, Jim Kinney, Mrs. Kinney’s husband, became an employee of Community Bank at an
annual salary of $75,000. Mr. Kinney will be the project manager of a specific project for the operations
division. It is anticipated that Mr. Kinney’s employment will terminate upon completion of the project in
approximately 12 months from his employment date.

The Company’s bylaws provide that the term of office of an executive officer of the Company is to be as provided in
the officer’s employment agreement or, if the officer is not a party to an employment agreement of if the officer’s
employment agreement does not specify a term of office, as determined by the Company’s Board of Directors and until
the officer’s successor is elected and qualified or until the officer’s earlier resignation or removal. The Company is not
a party to any employment agreement with any executive officer.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Securities Exchange Act of 1934, as amended, or the “Exchange Act,” requires the Company’s
directors, executive officers and persons who beneficially own more than ten percent of the Company’s common
stock to file with the Securities and Exchange Commission, or the “SEC,” on a timely basis initial reports of
ownership and reports of changes in ownership of common stock and other equity securities of the Company. These
officers, directors and stockholders are also required by SEC rules to furnish the Company with copies of all
Section 16(a) reports they file. There are specific dates by which these reports are to be filed and the Company is
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required to disclose any failure to file on a timely basis reports that were required for 2003.

During 2003, Patrick M. Frawley and Kerri C. Kinney each reported on Forms 5, filed February 12, 2003, a grant of
stock options that took place on February 6, 2003. These grants should have been reported by both Mr. Frawley
and Ms. Kinney two days carlier on a Form 4. Stacey W. Manu filed a Form 4 on August 29, 2003, which was five
days late, reporting one transaction related to the sale of stock. Kenneth K. Campbell filed an amended Form 3 on
November 21, 2003 to include jointly held stock, which was inadvertently omitted from his Form 3 originally filed
on April 28, 2003. The Company has relied on written representations of its directors and executive officers and
copies of the reports that have been filed in making required disclosures concerning beneficial ownership reporting.
However, the Company did not receive a written representation from Kennon R. Patterson, Sr. that he was not
required to file a Form 5.

Audit Committee

The Company established an Audit Committee of its Board of Directors in accordance with section 3(a)(58)(A) of
the Exchange Act for the purpose of overseeing the accounting and financial reporting processes of the Company as
well as the audits of the Company’s financial statements The current members of the Audit Committee are
Kenneth K. Campbell, who serves as chairman, Merritt M. Robbins, who serves as vice chairman, Glynn Debter,
Roy B. Jackson, John J. Lewis, Jr. and Jimmie Trotter.

Audit Committee Financial Expert

The Company’s Board of Directors has determined that the Company presently does not have an Audit Committee
financial expert serving on its Audit Committee. Given the Company’s non-urban location, the Company has not
been unable to identify a suitable candidate for director who would qualify as an “audit committee financial expert,”
as defined by the SEC, to become a member of the Audit Committee. The Board of Directors believes that the
incumbent Audit Committee members’ financial acumen is strong and that they can discharge the Audit
Committee’s responsibilities.

Code of Ethics for Financial Professionals

The Company has adopted a Code of Ethics for Financial Professionals, a copy of which is filed as an exhibit to this
Annual Report on Form 10-K.

Stockholder Nominations to the Board of Directors

The Board of Directors of the Company approved and adopted amended and restated bylaws on October 23, 2003
that, among other things, amended the process by which stockholders may submit nominations of persons for
election to the Company’s Board of Directors. Prior to the amendment and restatement of the bylaws, any
stockholder of record entitled to vote at the meeting at which directors were to be elected could submit such
nominations in writing to the Company’s secretary. To be considered, such nominations had to be received at least
90, but not more than 120, days prior to the first anniversary of the preceding year’s annual meeting of stockholders.

According to the amended and restated bylaws adopted on October 23, 2003, only stockholders of the Company
who have continuously for at least one year held stock of the Company, either having a market value of at least
$2,000 or constituting one percent or more of the Company’s stock entitled to vote for the election of directors, may
recommend candidates for consideration by the Company’s Nominating Committee.  The stockholder
recommendations for nomination must be submitted in writing to the Company’s secretary not less than 120 days,
and not more than 180 days, prior to the date of the notice of annual meeting provided by the Company with respect
to the previous year’s annual meeting of stockholders. If no annual meeting was held the previous year, or if the
date of the annual meeting is changed by more than 30 calendar days from the date of the previous year’s annual
meeting, then a stockholder’s recommendation notice to the Company must be received no later than the close of
business on the tenth day following the date on which the notice of the date of the annual meeting is given to
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stockholders or made public, whichever is earlier. The notice must provide the name, age, business address,
residence address, principal occupation, and number of shares of Company stock beneficially owned by each
proposed nominee as well as any other information relating to the proposed nominee that is required to be disclosed
in solicitations for proxies for election of directors pursuant to Schedule 14A of Regulation 14A promulgated under
Section 14(a) of the Exchange Act. The stockholder must also submit with respect to each proposed nominee a
fully completed Federal Reserve Form FR 2081 and a fingerprint card together with such information as the
Company’s regulators may require. The notice must also contain the name, record address and number of shares of
Company stock beneficially owned by the stockholder giving notice of proposed nominations.

122




ITEM 11. EXECUTIVE COMPENSATION.

Under the rules established by the SEC, the Company is required to provide certain data and information in regard
to the compensation and benefits provided to the Company’s chief executive officer and other executive officers
who make in excess of $100,000 per year, collectively, the “named executive officers.” The table below sets forth
certain elements of compensation for the named executive officers of the Company for the periods indicated.

SUMMARY COMPENSATION TABLE

Long-Term

Compensation
Annual Compensation Awards
Other Securities All
Annual Underlying Other

Name and Principal Position Year Salary Bonus Compensation Options/SAR Compensation (1)
Patrick M. Frawley 2003  $297,577 - 35,451 (3) 150,000 21,671
Chairman, Chief Executive 2002 175,782 (2) - 24,854 (3) - -
Officer and President............. 2001 - - - - -
Stacey W. Mann .......c..cvoene. 2003  $213,386 - - 40,000 23,471
President 2002 200,000 - - 12,500 8,889
Community Bank 2001 185,852 - - 10,000 4,876
Kerri C. Kinney 2003  $149,359 - 16,425 (3) 27,500 17,984
Chief Financial Officer........ 2002 126,200 - - - 8,073

2001 49,389 3,000 -
William H. Caughran 2003 $122,212 - - 27,500 13,242
General Counsel ............... 2002 114,925 - - 12,500 -

2001 150,000 - - 10,000 4,514
Lawrence Boland 2003  $120,000 - - 10,000 14,802
President : 2002 119,885 - - - 6,049
Community Insurance Corp... 2001 113,882 - - - 3,860
Kennon R. Patterson, Sr. 2003 § 71,379 - - - 3,500
Former Chairman, President 2002 917,000 - - 80,000 17,089
and Chief Executive Officer.. 2001 917,000 - - 80,000 3,076
Loy D. McGruder 2003  $126,923 - - 25,000 5,300
Former President 2002 273,782 - - 25,000 8,889
Community Bank................... 2001 220,500 - - 10,000 4,876

1. Amounts shown in this column for the fiscal year ended December 31, 2003 include life insurance premiums
paid by the Company and contributions by the Company to the Company’s ESOP, respectively, as follows:
Patrick M. Frawley $0 and $21,671; Stacey W. Mann $1,800 and $21,671; Kerri C. Kinney $1,800 and $16,184;
William H. Caughran $0 and $13,242; Lawrence Boland $1,800 and $13,002; and Loy D. McGruder $1,800
and $0. ESOP contributions for 2003 are estimated because the allocations for the 2003 plan year have not been
completed by the plan record keeper. Also includes, in the case of Kennon R. Patterson, Sr. and Loy D.
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McGruder, $3,500 in fees paid to each individual in 2003 for service as a director of the Company following the
individual’s termination of employment.

2. Mr. Frawley’s employment by Community Bank was subject to regulatory approval which was obtained on May
30, 2002. Mr. Frawley was an independent contractor from March 1, 2002 until June 10, 2002, The amount
shown in the table for 2002 includes $56,875 paid to Mr. Frawley as an independent contractor and $118,907
paid to him as a Community Bank employee.

3. Includes for 2003 and 2002, respectively, for Patrick M. Frawley $3,383 and $0 with respect to social club dues,
$6,821 and $4,083 with respect to usage of a Company-owned automobile, and $25,247 and $20,771 with
respect to expenses related to temporary housing. Also includes for 2002 for Kerri C. Kinney $5,432 with
respect to social club dues, $7,000 with respect to usage of a Company-owned automobile, and $3,993 with
respect to discounted interest rates through participation in Community Bank’s employee loan program.

Stock Options

The following table provides information concerning grants of stock options by the Company to the named executive
officers during 2003: :

Option Grants in Last Fiscal Year

Potential realizable value at

Individual assumed annual rates of stock
Grants price appreciation for option term
Percent of
Number of total options
securities granted to
underlying employees in Exercise  Expiration
Name options granted _ fiscal year price date 5% 10%
Patrick M. Frawley 75,000 16.70% $7.00 2/5/08  $145,043 $320,513
75,000 16.70 7.00  7/31/08 145,043 320,513
Stacey W. Mann 40,000 891 7.00  7/31/08 77,356 170,940
Kerri C. Kinney 12,500 2.78 7.00 2/5/08 24,174 53,419
15,000 3.34 7.00  7/31/08 29,009 64,103
William H. Caughran 12,500 2.78 7.00 2/5/08 24,174 53,419
15,000 334 7.00  7/31/08 29,009 64,103
Lawrence Boland 10,000 2.23 7.00  7/31/08 19,339 42,735
Kennon R. Patterson, Sr. - - - - - -
Loy D. McGruder 25,000 €8] 7.00  7/31/08 48,348 106,838

(1) Stock options granted to Loy D. McGruder in 2003 were made after his retirement as an officer of Community Bank
and were based on his continued service as a director of the Company.
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Option Exercises and Holdings

The following table provides information concerning the exercise of stock options during 2003 by the named executive
officers and the unexercised stock options held by the named executive officers at December 31, 2003.

Aggregated Option/SAR Exercises in Last Fiscal Year and FY-End Option/SAR Values

Number of Securities Value of Unexercised
Underlying Unexercised In-the-money
Name Options/SARs at FY-End Options/SARs at FY-End (1)
Patrick M. Frawley 150,000 -
Stacey W. Mann 62,500 -
Kerri C. Kinney 30,500 -
William H. Caughran 27,500 -
Lawrence Boland 10,000 -
Kennon R. Patterson, Sr. - -
Loy D. McGruder 60,000 -

(1) The exercise price of all stock options is higher than the market value of the underlying shares of Common Stock
(85.35 per share at December 31,2003, as determined by the Board of Directors).
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Retirement Plan

The following table shows the estimated annual benefits payable at normal retirement age (age 65) under
Community Bancshares, Inc. Revised Pension Plan, a qualified defined benefit retirement plan, as well as under
Community Bancshares Inc. Benefit Restoration Plan, a non-qualified supplemental retirement plan. This
supplemental plan provides benefits that would otherwise be denied participants due to the limitations on qualified
plan benefits imposed by the Internal Revenue Code. The only named executive officers who are participants in
this supplemental plan are Messrs. Mann, Patterson and McGruder.

PENSION PLAN TABLE

Years of Credited Service

Average Annual

Compensation 10 20 30 40
$ 25,000 $ 3,750 $ 7,500 $ 11,250 $ 15,000
50,000 7,500 15,000 22,500 30,000
75,000 11,250 22,500 33,750 45,000
100,000 15,000 30,000 45,000 60,000
250,000 37,500 75,000 112,500 150,000
500,000 75,000 - 150,000 225,000 300,000
750,000 112,500 225,000 337,500 450,000
1,000,000 150,000 300,000 450,000 600,000
1,250,000 187,500 375,000 562,500 750,000

The benefits shown in the table above are not subject to any deduction for Social Security benefits or other offset
amounts. Benefits are computed as a straight-line annuity beginning at age 65. Benefits under both plans were
frozen as of December 31, 2003.

The amount of compensation covered by the combination of plans covering the named executive officers is total
compensation, including bonuses, overtime or other forms of extraordinary compensation. The amount of the
retirement benefit is determined by the length of the retiree’s credited service under the plans and his average
monthly earnings for the five highest compensated, consecutive calendar years of the retiree’s final ten consecutive
calendar years of employment with the Company and its subsidiaries. The full years of credited service under the
plans for the named executive officers as of December 31, 2003 are as follows: Patrick M. Frawley: 2 years, Stacey
W. Mann: 20 years, Kerri C. Kinney: 2 years, William H. Caughran: 5 years, Lawrence Boland: 4 years, Kennon R.
Patterson, Sr.: 19 years, and Loy D. McGruder: 15 years.

401(k) Plan

On January 1, 2004, we established the Community Bancshares, Inc. 401(k) Plan. Under the 401(k) plan, we will
match 100% of the first 3%, and 50% of the next 2%, of compensation deferred by eligible employees. The 401(k)
plan also enables us to make discretionary profit-sharing contributions on behalf of all of our employees.

Compensation of Directors

During 2003, non-employee directors of the Company were paid a fee of $500 for each quarterly meeting of the
Board of Directors. Non-employee members of the Company’s Executive Committee, Nominating Committee,
Executive Compensation Committee, Audit Committee and Pension and ESOP Administrative Committee received
a fee of $250 per meeting. Non-employee directors of the Company who are also directors of Community Bank
received a monthly fee of $1,500 plus $500 per meeting held in excess of one per month. Non-employee directors
of 1 Community Credit Corporation, Community Appraisals, Inc. and Community Insurance Corp. received a
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quarterly fee of $500. Non-employee members of Community Bank’s Executive Committee, Audit Committee and
Asset Quality Committee received $250 per meeting. Non-employee members of Community Bank’s Directors
Credit Committee received a monthly fee of $500.

Employment Agreements and Change in Control Arrangements
Employment Agreements

Effective April 1, 1996, Community Bancshares entered into an Employment Agreement with Kennon R. Patterson,
Sr., which was amended on October 14, 1999. This Employment Agreement, as amended, provided that Mr.
Patterson would serve as the Chairman of the Board of Directors, President and Chief Executive Officer of the
Company and receive annual cash compensation of at least $898,600, which represented the amount of Mr.
Patterson’s total cash compensation for 1999. The Employment Agreement further provided that Mr. Patterson’s
cash compensation could be increased if determined by the Board of Directors appropriate to do so based on the
recommendation of the Company’s Executive Compensation Committee. Mr. Patterson’s Employment Agreement
also provided that he would receive four weeks of paid vacation annually, use of an automobile for business and
personal purposes, reimbursement of reasonable business and professional expenses, memberships in civic and
social clubs, and an annual allowance of $10,000 for the purchase of life insurance. In the event that Mr. Patterson
was disabled to the extent that he was incapable of performing his duties, he would have been entitled to a
continuation of his compensation during the period of disability, but not to exceed one year. Mr, Patterson’s
employment with the Company and Community Bank was terminated on January 27, 2003. Pursuant to the
Employment Agreement, Mr. Patterson may not engage in the business of banking within a 25 mile radius of any
office of the Company or its subsidiaries for a period of two years following the termination of his employment.

Change in Control Agreements

With the exception of Mr. Boland, the Company or Community Bank has entered into Change in Control
Agreements with each of the named executive officers. These agreements have terms of three years and are
automatically renewed unless terminated by the Company at the end of any three year terms. In the event of a
change in control (as defined in the agreements) of the Company, the named executive officer is entitled to receive
certain severance benefits, provided the executive officer’s employment is terminated by the Company within 30
months following the change in control, unless the termination is “for cause” or by reason of the officer’s death,
disability or retirement on or after age 65. The executive officer is also entitled to these severance benefits if the
officer terminates his or her employment with the Company within 30 months following a change in control if,
among other reasons, the officer’s authority, duties, compensation or benefits have been reduced or if the officer is
forced to relocate more than 50 miles from his place of employment immediately prior to the change in control. If,
during the term of the agreement, a transaction is proposed which, if consummated, would constitute a change in
control and (i) the officer’s employment is thereafter terminated by the Company other than for cause or by reason
of the officer’s death, disability or retirement on or after age 65 and (ii) the proposed transaction is consummated
within one year following the officer’s termination of employment, the change in control will be deemed to have
occurred during the term of the agreement and the officer will be entitled to severance benefits. The officer is also
entitled to receive severance benefits if the officer terminates employment for any reason during a 30-day period
beginning 12 months after the occurrence of a change in control.

Community Bank entered into such a Change in Control Agreement with Patrick M. Frawley on December 12,
2003. The severance benefits payable under the agreement with Mr. Frawley consist solely of a lump sum payment
equal to the present value of Mr. Frawley’s monthly salary that would have been payable by Community Bank for
the 12 months following his termination of employment but for the termination.

The Company entered into Change in Control Agreements with Stacey W. Mann, William H. Caughran, Kennon R.
Patterson, Sr. and Loy D. McGruder on December 4, 1999, and with Kerri C. Kinney on September 18, 2001. The
severance benefits payable under each of these agreements are as follows: (i) a lump sum payment equal to the
present value of the officer’s monthly salary that would have been payable by the Company for the 12 months
following the officer’s termination of employment but for such termination; (ii) a lump sum payment equal to the
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present value of a monthly payment, which monthly payment is deemed to have been payable by the Company for
30 months following the termination of the officer and is calculated by taking one-twelfth of the average of the
bonuses eamned by the officer for the two calendar years immediately preceding the year in which the officer’s
termination of employment occurs; (iii) continuation of the officer’s health and life insurance benefits for 30 months
following the officer’s termination of employment at the same level and on the same terms as provided to the officer
immediately prior to his termination of employment; (iv) full vesting and continued participation for a period of 30
months following the officer’s termination of employment in certain retirement plans or, if such full vesting and
continued participation is not allowed, payment by the Company of a lump sum supplemental benefit in lieu of full
vesting and continued participation in such plans; and (v) individual career counseling and outplacement services
for a reasonable period of time following the officer’s termination of employment, up to a maximum cost to the
Company of $5,000 per officer.

The employment of Kennon R. Patterson, Sr. and Loy D. McGruder with the Company in every capacity terminated
on January 27, 2003 and June 6, 2003, respectively.

Compensation Committee Interlocks and Insider Participation

Glynn Debter, who serves as chairman, John J. Lewis, Jr., who serves as vice chairman, and Roy B. Jackson
currently serve as members of the Executive Compensation Committee of the Company’s Board of Directors. None
of Mr. Debter, Mr. Lewis and Mr. Jackson are or were previously officers or employees of the Company.

During part of 2003 the following individuals also served on the Executive Compensation Committee: Denny G.
Kelly, Kennun R. Patterson, Jr., Merritt M. Robbins and Jimmie Trotter.

Denny G. Kelly was an executive officer of the Company and Community Bank until January 2002. Kennon R.
Patterson, Jr. was an executive officer of Community Bank until December 2000, and is the son of Kennon R.
Patterson, Sr., the Company’s former Chief Executive Officer.

EXECUTIVE COMPENSATION COMMITTEE REPORT
ON EXECUTIVE COMPENSATION
Overview

The Company’s Executive Compensation Committee (the “Compensation Committee™) is responsible for
establishing and administering the Company’s executive compensation program. The Compensation Committee
also makes recommendations regarding executive compensation to the Board of Directors, which has final approval
of the compensation of each executive officer, including the named executive officers identified in the Summary
Compensation Table above. The named executive officers do not participate in the Board of Directors’ review and
determination of their compensation or in the Compensation Committee’s review and recommendation of their
compensation.

The Company’s executive compensation program is designed to attract, reward, retain and motivate executive
officers who will provide strong leadership necessary for the Company to achieve superior financial performance
and stockholder return, and who will be an integral part of the communities that the Company serves. During 2003,
the Company’s executive compensation program consisted only of base compensation and long-term incentives.
Executive officers also receive various perquisites comparable to those made available to executive officers of other
financial institutions, as well as retirement and other employee benefits that are generally available to employees of
the Company and its subsidiaries.
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Executive Compensation Program

Base Compensation -

Base compensation provides the foundation for the Company’s executive compensation program. The purpose of
the base compensation paid to executives is to compensate the executive for performing the basic duties that he or
she is expected to perform. Salaries are typically reviewed and adjusted yearly.

In determining the base compensation for a particular executive officer, the Compensation Committee performs a
subjective evaluation focusing on two factors: (i) the officer’s individual performance and (ii) performance of the
Company and business unit or units of the Company for which the officer is responsible. The Compensation
Committee does not assign any relative or specific weights to these factors, and individual members of the
Compensation Committee may give differing weights to different factors. Accordingly, during a particular year, the
base compensation of an executive officer of the Company may not necessarily be related to the Company’s
performance during that year or the prior year.

Individual Performance. In determining its recommended compensation for each executive officer of the Company,
the Compensation Committee considers the officer’s individual performance during the prior year. Individual
performance is generally evaluated by reference to the executive officer’s annual performance review, in which the
officer is subjectively graded by his or her superiors on various specified criteria, including leadership skills and
management ability.

Company Performance. The Compensation Committee also considers the performance during the prior year of the
Company and the bank, branch, branches or other business unit or units of the Company for which the executive
officer is responsible. For example, in determining the compensation for the Chairman, Chief Executive Officer
and President of the Company, the Compensation Committee reviews the performance of the entire Company, on a
consolidated basis, and in determining the compensation for the President of Community Bank, the Compensation
Committee reviews the performance of Community Bank as a whole. The Compensation Committee subjectively
evaluates the performance by the business units with respect to those criteria that the Compensation Committee
believes to be relevant in assessing the units’ performance. The Compensation Committee has not established any
target amounts for these criteria, which may differ from unit to unit, depending on, among other things the nature of
the unit’s business (such as banking, consumer finance or insurance) and how long the unit has been in operation.
The Compensation Committee generally focuses on the following four criteria, to the extent applicable, in assessing
each unit’s performance: (i) growth in loan portfolio; (ii} growth in deposits; (iif) net profit; and (iv) charge-offs and
loan losses.

Based on these and other factors that the Compensation Committee and its members may deem to be relevant, the
Compensation Committee determines the base compensation of each executive officer and makes its
recommendations to the Board of Directors. The Board of Directors then considers the Compensation Committee’s
recommendations, and may elect to decrease, increase or approve the compensation recommended by the
Compensation Committee. During 2003 the annual base compensation of Patrick M. Frawley was increased to
$300,000 to reflect his promotion to Chairman, Chief Executive Officer and President of the Company and
Chairman and Chief Executive Officer of Community Bank. Likewise, the annual base compensation of Stacey W.
Mann was increased to $220,000 as a result of his promotion to President of Community Bank. Kerri C. Kinney’s
annual base compensation was increased to $150,000 in recognition of the importance of the Chief Financial
Officer’s role in the Company. Lawrence Boland’s annual base compensation remained at $120,000. William H.
Caughran was rehired in March 2003 at an annual base compensation of $155,000, which was the same annual base
compensation as when his employment with the Company terminated in August 2002. The employment of Kennon
R. Patterson, Sr. and Loy D. McGruder with the Company terminated on January 27, 2003 and June 6, 2003,
respectively.
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Annual Bonuses

The Company has, to a limited extent, provided short-term incentives to executive officers in the form of annual
cash bonuses in recognition of outstanding individual performance and/or business unit performance. The Board of
Directors did not award bonuses to any executive officer of the Company for 2003, based on the Board’s
determination that the officers’ base compensation provided adequate compensation based on the Company’s
performance during 2003,

Long-Term Incentives

The purpose of long-term incentives is to provide incentives and rewards recognizing the performance of the
Company over time and to motivate long-term, strategic thinking among executives. During 2003, the Company
granted stock options to its directors and certain of its officers as long-term incentives because, among other
reasons, the Compensation Committee believes stock options properly align executive pay with stockholders’
interests. The grant of stock options is a common method of incentive compensation for financial institutions and
other publicly held companies and allows the Company to be competitive with other employers. The number of
options granted to a particular executive officer generally reflects the officer’s position within the Company, the
Compensation Committee’s subjective evaluation of the officer’s performance and contribution to the Company,
and the Compensation Committee’s analysis of the value of the options awarded (using a standard methodology for
valuing options). During 2003, the Company granted options to each of Patrick M. Frawley, Stacey W. Mann,
Kerri C. Kinney, William Caughran, Lawrence Boland, Loy D. McGruder and certain other senior officers of the
Company, with an exercise price equal to 100% of the fair market value of the Common Stock on the date that the
options were granted, as determined by the Board of Directors.

Chief Executive Officer Compensation

On January 27, 2003 the Company’s Board of Directors terminated the employment of Kennon R. Patterson, Sr. as the
Company’s Chairman, Chief Executive Officer and President, and promoted Patrick M. Frawley into each of these
positions. Mr. Frawley also replaced Mr. Patterson as Chairman and Chief Executive Officer of Community Bank. In
determining Mr. Frawley’s compensation for 2003, the Board of Directors considered Mr. Frawley’s past experience in
the banking industry, individual performance as Director of Regulatory Relations of Community Bank, the additional
responsibilities assumed upon his promotion, and the Company’s financial performance.

By the Executive Compensation Committee:

Glynn Debter (Chairman)
John J. Lewis, Jr. (Vice Chairman)

Roy B. Jackson
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Stock Performance Graph

Set forth below is a graph comparing the yearly percentage change in the cumulative total return of the Company’s
common stock against the cumulative total return of the NASDAQ Stock Market Bank Index and the American
Stock Exchange Major Market Index for the last five years. It assumes that the value of the investment in the
Company’s common stock and in each index was $100.00 and that dividends, if any, were reinvested. There is no
established trading market for the Company’s common stock and, therefore, no reliable information is available as
to the prices at which the Company’s common stock has traded. To the extent that cumulative total return data
provided in the graph below is based in part on the price of the Company’s common stock at the dates indicated,
such information should not be viewed as indicative of the actual or market value of the Company’s common stock.
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Period Ending
Index 12/31/98  12/31/99  12/31/00  12/31/01  12/31/02  12/31/03
Community Bancshares, Inc. 100.00 123.60 106.22 79.66 79.66 28.41
AMEX Major Markets 100.00 119.71 112.82 109.94 96.69 119.53
NASDAQ Bank Index* 100.00 96.15 109.84 118.92 121.74 156.62
SNL >$500M OTC-BB and Pink
Banks 100.00 82.52 71.33 66.90 86.45 120.49

*Source. CRSP, Center for Research in Security Prices, Graduate School of Business, The University of Chicago 2004.
Used with permission. All rights reserved. crsp.com.
Source : SNL Financial LC, Charlottesville, VA (434) 977-1600

The information provided under the headings “Executive Compensation Committee Report on Executive
Compensation” and “Stock Performance Graph” shall not be deemed to be “soliciting material” or to be “filed” with
the SEC, or subject to Regulation 14A or 14C, other than as provided in Item 402 of Regulation S-K, or to liabilities
of Section 18 of the Exchange Act and, unless specific reference is made therein to such headings, shall not be
incorporated by reference to any filings under the Securities Act of 1933 or the Securities Exchange Act of 1934.
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ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT.

The following table sets forth certain information, as of March 17, 2004, with respect to ownership of shares of
Common Stock by each of the Company’s directors, all directors, and executive officers of the Company as a group,
and each other person or group that is known by the Company, based solely upon a review of filings made with the
SEC, to be the beneficial owner of more than 5% of the outstanding shares of Common Stock.

Shares of Common Stock Beneficially Owned (1) Percentage of

Total Shares
Person, Group or Entity Sole Power (2) Shared Power (3)  Aggregate Qutstanding
1. Directors, Nominees and
Executive Officers

Kenneth K. Campbell 97,178 (4) 3,600 100,778 1.19
Glynn Debter 75,400 (5) 21,611 97,011 1.14
Patrick M. Frawley 226,000 (6) 123,111 349,111 4.11
Roy B. Jackson 76,500 (7) 6,600 83,100 *
John J. Lewis, Jr. 118,350 (8) 124,311 242,701 2.86
Stacey W. Mann 125,665 (9) 4,155 129,820 1.53
Loy D. McGruder 97,552 (10) 32,084 129,636 1.53
Kennon R. Patterson, Sr. 42,622 (11) 70,298 112,920 1.33
Merritt Robbins 248,427 (12) 128,181 376,608 443
Jimmie Trotter 77,000 (13) 127,125 204,125 2.40
All Company directors,
nominees for directors and
executive officers as a group
(11 persons) 1,235,972 271,743 1,507,715 17.74
I1. Others
North Star Trust Corporation, as

Trustee of the Community

Bancshares, Inc. Employee

Stock Ownership Plan
500 West Madison Street, Suite 3800
Chicago, Illinois 60661 - 518,742 (14) 518,742 (14) 6.10
Riggs Qualified Partners, LLC(15)
4324 Central Avenue
Western Springs, [ilinois 60558 668,000 - 668,000 7.86
Philip J. Timyan (15)
4324 Central Avenue
Western Springs, Illinois 60558 668,000 11,500 679,500 7.99
Spence Limited , L.P.,
Financial Junk, LLC,
John Wilson Spence, I1I and
Gerald J. Bruner (15)
P.O. Box 505
Blakely, Georgia 39823-0505 - 747,570 747,570 8.80
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Jeffrey A. Miller

and Eric D. Jacobs (15)

P.O. Box 26039

Gallows Bay Station

Chnistiansted, St. Croix, USVI 00824 - 647,355 647,355 7.62

Stilwell Value Partners IV,

Stilwell Associates, L.P.

Stilwell Value LLC and

Joseph Stilwell (15)

26 Broadway Street, 23rd Floor

New York, New York 10004 - 723,831 723,831 8.52

* Less than 1%.

1)

@)

3

4)

)

(6

O

The number of shares reflected is shares which, under applicable SEC regulations, are deemed to be
beneficially owned, including shares as to which, directly or indirectly, through any contract, arrangement,
understanding, relationship or otherwise, either voting power or investment power is held or shared. In
addition, in computing the number of shares beneficially owned by a person and the percentage ownership
of that person, shares of Common Stock subject to options held by that person which are currently
exercisable, or which will become exercisable within 60 days following March 17, 2004, are deemed to be
outstanding. Such shares, however, are not deemed outstanding for the purposes of computing the
percentage ownership of any other person. The total number of shares beneficially owned is divided, where
applicable, into two categories: (i) shares as to which voting/investment power is held solely, and (ii) shares
as to which voting/investment power is shared.

Unless otherwise specified in the following footnotes, if a beneficial owner is shown as having sole power,
the owner has sole voting as well as sole investment power, and if a beneficial owner is shown as having
shared power, the owner has shared voting power as well as shared investment power. Some individuals are
shown as beneficial owners of shares held by the Company’s ESOP. The individual has sole power to direct
the ESOP trustee as to the manner in which shares allocated to the individual’s account under the ESOP are
to be voted. The individual has no direct power of disposition with respect to shares allocated to the
individual’s account, except to request a distribution under the terms of the ESOP. The ESOP record keeper
has not completed the allocation as of December 31, 2003, so the number of shares shown as allocated to an
individual’s account are as of December 31, 2002.

This column may include shares held in the name of, among others, a spouse, minor children or certain other
relatives sharing the same home as the director, nominee, executive officer or 5% stockholder. In the cases
of Messrs. Frawley, Lewis, Robbins and Trotter this column includes 123,111 shares which are held by the
ESOP and which have not been allocated to any participant account. These individuals serve as members of
the Administrative Committee of the ESOP and have investment authority over the unallocated shares, but
each individual disclaims any beneficial ownership with respect to such unallocated shares.

Includes 50,000 shares which could be acquired within 60 days following March 17, 2004 pursuant to stock
options.

Includes 75,000 shares which could be acquired within 60 days following March 17, 2004 pursuant to stock
options.

Includes 225,000 shares which could be acquired within 60 days following March 17, 2004 pursuant to
stock options.

Includes 75,000 shares which could be acquired within 60 days following March 17, 2004 pursuant to stock
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options.

(8) Includes 75,000 shares which could be acquired within 60 days following March 17, 2004 pursuant to stock
options and 19,868 shares held by an estate of which Mr. Lewis is the executor and a beneficiary.

(9) Includes 102,500 shares which could be acquired within 60 days following March 17, 2004 pursuant to stock
options and 16,519 shares allocated to Mr. Mann’s ESOP account as of December 31, 2002,

{10) Includes 85,000 shares which could be acquired within 60 days following March 17, 2004 pursuant to stock
options and 12,552 shares allocated to Mr. McGruder’s ESOP account as of December 31, 2002.

(11) Includes 42,522 shares allocated to Mr. Patterson’s ESOP account as of December 31, 2002,

(12) Includes 75,000 shares which could be acquired within 60 days following March 17, 2004 pursuant to stock
options.

(13) Includes 75,000 shares which could be acquired within 60 days following March 17, 2004 pursuant to stock
options.

(14) Participants in the ESOP have the power to direct the ESOP trustee how to vote shares allocated to their

" individual accounts. Any unallocated shares, and any allocated shares with respect to which voting

instructions are not received from a participant, will be voted by the appropriate ESOP fiduciary in its
discretion.

(15) Information about this individual group was obtained from a Schedule 13D or 13G, filed by such individual
or group with the SEC.

Equity Compensation Plan Information

Although the Company presently does not have any equity compensation plans, the Company does, from time to
time, grant stock options to its employees and directors. The following table sets forth summary information
regarding such stock option grants made and outstanding as of December 31, 2003:

Number of Securities
Remaining Available
for Future Issuance

Number of Securities under Equity
to be Issued Upon Weighted-Average Compensation Plans
Exercise of Exercise Price of (Excluding Securities
Qutstanding Options, Outstanding Options, Reflected in
Plan Category Warrants and Rights Warrants and Rights Column (a))
(a) (b) (c)
Equity Compensation
Plans Approved by
Security Holders.......... - - -
Equity Compensation
Plans Not Approved _
by Security Holders..... 932,500% $8.12% Not Applicable
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* Reflects the sum of individual option grants made by the Company to employees and directors not pursuant

to an equity compensation plan.

The Company generally makes these stock option grants under a Form of Stock Option Agreement that provides,
among other things, the following terms:

» the exercise price of the options is equal to the fair market value of the Company’s common stock at the
date of grant;

e the options expire upon the date that is five years after the date of grant;

o the options are non-transferable, except upon the death of the holder;

¢ the options contain a covenant not to compete with the Company; and

s customary adjustment provisions for stock splits and similar corporate actions by the Company.
ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS.

Community Bank has from time to time made loans to certain of its directors and executive officers, and members
of their immediate families. Except as noted below, all such loans are made in the ordinary course of business on
substantially the same credit terms, including interest rates, repayment terms and collateral, as those prevailing at
the time for comparable transactions with other persons, and do not represent more than a normal risk of collection
or present other features unfavorable to Community Bank or the Company.

Community Bank maintains a program whereby each of its full-time employees is eligible for a 1% discount in the
rate of interest charged on a loan from Community Bank. Federal banking regulations permit executive officers of -
Community Bank to participate in this program. In addition, Community Bank maintains a program for executive
officers and other of its employees who are required by Community Bank to relocate within its market area in
connection with their employment with Community Bank. Under this program, each of these employees is eligible
for a 5% annual interest rate on first mortgage, real estate loans from Community Bank.

The largest aggregate amount of loans to directors and executive officers of the Company and members of their
immediate families outstanding at any time during 2003 under these two programs was approximately $1,196,343.
As of March 12, 2004, the total outstanding balance of loans by Community Bank to directors and executive
officers of the Company and members of their immediate families under these two programs was approximately
$1,167,762.

As of March 12, 2004, Community Bank had a real estate loan in the amount of $5,372,050 outstanding to Mr.
Kennon R. Patterson, Sr., the former Chairman, President and Chief Executive Officer of the Company, and the
former Chairman and Chief Executive Officer of Community Bank. The loan bears interest at rate equal to 4.00%
per annum and matured unpaid on January 29, 2003. In connection with Mr. Patterson's bankruptcy filing during
2003, Community Bank reclassified this loan to nonaccrual status and charged-off all accrued interest totaling
$222,050 on February 4, 2003. The outstanding principal balance of the loan has remained at $5,150,000 since that
time, and Mr. Patterson still owes the entire $5,372,050, although we have charged off $222,050 of that amount,
The Company has reserved $2,150,000 on this loan for potential losses and believes this to be sufficient based on
the value of the underlying collateral.

As of March 12, 2004, Community Bank has outstanding to Hodge Patterson, former Executive Vice President of
Community Bank a real-estate loan of $536,376. During 2003, the highest balance outstanding for this loan was
$540,401, and its balance at December 31, 2003 was $536,376. The loan bears interest at 5.00%. On November 26,
2003, Mr. Patterson filed a petition for protection from creditors under Chapter 7 of the United State Bankruptey
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Code, and on February 19, 2004, Community Bank foreclosed on the real estate securing this loan.

At December 31, 2003, the total outstanding balance of indebtedness incurred by the ESOP to purchase shares of
Common Stock was approximately $1,758,291. This indebtedness, which was owed to a third party and was
secured by a pledge of 123,111 shares of Common Stock that have not been allocated by the ESOP, was guaranteed
by the Company.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES.
General

The Company’s independent public accounting firm for the calendar years ended December 31, 2002 and 2003 was
Carr, Riggs & Ingram, LLC (“CRI”).

Audit Fees

The aggregate fees for professional services rendered by CRI for the audit of the Company’s annual financial
statements for the fiscal years ended December 31, 2002 and 2003 for the reviews of the financial statements
included in the Company’s Quarterly Reports on Form 10-Q and statutory audits for those fiscal years were
$145,000 and $280,000, respectively.

Audit-Related Fees

The aggregate “Audit-Related Fees” billed by CRI to the Company for the fiscal year ended December 31, 2003
was $45,274. No Audit-Related Fees were paid for 2002. Audit-Related Fees include various attestation services
under professional standards, employee benefit plan audits and internal control reviews.

Tax Fees

CRI billed to the Company “Tax Fees” of $52,884 for the fiscal year ended December 31, 2003. No Tax Fees were
paid to CRI for 2002. Tax Fees include tax preparation, filing, compliance and advisory services.

All Other Fees

The aggregate fees billed by CRI for services rendered to the Company, other than the-services described above, for
the fiscal year ended December 31, 2003 were $2,945. There were no other fees paid during 2002. All Other Fees
relate primarily to agreed upon procedures for collateral verification for the Federal Home Loan Bank of Atlanta.
Pre-Approval Policies and Procedures

Pursuant to Company policy, all audit and permitted non-audit services must be preapproved by the Audit

Committee. All of the services described above for 2003 were preapproved by the Audit Committee. Any services
for 2002 that were not preapproved were not required to be pre-approved at that time.
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PART IV

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K.

(a) Index of documents filed as part of this report:

Community Bancshares, Inc. and Subsidiaries

Financial Statements Page(s)
Report of Independent ACCOUNLANES. .......c..oeeereriiietirienriereteiee st st ee et aas b e esetebate s sbes s srnsseseees 63
Consolidated Statements of Condition as of December 31, 2003 and 2002.........c..covveieivievnirieecrnerenes 64
Consolidated Statements of Income for the years ended December 31, 2003, 2002 and 2001 .......c.cccocenene. 65 - 66

Consolidated Statements of Stockholders' Equity for the years ended

December 31, 2003, 2002 and 2001 .....ocoioieeiiceice ettt eeee et et e et eeeaeeaneeea e e 67
Consolidated Statements of Cash Flows for the years ended December 31, 2003, 2002 and 2001 .............. 68 - 69
Notes to Consolidated Financial StAteIMENS. ... ......oovviiieceiieeririetieeeseernereeresserseneeseesteseesnessessensassessessssessesss 70-114

(b) Reports on Form §-K
The Company filed five reports on Form 8-K during the fourth quarter of 2003:
e Form 8-K filed on October 9, 2003 updating the Benson et al. v. Community Bancshares, Inc. et al litigation.

e Form 8K filed on October 30, 2003 announcing the the indictment of former Chairman and Chief Executive
Officer, Kennon R. Patterson, Sr.

¢ TForm 8-K filed on November 14, 2003 announcing the proposed settlement of the Benson et al. v. Community
Bancshares, Inc. et al litigation.

e Form 8-K filed on November 20, 2003 announcing the leave of absence taken by Kennon R. Patterson, Sr.

e Form 8-K filed on December 15, 2003 providing Amendment No. 1 to the Company’s Rights Agent
Agreement

(c) Exhibits

3.1 Certificate of Incorporation, as amended and restated May 2000 (1).
3.2  Bylaws, as amended and restated October 23, 2003 (2).

4.1 Indenture, dated March 23, 2000, by and between Community Bancshares, Inc. and The Bank of New
York (3).
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10.1

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13

10.14

10.15

10.16

10.17

10.18

10.19

10.20

10.21

Promissory Note, Guaranty and Pledge Agreement, dated December 1, 1998, by and between
Community Bancshares, Inc. and Colonial Bank, N.A. (4).

Plan document for the Community Bancshares, Inc. Benefit Restoration Plan adopted April 12, 1994,
effective January 1, 1995 (5) (*).

Subordinated Promissory Note, dated October 4, 1994, between Community Bancshares, Inc. as
borrower and Jeffrey K. Cornelius as holder (6).

Form of Change in Control Agreement between Community Bancshares, Inc. and each of Kennon R.
Patterson, Sr. and Loy McGruder dated December 4, 1999 (7) (*).

Form of Stock Option Agreement for Non-Employee Directors between Community Bancshares, Inc.,
and each of Glynn Debter, Roy B. Jackson, John J. Lewis, Jr., Merritt Robbins and Robert O.
Summerford, dated December 4, 1999 (8) (*).

Form of Stock Option Agreement for Employees between Community Bancshares, Inc., and each of
Kennon R. Patterson, Sr., Bishop K. Walker, Jr., Denny Kelly, and Loy McGruder, dated December 4,
1999 (9) (*).

Amended and Restated Declaration of Trust, dated March 23, 2000, by and between The Bank of New
York (Delaware), The Bank of New York, Community Bancshares, Inc. and Community (AL) Capital
Trust I (10).

Guarantee Agreement, dated March 23, 2000, by and between Community Bancshares, Inc. and The
Bank of New York (11).

Lease Agreement, dated May 31, 2000, between REM, LLC, as lessor, and Community Bank, as lessee
(12).

Addendum to Lease Agreement and Loan Agreement, dated May 31, 2000, between REM, LLC and
Community Bank (13).

Form of Amendment to Nonqualified Stock Option Agreement, between Community Bancshares, Inc.
and grantee, dated December 12, 2000 (14) (*).

Change in Control Agreement, dated September 18, 2001, between Community Bancshares, Inc. and
Kerri C. Newton (15) (*).

Form of Stock Option Agreement between Community Bancshares, Inc. and each of Kennon R.
Patterson, Sr., Glynn Debter, Roy B. Jackson, Denny Kelly, John J. Lewis, Jr., Loy McGruder, Kennon
R. Patterson, Jr., Merritt Robbins, Robert O. Summerford, Jimmie Trotter and Kerri Newton dated
December 18, 2001 (16) (*).

Stock Purchase Agreement dated January, 2002 between Community Bancshares, Inc. and Denny G.
Kelly and Arlene S. Kelly (17) (*).

Stock Purchase Agreement dated January, 2002 between Community Bancshares, Inc. and Bishop K.
Walker and Wanda W. Walker (18) (*).

Severance Agreement dated the 9th day of January, 2002 by and between Denny G. Kelly and
Community Bancshares, [nc. and Community Bank (19) (*).

Severance Agreement dated the 9th day of January, 2002 by and between Bishop K. Walker and
Community Bancshares, Inc. and Community Bank (20) (*).

Amendment to Subordinated Promissory Note, dated March 26, 2002, between Community Bancshares,
Inc. and Jeffrey K. Cornelius (21).

Form of Stock Option Agreement between Community Bancshares, Inc. and each of Kennon R.
Patterson, Sr., Glynn Debter, Roy B. Jackson, Denny Kelly, John J. Lewis, Merritt Robbins, Robert O.
Summerford and Jimmie Trotter dated July 19, 2002 (22) (*).

Form of Stock Option Agreement between Community Bancshares, Inc. and each of Patrick M. Frawley
and Kerri C. Kinney dated February 6, 2003 (23) (*).

Stock Option Agreement between Community Bancshares, Inc. and Patrick M. Frawley dated August 1,
2003 (24) (*).
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10.25

10.26
10.27
10.28
10.29
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10.31

11.1
14.1
21.1
311

321

Stock Option Agreement between Community Bancshares, Inc. and Stacey W. Mann dated August 1,
2003 (25) (*).

Stock Option Agreement between Community Bancshares, Inc. and Kerri C. Kinney dated August |,
2003 (26) (*).

Form of Stock Option Agreement between Community Bancshares, Inc. and each of Kenneth K.
Campbell, Glynn Debter, Roy B. Jackson, John J. Lewis, Jr., Loy D. McGruder, Merritt M. Robbins and
Jimmie Trotter dated August 1, 2003 (27) (*).

Form of Change in Control Agreement between Community Bancshares, Inc, and each of Kennon R.
Patterson, Sr. and William H. Caughran, Jr. dated December 4, 1999 (28) (*).

Amendment Number 1 to the Community Bancshares, Inc. Benefit Restoration Plan (*).
Amendment Number 2 to the Community Bancshares, Inc. Benefit Restoration Plan (*).
Change in Control Agreement between Community Bancshares, Inc. and Stacey W. Mann (¥).
Change in Control Agreement between Community Bank and Patrick M. Frawley (*).

Employment Agreement, dated March 28, 1996 by and between Kennon R. Patterson, Sr. and
Community Bancshares, Inc. (29) (*)

Amendment to Employment Agreement, dated October 14, 1999, by and between Kennon R. Patterson,
Sr. and Community Bancshares, Inc. (30) (*)

Statement of computation of per share eamings.
Code of Ethics for Financial Professionals.
Subsidiaries of the Registrant.

Certifications of the Chief Executive Officer and the Chief Financial Officer pursuant to Exchange Act
Rule 13a-14(a).

Certifications of the Chief Executive Officer and the Chief Financial Officer pursuant to 18 U.S.C. 1350,
as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

Notes to Exhibits:

™

(M
@
3

)

&)

(6)

(7)

(®)

©)

Management contract or compensation plan or arrangement.

Filed as Exhibit 3.2 to Form 10-Q for the quarter ended June 30, 2000, and incorporated herein by reference.

Filed as Exhibit 3.1 to Form 10-Q for the quarter ended June 30, 2000, and incorporated herein by reference.

Filed as Exhibit 4.4 to Form 10-Q for the quarter ended March 31, 2000, and incorporated herein by
reference.

Filed as Exhibit 10.2 to Form 10-K for the year ended December 31, 1998, and incorporated herein by

reference.

Filed as Exhibit 10.13 to Form 10-K for the year ended December 31, 1993, and incorporated herein by
reference.

Filed as Exhibit 10.15 to Form 10-K for the year ended December 31, 1995, and incorporated herein by
reference.

Filed as Exhibit 10.32 to Form 10-K for the year ended December 31, 1999, and incorporated herein by
reference.

Filed as Exhibit 10.33 to Form 10-K for the year ended December 31, 1999, and incorporated herein by
reference.

Filed as Exhibit 10.34 to Form 10-K for the year ended December 31, 1999, and incorporated herein by

reference.
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(11)

(12)

(13)
(14)

(15)

(16)

(17)

(18)

(19)

20)
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22

(23)

24

(25)

(26)

@7

(28)

29)

(30)

Filed as Exhibit 10.1 to Form 10-Q for the quarter ended March 31, 2000, and incorporated herein by
reference.

Filed as Exhibit 10.2 to Form 10-Q for the quarter ended March 31, 2000, and incorporated herein by
reference.

Filed as Exhibit 10.1 to Form 10-Q for the quarter ended June 30, 2000, and incorporated herein by reference.
Filed as Exhibit 10.2 to Form 10-Q for the quarter ended June 30, 2000, and incorporated herein by reference.

Filed as Exhibit 10.45 to Form 10-K for the year ended December 31, 2000, and incorporated herein by
reference.

Filed as Exhibit 10.1 to Form 10-Q for the quarter ended September 30, 2001, and incorporated herein by
reference.

Filed as Exhibit 10.22 to Form 10-K for the year ended December 31, 2001, and incorporated herein by
reference.

Filed as Exhibit 10.23 to Form 10-K for the year ended December 31, 2001, and incorporated herein by
reference.

Filed as Exhibit 10.24 to Form 10-K for the year ended December 31, 2001, and incorporated herein by
reference.

Filed as Exhibit 10.25 to Form 10-K for the year ended December 31, 2001, and incorporated herein by
reference.

Filed as Exhibit 10.26 to Form 10-K for the year ended December 31, 2001, and incorporated herein by
reference.

Filed as Exhibit 10.31 to Form 10-K for the year ended December 31, 2001, and incorporated herein by
reference.

Filed as Exhibit 10.31 to Form 10-K for the year ended December 31, 2002, and incorporated herein by
reference.

Filed as Exhibit 10.32 to Form 10-K for the year ended December 31, 2002, and incorporated herein by
reference.

Filed as Exhibit 10.1 to Form 10-Q for the quarter ended September 30, 2003, and incorporated herein by
reference.

Filed as Exhibit 10.2 to Form 10-Q for the quarter ended September 30, 2003, and incorporated herein by
reference.

Filed as Exhibit 10.3 to Form 10-Q for the quarter ended September 30, 2003, and incorporated herein by
reference.

Filed as Exhibit 10.4 to Form 10-Q for the quarter ended September 30, 2003, and incorporated herein by
reference.

Filed as Exhibit 10.32 to Form 10-K for the year ended December 31, 1999, and incorporated herein by
reference.

Filed as Exhibit 10.1 to Form 10-Q/A-2 for the quarter ended September 30, 1998, and incorporated herein by
reference

Filed as Exhibit 10.2 to Form 10-Q for the quarter ended September 30, 1999, and incorporated herein by
reference
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly caused this
report to be signed on its behalf by the undersigned, thereunto duly authorized, on March 23, 2004.

COMMUNITY BANCSHARES, INC.

By: [s/ PATRICK M. FRAWLEY
Patrick M. Frawley
Chairman and Chief Executive Officer

By: /s/ KERRI C. KINNEY
Kerri C. Kinney
Chief Financial Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following
persons on behalf of the Registrant and in the capacities indicated on March 23, 2004.

Signature

/s/ PATRICK M. FRAWILEY
Patrick M. Frawley Chairman of the Board, President,

Chief Executive Officer, Director
(principal executive officer)

{s/ KERRI C. KINNEY
Kerri C. Kinney Chief Financial Officer (principal
accounting officer)

s/ GLYNN DEBTER
Glynn Debter Director

/s ROY B. JACKSON
Roy B. Jackson Director

[s/ JOHN J. L. EWIS, JR.
John J. Lewis, Jr. Director

Loy McGruder Director

s/ KENNETH K. CAMPBELL
Kenneth K. Campbell Director

Merritt Robbins Director

{s/ IMMIE TROTTER

Jimmie Trotter Director
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