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Dear Sha;‘eholder:

Financial strength is the hallmark of United
Security Bancshares, Inc., and our performance
in 2006 certainly supports that well-founded
characteristic. We are extremely pleased to
report that this past year set a new record in
earnings for the fifth consecutive year.

Net income of $14.2 million was a 4.3%
increase over the prior year. Earnings per share
grew 5.7% over 2005’s earnings to $2.24 per
share. Our continued strength in earnings is
reflected in the following performance ratios,
return on average assets of 2.24% and return on
average equity of 16.05%, which are among the
very best in this industry. We are very proud of
our earnings performance but also recognize the
challenge this presents for our future performance.

Consistent growth continues in our balance
sheet as well. Average total assets grew 4.6% to
$635.6 million. Average deposits increased from
$417.7 million in 2005 to $443.3 million in
2006, an overall increase of 6.1%, and average
loans grew from $418.6 million to $444.1 mil-
lion, an increase of 6.1%.

"Total shareholders’ equity increased to
$91.6 million by.the end of 2006. Market
capitalization at the end of 2006 was in excess of
$184 miilion, compared to $172 million at year-
end 2005. Annual dividends for United Security
Bancshares, Inc. shareholders increased for the
18th consecutive year to $1.07 per share. United
Security Bancshares, Inc. presently returns
almost one-half of its income to our share-

holders.

A widely-used tool for measuring the overall
effectiveness of bank operations is the efficiency
ratio. This ratio is computed by dividing total
_ non-interest expense by net interest income plus
non-interest income; thus a lower ratio indicates
a more efficient allocation of resources to gen-

erate revenue. Many banks maintain a ratio-

between 60% and 70% or even higher. United
Security Bancshares, Inc. finished the year with

an efficiency ratio of 48.7%, the lowest ratio
since we first included this information in the
annual report, and again, one of the best effi-
ciency ratios within this industry nationwide.

Qur success in this business is totally depend-
ent upon the relationships we develop. Because
we are members of the communities we serve, we
have personal knowledge of the people and the
markets. Our lending approvals are not restricted
to balance sheets, and our decisions are not dic-
tated by formulas. Our local background and
experience provide personal insight that our
customers trust and appreciate. We execute faster
turnarounds, and in many cases, we take advan-
tage of opportunities other banks simply cannot.

We will continue to focus on growth and to
pursue acquisitions and branching when this
makes sound economic sense. We will continue
to focus on credit quality, and we will continue
to focus on our customers - both the ones we now
have and those we hope to do business with in
the future.”

With every year of record performance
comes a renewed challenge and commitment to
continue to meet that standard. Qur goal is to
continually protect and enhance the value of
your investment in United Security Bancshares,
Inc. We are grateful for the opportunity you have
given us and truly appreciate your support.

Sincerely,

Hardie B. Kimbrough
Chairman, Board of Directors

(o e

R. Terry Phillips
President and Chief Executive Officer




' UNITED SEGURITY BANCSHARES, INC. AND SUBSIDIARIES

RESULTS OF OPERATIONS
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SELECTED FINANCIAL DATA

Year Ended December 31,

2006 2005 2004 2003 2002

(In Thousands of Dollars, Except Per Share Amounts) -
. P - .

$ 45,752

$ 59,219 § 52,679 $.49434 $ 46,722 2
15992 11,810 10,369 11,197  14,134"
43,227 40869 39065 35525 31,618,

3,726 3.853 3,724 3,505 3,859
5,621 5,278 5,755 5,724 5,069 ¢
23,782 23,059 22,045 21306 20,032
11,340 19,235 19,051 16,438 12,796
7,095 5579 5920 ¢ 5023 - 3,621
$ 14,245 $ 13,656 $ 13,131 § 11,415 $ 9,175°

$ 224 % 212 % 204 $ 177 S 141

6,367 6,428 6,431 6,432 6, 506 :
$646,296 $621,483 $586,153 $567,188 $535,318
441,574 431,527 396922 . 379,736 351,434
450,062 426,231 400451 387,680 353,100

87,553 89,588 89,637 95,755 105,874

91,596 87,709 81913 73,329 67,032
$635,588 $607,837 $582,048 $549,705 $532,409 -
578,949 552,846 533,008 511,220 498,868 -
444094 418,548 391,435 365,532 345,374
443273 417,666 391,852 372,142 357,539

84,010 90,715 99,028 100,547 99,597 -
. 88,768 85,154 77,623 69,421 65309

2.24% 2.25% 2.26%  2.08% 1.72%

16.05%  16.04% ° 16.92%  16.44%  14.05%

13.97%  14.01%  13.34% 12.63%  12.27%

47.89%  44.75%  35.27%  37.75%  42.35%

* A two-for-one stock split was authorized and implemented in 2003. Accordingly, all shares outstanding in prior years

have been adjusted to reflect thelstock splic.




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

Introduction

United Security Bancshares, Inc., a Delaware corporation (“United Sccurity” or the “Company”), is a bank holding
company with its principal offices in Thomasville, Alabama. United Security operates a commercial banking subsidiary,
First United Security Bank (the “Bank”). At December 31, 2006, the Bank operated nineteen banking offices located in
Brent, Bucksville, Butler, Calera, Centreville, Coffeeville, Columbiana, Fulton, Gilbertown, Grove Hill, Harpersville, Jack-
son, Thomasville, Tuscaloosa, and Woodstock, Alabama. lts market area includes Clarke, Choctaw, Bibb, Shelby,
Tuscaloosa and portions of Marengo, Sumter, Washington, Wilcox, Chilton, Hale, Monroe, Perry and Jefferson Counties in
Alabama, as well as Clarke, Lauderdale, and Wayne Counties in Mississippi.

United Security is also the parent company of First Security Courier Corporation (“FSCC"), an Alabama corporation.
FSCC is a courier service organized to transport items for processing to the Federal ReserVL for companies locared in
Southwest Alabama.

The Bank owns all of the stock of Acceptance Loan Company, Ine. (“ALC”), an Alabama corporation. ALC is a
finance company organized for the purpose of making and purchasing consumer loans. ALC has twenrty-five offices located
" in Alabama and Southeast Mississippi. The h(_‘ddqll’ll'tt_l'b of ALC is located in Jackson, Alabaml The Bank represents the
funding source for ALC.

The Company’s sole business is banking; therefore, loans and investments are its principal sources of income. The Bank
contributed approximately $9.7 million to consolidated net income in 2006, while ALC contributed approximately $4.5
million. The Bank provides a wide range of commercial banking services to small and medium-sized businesses, real estate
developers, property managers, business execurives, professionals and other individuals.

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

At December 31, 2006, United Security had con-
solidared assets of $646.3 million, deposits of $450.1 million, 650
and shareholders’ equity of $91.6 million. Toral assets
increased by $24.8 million, or 4%, in 2006. Net income
increased from $13.7 million in 2005 to $14.2 million in 550
2006. Net income per share increased from $2.12 in 2005 to

ASSETS
{MILLIONS OF DOLLARS)

600

500

$2.24 in 2006.
450
A two-for-one stock split was implemented in July 2003. 400

This stock split increased common stock outstanding; how-
ever, total shareholders’ equity was not affected by the split. 350
All shares outstanding and dividend per share numbers for 34
prior years have been adjusted as a resulr of rhe stock split. 250
A high priority continues to be placed on efficiency and 5
uniformity among the Bank's ninetcen offices and ALC's

twenty-five offices in an effort to improve the delivery of serv- 130
ices to out customers. The loan review process continues to 190
receive strong emphasis in our quality-control program.
Patticular emphasis is being direcred toward effective loan
origination and credit quality control. 0

50

2001 2002 2003 2004 2005 2006

.Delivery of the best possible services to customers remains an overall operational focus of the Bank. We recognize that
attention to details and responsiveness to customers’ desires are critical to customer satisfaction. The Bank continues to
employ the most current technology, both in its financial services and in the training of its 286 full-time employees, to

ensure customer satisfaction ;md convenience.




The following discussion and lfm'mcral information are presented to aid in an understanding of the current financial
position and results of operanons! c:f United Security, and should be read in conjunction with the Audited Consolidated
Financial Statements and Notes thereto included herein. The emphasis of this discussion will be on the years 2006, 2005,

and 2004. All yields presented and discussed herein are based on the accrual basis and not on the tax- equwalent basis,
unless otherwise indicated." l k

/

Forward- Lookmg Statements
i

. This Annual Rr_port annuall and periodic reports filed by United Security and its subsidiaries under the Secuntres
Exchange Act of 1934, as amended! and any other written or oral statements made by or on behalf of United Security may
include “forward-looking statements,” within the meaning of the Private Securities Litigation Reform Act of 1995, that
reflect United Security’s current yviews with respect to future events and financial performance. Such forward-looking
statements are based on general assumpuons and are subject to various risks, uncertainties and other factors that may cause
actual results o differ maternliy 'from the views, beliefs and projections expressed in such statements. These risks,
uncertainties and other factors rnclude but are not limited to: :

1. Possible changes in economic and business conditions that may affect the prevailing interest rates, the prevailing

rates of inflation, or the amount of growth, stagnation, or recession in the global, U.S., Alabama and Mississippi
. ) A poaq 1. . .

economies, the value of investments, the collectibility of loans and the ability to retain and grow deposits;

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

3. "The effects of easing ofrestrictions on participants in the financial services industry, such as banks, securities
" brokers and dealers, investment companies and finance companies, other potential regul'ltory ch'mges, and
attendant changes in patterns and effects of competition in the financial services industry; and

4. The ability of United Stlécurity to achieve its expected opetaring results including the continued growth of the
markets in which United}Security operdtes consistent with recent historical experience and United Security’s

ability to expand into new;markets and to maintain profit margins. )

noa [t (] "o

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

Critical Accounting Policies|and Estimates

The preparation of the Company s financial statements requires management to make subjecrive judgments associated
with estimates. These estimates are necessary to comply with accounting principles generally accepted in the United States
and general banking practices. Thes&': areas include accounting for allowance for loan loss, derivatives, deferred income tax-’
es, and supplemental compensation Benefits agreements. '

The Company maintains the allowance for loan losses at a level deemed adequate by management to absorb possible
losses from loans in the portfolio. ln determining the adequacy of the allowance for loan losses, management considers
numerous factors, mcludmg but not Irmlted to management's estimate of: (a) furure economic conditions, (b) the financial
condition and liquidity of certain Ioan customers, and (¢) collareral values of property securing certain loans. Because these
factors and others involve the use of management’s estimation and judgment, the allowance for loan losses is inherently -
subject to adjustment at future dates‘ Unfavorable changes in the factors used by management to determine the adequacy of
the allowance, 1ncludmg increased, loan delinquencies and subsequent charge-offs, or the availability of new 1nformat|0n,
could require additional provisions,)in excess of normal provisions, to the allowance for loan losses in future periods.

Both fair-value and cash-flow hedges require assumptions related to the impact of changes in interest rates on the fair-
value of the derivative and the iter being hedged. These assumptions are documented at inception to demonstrate effective |
hedging of the designated risk. If th ese assumptions do not accurately reflect future changes in the fair-value, the Company.
may be required to discontinue thejuse of hedge accounting for that derivative. This change in accounting treatment could
affect current period earnings.




Management's determination of the realization of a deferred tax asset is based upon management's judgment of various
future events and uncertainties, including the timing and amount of future income earned by subsidiaries and the
implementation of various tax planning strategies to maximize realization of the deferred tax asset. Management believes
that the subsidiaries will be able To generare sufficient operating earnings to realize the deferred rax benefirs. As manage-
ment periodically evaluates the ability of the Bank ro realize the deferred tax asset, subjective judgments are made that may
impact the resulting provision for income tax.

The Company and the Bank have entered into supplemental compensation benefits agreements with the directors and
certain executive officers. The measurement of the liability under the agreements includes estimates involving life expect-
ancy, length of time before retirement and the expected returns on the Bank-owned life insurance policies used to fund the
agreements. Should these estimates prove materially wrong, the cost of the agreements could change accordingly.

Summary of Operating Results.

Year Ended December 31,

2006 2005 2004
{In Thousands of Dollars}
Toral Interest INCOme .. ..o $59,219 $52,679 $49,434
Total Interest Expense .. ..o o e 13,992 11,810 10,369
Net Interest Income . ..o 43,227 40,869 39,065
Provision for Loan Losses . .. ..ot et e e 3,726 3,853 3,724
Net Interest Income After Provision for Loan Losses . ... ... ..o o i, 39,501 37,016 35,341
Non-Interest Income . ... . i e 5,621 5,278 5,755
Non-Interest EXpense . ..ot 23,782 23,059 22,045
Income Before Income Taxes ....................... e 21,340 19,235 19,051
Applicable Income Taxes . ..... ... i e 7,095 5,579 5,920

Netlncome ........ ... ... ... ... ... e $14,245 $13,656 $13,131




Net Interest Income

Sl moapement e marched v eqming s 1 MILLIONS O DOLARS
o g assets {MILLIONS OF DOLILARS)

.inrerest-bearing liabilities and is the Company's principal $60
source of income. Fluctmtlons infinterest rates materially -
affect net mrerest income. ' 35 :
RETURN ON AVERAGE ASSETS 50
2.4% -
5
2.2
40 i
2.0 ,
35
1.8
. 30
.16
T 25
1.4 )
‘ 20
i.2
15
1.0
10 : ——
0.8 —— INT. INCOME - - - - INT. EXPENSE
5 -
. 0.6 N 0 | i N I I ’ - : I '
04 -V 2000 2002 2003 2004, 2005 2006
0.2. Nert interest income grew 5. 8% t;) $43.2 million in 2006,
0.0 compared to 4.6% and 10.0% in 2005 and 2004, respectlvely

2006 The Company experienced some margin improvement

. beginning in the second half of 2004, .when the Federal
Reserve b(,gan taking actions tojincrease short term interest rates. As short-term rates rose, the spread between the rate
earned on loans, investments, andinther earning assets and the rate paid on deposits and other interest-bearing llabllltlLS
expanded.

2003 -'2004 2005

2000 2002

v

The Company’s loan portfo io (excluding loans held for sale} grew by $10.0 million, or 2.3%, during 2006. BeC'luse

loans are typically the Company’s hl{,hﬁbt yleldmg asset, this loan growth aided net interest income growth.

Ovemll volume, rate and yield changes in' intuest—earmng assets and interest-bearing liabilities contributed to the
increase in net intérest income. The Company's average earning assets increased $26.1 million, or 4.7%, while average

. interest-bearing liabilities mcreased $16.5 million, or 3.7%. Thus, growth in average earning assets outpaced growth in

average mterest -bearing liabilities by $9.6 million during 2006, :

; The Bank s ability to produce net interest income is measured by a ratio called the interest margin. The inrerest margm
is net interest income as a percent of average earning assets. The interest margin was 7.3% in 2006, 7.4% in 2005, and 7.3%

in 2004. N

Interest margins are affected by several factors, one of which is the relationship of rate-sensitive earning assets to rate-

- I
sensitive interest-bearing liabilitics, This factor determines the effect that fluctuating interest rates.will have on net interest

Y
income. Rate-sensitive earning assets and interest-bearing liabilities are those which can be repriced to current market rates
within a relatively short time. The!Bank's objective in managing interest rate sensitivity is to achieve reasonable stability in

the interest margin throughout interest rate cycles by maintaining the proper balance of rate-sensitive assets and liabilities.

For further analysis and discussion bf interest rate sensitiviry, refer to the section entitled “Liquidity dnd Interest Rate Senbl-
tivity Management” below. ‘

An additional factor that affects the interest margin is the interest rate spread. The interest rate spread measures the
difference between the average.yield on interest-earning assets and the average rate paid on interest-bearing liabilities. This
measurement is a more accurate teflection of the effect market interest rate movements have on interest rate-sensitive assets
and liabilities. The interest rate; s‘pread was 6.8% in 2006, and 6.9% in each of 2005 and 2004. The average amount of
interest-bearing liabilities as noted in the table, “Yields Earned on Average Interest-Earning Assets and Rates Paid -on -

6 -




Average [nrerest-Bearing Liabilities,” irn(V:rease'di_'i}%r in 20086, while the average ratt;_ of interest paid increased from 2.64%
in 2003 to 3.45% in 2006. Average interest-earning assets increased 4.7% in 2006, while the average vield on earning assets
increased from 9.3% in 2005 o 10.2% in 2006.

The percentage of earning assets funded by interest-bearing liabilities also affects the Bank's interest margin. The
Bank's earning assets are funded by interest-bearing liabiliries, non-interest-bearing demand deposits, and shareholders’
equity. The net return on earning assets funded by non-interest-bearing demand deposits and shareholders' equiry exceeds
the net return on earning assets funded by interest-bearing liabilities. The Bank maintains a relatively consistent percentage
of earning assets funded by interest-bearing liabilities. In 2006, 80.1% of the Bank's average earning assets were funded by
interest-bearing liabilities as opposed to 80.9% in 2005 and 82.9% in 2004.

Yields Earned on Average Interest-Earning Assets and

Rates Paid on Average Interest-Bearing Liabilities

December 31,
2006 2005 2004
Averape Yield/  Average Yield/  Average Yield/
Balance Interest Rate%  Balance Interest Rate %  Balance Interest Rate %
: (In Thousands of Dollars, Except Percentages)
ASSETS ,
interest-Earning Assets:

Loans {(Note A} ........ ... ... ... ..., $444,094 352,630 11.85% $418.548 346914  11.21% $391,435 343,438 11.10%
Taxable Investments ..................... ... 118,136 5,829 4.93% 114,905 4,894 4.26% 121,503 5,066 4.17%
Non-Taxable Investments ..................... 16,719 760 4.55% 19,393 871 4.49% 20,055 930 4.64%
Federal Funds Sold .................... e 0 0 0.00% 0 0 0.00% 15 0 0.00%

Total Interest-Earning Assets . .............. 578,949 59,219 10.23% 552,846 52,679 9.53% 533,008 49,434 9.27%
Non-Interest-Earning Assets:
Other Assets ..o i 56,639 54,991 49,040
Total ..o $635,588 $607.837 $582,048
LIABILITIES AND SHAREHOLDERS' EQUITY
[nterest-Bearing Liabilities: ‘

Demand Deposits .......................... $ 78,396 % 642 0.82% $ 80,295 $ 638 0.79% % 76045 $ 509 0.67%

Savings Deposits .. ....ovviiiii i 52,487 497 0.95% 57,246 539 0.94% 52,632 442 0.84%

Time Depasits .. ... e, 246,199 10,553 4.29% 217,888 6,985 3.21% 212,407 5,601 2.64%

Borrowings ... e 86,825 4,300 495% 91,959 3,648 397T% 100,950 3,817 3.78%

Total Interest-Bearing Liabilities .. .......... 463,907 15,992 3.45% 447,388 11,810 2.64% 442,034 10,369 2.35%
Nen-lneerest-Bearing Liabilities:

Demand Deposits .. ....... ... i 66,191 62,237 50,768

Other Liabifities .. ......................... 16,722 13,058 11,623

Shareholders' Equity . ... ................. ... 88,768 85,154 77,623

Total .o e $635,588 $607,837 $582,048
Net Interest [Income (Note By .................. $43,227 $40,869 339,065
Net Yield on Interest-Earning Assets............. 1.47% 7.39% 7.33%
Note A — For the purpose of these computations, nan-accruing loans are included in the average loan amounts outstanding. These loans amounted to

$6,858,170, $5,662,303, and $1,496,679 for 2006, 2005, and 2004, respecrively.
Note B — Loan fees of $3,496,765, $3,205,322, and $3,270,294 for 2006, 2005, and 2004, respectively, are included in interest income amounts above,




L Non Intere_st_ Income

Changes in: Interest Earned cugd Interest Expense Resulting from - , _ -t _- ,:‘_'
Changes in olume :and Chalnges in Rates s - :

- - E . - D
-

= AT & S 2006 Compared to 2005 | 200_5 _Compared to 2004 2004 Compared to 2003
e B 3 .'a_ = Increase (Decrease) * = F==:===Incréase {Decrease) -~ - - - - - Increase (Decrense)
" Due to Change In: N . Due to Change In: “Duie to Change In:~
Average - Average : .- 1.2 Average :

" Volume. Rate Net -~ Volume - - Rate: ‘Net Vﬂlume " Rate
(In Thousands of Dollars) : .

‘l;ﬁ}te.rest. EafnedOn ) ' " i i .= :
Loans ................. ... 4. $2,863 $2,853 $5.716 $3,009 $ 467 $3,476 $2.875 $ (14) $2 861 A
“Taxablé Invesmmenes ... L. 138 797 T 935 15 104 (7)) (0n) 126 (181) %

“Non- Taxable lnvestments e ik - (120) 9 (11 (31) (28) {59)- :185;; (154). ~=:

- Total Interest - Eaming Aserd ] 3881 3659 6560 27003 543 346 - 2,753+ 42y
: IntereSt Expense On: DT RS LN
: Demand Deposits ........... 5 - (15) 19 4 28 - 101 129 24 (94)
‘_S_jivmgs Dep051ts FRETERR i . (45) 3 (42) 39 - 58 97 48+ (79)
“Time Deposits - - .- . . oo A0 900 2659 3568 145 1,239 1384 1700 (778)
- Orher Borrowings............ ib. (o4 85 652 (340) 171 (169)  (24)." (100)
" Total Interest - Bearing B : s )
.. Liabilities ....:....... 3 645 3537 4,182 (128) 1,569 1,441 218:. (1,047) =(829)=-°-

Increase in'Net Interést Income ll $2,236 $ 122 $2,358 $.,831 $(1,026) $1,805 $2,53555 1,005 - $31540: -

Prowsmn for Loan Losses

The provtsnon for loan losses i lS an expense used to establish the allowance for “loan losses.” Actual “loan losses, net
recoveries; are charged directly to’ the allowance. The expense recorded each year is a reflection of actual net losses experi=
enced during the year and managemhent’s judgment.as to the adequacy of the allowance to absorb losses inherent to the port- = - 2
folio. Charge- offs exceeded recoveries by $3.8 million during the year, and a provision of $3.7 million was expensed for loan
losses in 2006;;compared to $3.9 nlllllon in 2005 and $3.7 million in 2004 ‘Management’s efforts to, “onitor < credic quahty
‘have-held ne e-_‘offs as a percentage of average loans at or below O 9% for the laSt four years pregglt_e_cl Net charge offs
“Tasa : percentage '
and 2003, respectwely

The ratloi f vthe allowance to loans net of unearned income at ‘December. 31, 2006, was: 17% For addmon
: mformauon gardmg the Company's allowance for loan losses, see “Loans and Allowance for Loan Loss.”

_ The followmg table presents the ma]or components of non-interest income for the years 1ndlcated :

Ye Ended Decembcr 3
2006%5 2005 - ‘2004°
(In Thousandﬂ of: Dollnrs)

Ser\uce Charges and Other Fees on Bep_osit Accounts ......... P e . $3 147 = $2 941‘ $3 259-
Credlt Insiirance Commissions and] Fees ............ PP e -
“Bank- Qu_med Lifé Insurance . ... .1 E ................................................ K 4
- Investment Security (Losses) Gaing,Net ..0............ e e : (37 -
‘Otherlncome......;..........—‘z. ................................................ l,CZCOCSj 1,185
““Total Non:Interest Income . g U P $5,621. %5,




In 2006, total non-interest income increased $343,000, or 6.5%. This compares to a decrease of 8.3% in 2005 and an
increase of 0.5% in 2004. The increase in 2006 was attributable to several factors. First, service charges and other fees on
deposit accounts increased 7.0% during 2006, outpacing the Company’s 2006 deposit growth of 5.6%. The increase in service
charge income was due to increases in customer overdrafts and accounts with non-sufficient funds. Second, credit insurance
commissions and fees increased 7.3% during 2006, outpacing the Company’s 2006 consumer loan growth rate of 1.5%. Credir .
insurance commissions and fees are generated by the Bank's subsidiary, FUSB Reinsurance. Third, earnings from the Compa-
ny's bank-owned life insurance policiés increased 5.7% during 2006. These policies were established in 2002 to assist in funding
the Bank’s supplemental compensation benefit agreements with directors and certain executive officers. Orher factors affecting
non-interest income related specifically to non-recurring items such as net investment security gains and losses and compo-
nents of other income which includes, but is not limited to, gains and losses on sales of assets and other subsidiaries’ revenue.

.

Non-Interest Expense

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

Year Ended December 31,

2006 2005 2004
(In Thousands of Dollars)
Compensation and Benefits ... ... ... .. . . .. $14,426 $14,146 $12.964
O CUPANCY « o v e ittt et e et e e 1,696 1,552 1,498
Furniture and EQuipment ... .. .. 1,364 1,338 1,371
[mpairment on Limited Partnerships .. ... oo 240 357 345
Legal, Accounting and Other Professional Fees ... ... . ... . i i 861 802 1,078
" Stationary and Supplies . .. ... 542 531 506
TelephonefCommunication . ... ... e 629 429 435
FAVEITISINE .« .. 284 330 253
Collectionand Recovery . . ... ... 194 289 246
Other L 3,446 3,285 3.349
Total Non-Interest Expense .. ... ... i e $23,782° $23,059 $22,045
Effictency Ratio . ... e 48.7%  50.0%  49.2%
. Total Non-Interest Expense to Average ASSEES ... coo it vutttt it iioeaeeiieenin.. 3.7% 3.8% 3.8%




NET INCOME
Non-interest expense 1ncreased $?23 OOO or 3. 1% o (MILLIONS OF DOLLARS)

$23.8 million in 2006, from $23.1 mllllon in 2005. Although 315
non-interest expense has contmued to experience reasonable
increases during the last three years, the Company’s efficiency
ratio has continued to remain at or Below 50% for the last three
years. _The efficiency ratio is co%nputed by dividing rotal
non-interest expense by net. mterest{mcome and non-interest
incomie. An increase in the tatio igdicates more resources aré
being urilized to generate the sarne {or greater) volume of
income while a decrease indicates a'more efficient allocation of
resoutces. Management believes th?it this measure affirms our
commitment to the efficient use of | corporate resources in gen-
erating continued increases in shareholder earnings per share.

—
5

—
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Compensation’ and benefits] increased $280,000, or
1.98%, in 2006, as a result of genertll staffing increases con-
current with expansion of offices 'md normal merit increases.
These increases were somewhat offset by a decrease in health
insutance costs as well as decreased: incentive awards at the
Bank. Because the health msuranc‘e ‘plan is self-insured, costs
are based on actual claims paid and they declined $209,000 in _ _
2006. Incentive awards declined $212 000 because the Bank 2001 2002 . 2003 2004 2005 2006
did_ not meet all of its performancelob]ectwes The increase in 2005 was attributable to a combination of normal- merit
increases, incentives, an increase intthe cost of health insurance, as well as the supplemental compensation benefit plan ~
{which can be reviewed in detail in ! Note 12, “Employee Benefit Plans,” and Note 13, “Long-Term Incentive Compensation ..
Plan,” in the “Notes to ConsohdatedrFm'mCLal Statements” included in this Annual Report).

TOTAL NON- lNTEREST EXPENSE AS A
PERCENT OF AVERAGE ASSETS
4.4% . ] ;

T

LU DI NV T W N

o]

Occupancy expenses increased over the past three years = —-

due to continued branch expansion by the Bank and the effects
of inflation on routine expenditures. Occupancy expense
includes rents, depreciation, utilities, mainfenance, insurance,

. taxes and other expenses associated with maintaining the nine-
teen banking offices and twenty-five finance company offices. = *
The Company utilizes both acquired and leased space in --
operating these locations. The Bank owns all of its banking -
offices with the exception Columbiana office, which is leased. .
-All ALC offices are leased (costs associated with operatinglease-~
agreements can be reviewed in detail in Note 17, Operatlng
Leases,” in the “Notes to Consolidated Financial Statements”
included in this Annual Report). Occupancy expense increased
b;‘: "9.3%, 3.6% and- 6.4% for each of the years ended
Décember 31, 2006, 2005, and 2004, respectively.

"~ The Bank invests in limited partnerships that operate } -
quahfled affordable - housing projects. These partnerships- =
receive tax benefits in the form of tax deductions from oper- ¢
atirig losses and tax credits. Although the Bank accounts for _ N
" these investments utll1zmg the cost method, _management . _
analyzes the Bank’s invesiments in limited partnerships for S
potential 1mpalrment on an annual basis. The investment = ‘

balances in rhese partnerships were ‘$2 0 million, $2.2 million, and $2.6 million at'December 31, 2006, 2005, and 2004,

réspectively. Losses in these invettments amounted to $240,000, $357,000, and $345,000 for 2006, 2005, and 2004

respectwely

4.0

Q.
Tk 2001 2002 . 2003 2504 2005 2006

In 2006, the Company experienced an increase of 7.4% in legal, accounting and other professional fees. This increase =
was the result of implementing mcreased compliance requirements, spécifically Bank Secrecy Act and Sarbanes Oxley, as
well as a continued focus on the exte{nal monitoring of the Bank’s loan portfolio.

The remaining changes in non-interest expense were reasonable and customary in nature.
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Provision for Income Taxes

[ncome tax expense increased $1.5 million for 2006. This increase resulted from higher levels of taxable income and
decreases in low-income housing tax credits. The calcularion of the Company's income tax provision is complex and
requires the use of estimates and judgments in irs determination. As part of the Company’s overall business strategy,
management must consider tax laws and regularions that apply to the specific facts and circumstances under consideration.
This analysis includes evaluating the amount and timing of the realization of income rax liabilities or benefits. Management
closely monitors rax developments in order to evaluate the effect they may have on the Company's overall tax position.
Management estimates the effective tax rate for the Company to remain approximately 33% of pre-tax income. A more
derailed discussion of the Company's provision for income taxes can be found in Note 11, “Income Taxes,” in the “Notes to
Consolidated Financial Statements” included in this Annual Reporr.

Loans and Allowance for Loan Loss NET LOANS
{(MILLIONS OF DOLLARS)

Total loans outstanding increased by $10.0 million in  $450
2006 with a loan portfolio totaling $449.2 million as of 45
December 31, 2006. Loans represent 76.4% of the Company's

400
earning assets and provide 88.9% of the Company’s interest
income. 375

. . . 350
The growth in: loans during 2006 was fueled primarily 135

from real estate lending. Real estate loans increased 4.3% to )
$312.0 million in 2006. The Company’s real estate loan port- 300 [
folio is comprised of construction loans to both businesses and 275
individuals for residential and commercial development, 250
commercial buildings and apartment complexes, with most of
this activity being commercial. Real estate loans also consist
of other loans secured by real estate, such as one-to-four fam- 200
ily dwellings, including mobile homes, loans on land only, 175
multi-family dwellings, non-farm, non-residential real estate  5p
and home equity loans. As in previous vears, quality real

225

estate lending continues to be a priority of the Company’s 125
lending team and management. Real estate loans remain the 100
largest component of the Company's loan portfolio compris- 75
ing 69.4% of roral loans outstanding. 50
Consumer loans represent the second largest component 25
of the Company's loan portfolio, comprising 24.4% of total 0 -
loans outstanding. Consumer lending experienced a 1.5% 2001 2002 2003 2004 2005 2006

growth rate for 2006, growing o $109.6 million at December 31, 2006. These loans include loans to individuals for
household, family and other personal expenditures, including credit cards and other related credit plans.

Commercial, financial and agricultural loans declined by 10.4% during 2006 to $34.9 million ar December 31, 2006.
The decline in commercial lending revelved primarily around increased comperition in the Company’s heavier populated
markets for commercial customers and a decline in quality commercial credit applications.

The allowance for loan losses is maintained at a level, which, in management’s judgment, is adequate to absorb credit
losses inherent in the loan portfolio. The amount of the allowance is based on management's evaluation of the collectibility
of the loan portfolio, including the nature of the portfolio and changes in its risk profile, credit concentrations, historical
trends, and economic conditions. This evaluation also considers the balance of impaired loans. Losses on individually
identified impaired loans are measured based on the present value of expected furure cash flows discounted at each loan's
original effective marker interest rate. As a practical expedient, impairment may be measured based on the loan’s observable
market price or the fair value of rhe collateral if the loan is collateral dependent. When the measure of the impaired loar is
less than the recorded investment in the loan, the impairment is recorded through the provision added to the allowance for
loan losses. One-to-four family residential mortgages and consumer installment loans are subjected to a collective evaluation
for impairment, considering delinquency and repossession staristics, historical loss experience, and other factors. Though
management believes the allowance for loan losses to be adequare, taking into consideration the views of its regulators and

i1




the current economic environmenttthere can be no assurance that the allowance for loan losses is sufficient and ultimate»

losses may vary from their estlmat;ess However, estimates are reviewed periodically,-and as ad]ustments become necessary' B
- theyare reported in e1rnmgs during penods they become known." a -

The Bank’s loan policy requires immediate recognition of a loss if significant doubt exists as to the repayment of: the
principal balance of a loan. Constitner installment loans at the Bank and-ALC are generally recognized as losses if they i
become 120 days delinquent. Exceilmons are made particularily in loans that are secured by real estate and the borrower is in;

a repayment plan under.the bankruptcy statutes. As long as these loans are fully secured and paying in accordance with the -
bankruptcy plan they are not charged off.

A credit review of the Bank’ simdl\ndual loans is conducted perlodlcally by branch and by loan ofﬁcer A risk ranng is;
assngned to each loan and is reviewed at least annually. In assigning risk, management takes into consideration the capam .
of the borrower 1o repay, “collateral}values, current economic conditions and other factors.

" Loan officers and other personnel handling loan transactions undergo frequent training dedicated to improving: the:
credit quality, as well as the yleldl of the loan portfolio. The Bank utilizes a writtén loan policy, which artempts to gulde
lending personnel in applying conmstent underwriting standards. This policy is intended to aid loan officers and lending
personnel in making sound credir decisions and to assure compliance with state and federal regulations. The Bank’s loa
pollcy is revlewed at a minimum, on an annual basis to insure nmely modifications to the Bank's lending standards.

<

-In order to , better manage credlt risk, ALC carefully oversees its portfolio through formal underwriting standards, mon:y;
itoring of customer payments and iactwe follow-up. ALC assesses the adequacy of the atlowance for loan losses on a
aggregate level based upon recent delinquency status, levels of loans in bankruptcy, non- accrual status, and estimates of
inhérenit loss based on historical chrarge off trends and economic ‘conditions. ALC contlnues to concentrate more on loa
secured by real estate and piaces less emphams on automobile loans.” ’

The followmg mble shows the Company s loan distribution as of December 31, 2006 2005, 2004, 2003 and 2002

. Year Ended December3l T
2006 2005 -2004 - 2003 2002 ;.

i : _ (In Thousands of Dcll_ars) i
‘Commercial, Financial, and Agrlcultural .................... © $ 34933 § 38981 $.33,443 $.34,865 .$ 40,145
RealEstate ..©..............: E 3 SO 311,989 299,140 276,698 265,443 - 2413668
Installment (Consumet):......: R 109,643 108,022 100,605 - 93,560 82,570,
Less: Unearned Interest; Commlssmtna, and Fees .............. 7,326 6,922 6,763 7 1,290 6,326

Total & .eeeeeinnd § SUUUUUTUTTRRRRRY $449,239 $439,221 $403,983 $386,578 $358‘,057§-?;.

: The amounts of total loans§(excluding installment loans) outstanding at December 31, 2006, whlch based 'on the
refnaining scheduled repayments ¢ of principal, are due in (1) one year or less, (2 ) more than one year bur within ﬁve years,
and (3) more than five years, are shiown in the following table. ST

Maturing
After One
Within but Within  After Five
- : 1. One Year  Five Years__ _ Years T(!tal_ﬂ S
Commercial, Financial, and Agricultural ... ... e L. $23495 $9966- 5 1472 $ 34933
Real Estate—Mortgage . ... . . .. 1 JOUU R 137,240 75921 98,828 311989 -
Total .o ivvvveneee M $160,735  $85.887 $100,300 $346,922. ..

Variable rate loans totaled approximately $86.7 million and are included in the one-year category.

Non-Performing Assets -

Accruing loans past due 90 days or more at December 31, 2006, totaled $2.0 million. These loans are secured, and
taking into consideration the col[ateral value and the financial strength of the borrowers, managemem believes there will be

no loss in these-accounts and has allowed the loans to continue accruing.
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Impaired loans totaled $7.3 million, $5.7 million, and $C, as of December 31, 2006, 2005, and 2004, respectively. The
increase in 2008 is attriburable to one customer. Loans to this customer total $3.4 million and are in Chapter 11 bank-
ruptcy. Management believes the loans to be fully secured by real estate and anticipates no loss. There was approximately
$847,676 and $816,283 in the allowance for loan losses specifically allocated to these impaired loans at December 31, 2006,
and 2005 {30 for 2004). The average recorded investment in impaired loans for 2006, 2005, and 2004 was approximately
$6.9 million, $2.5 million, and $1.3 million, respectively. In prior years, management disclosed only large non-performing
loans analyzed on an individual basis as impaired. In 2005, because of the number of smaller non-performing loans at ALC,

management decided 1o disclose all loans on non-accrual status as impaired, which resulted in the large increase ro impaired
loans as of December 31, 2005.

Non-performing assets as a percentage of net loans and other real estate was 2.4% at December 31, 2006, compared to
2.0% at December 31, 2005. This increase is due to an increase in loans on non-accrual, accruing loans past due 90 days or
more, and real estate acquired in sectlement of loans. Management believes by clase monitoring of these loans and through
aggressive collection efforts, non-performing assets can be reduced. Management reviews these loans and reports to the
Board of Direcrors monthly. Loans past due 99 days or mare and still accruing are teviewed closely by management and are
allowed to continue accruing only when underlying collateral values and management’s belief that the financial strength of
the borrowers are sufficient to protect the Bank from loss. If at any time management determines there may be a loss of
interest or principal, these loans will be changed to non-accrual and their asset value downgraded.

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

December 31,
2006 2005 2004 2003 2002
{In Thousands of Dollars)

Non-Performing Assets: -
Loans Accounted for on a Non-Accrual Basis ... ..ot iin, $ 7318 $5,662 $1,496 $1,879 $6,228

Accruing Loans Past Due 90 DaysorMare ............ ... ... ... ... 2,033 1,203 619 382 1,433

Real Estate Acquired in Settlementof Loans .. .......... . ooveenn... 1,318 1,750 1,664 2,608 1,296

Total .o e $10,669 $8,615 $3,779 $4,869 $8,957
Non-Performing Assets as a Percent of Net Loans and Other Real Estate . .. 237% 1.95% Q0.93% 1.26% 2.50%

|
Summarized below is information concerning income on those loans with deferred interest or principal payments result- ‘
ing from deterioration in the financial condition of the borrower. |

December 31,
2006 2005 2004
(In Thousands of Dollars)

Total Loans Accounted for ona Non-Accrual Basis ... ...t i e $7.318 $5,662 $1,496 .
Interest Income that Would Have Been Recorded Under Original Terms .. ........ ... ... 874 701 157
Interest Income Reported and Recorded During the Year ................ ... ... .. 186 49 56

Accrual of interest is discontinued on a loan when management believes, after considering economic and business
conditions and collecrion efforts, the borrower's financial condition is such that collection of interest is doubtful. In addi-
tion to consideration of rhese factors, the Company has a consistent and continuing policy of placing all loans on
non-accrual status if they become 90 days or more past due, unless they are in the process of collection. When a loan is
placed on non-accrual starus, all interest which is accrued on the loan is reversed and deducted from earnings as a reduction
of repotted interest. No additional interest is accrued on the loan balance until collection of both principal and interest
becomes reasonably certain. When a problem loan is finally resclved, there may ultimately be an actual write down or
charge-off of the principal balance of the loan which would necessitare additional charges ro the allowance for loan losses.
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Aliocation of Allowance for;Loan Losses

The following table shows ana

location of the allowance for loan losses for each of the five years indicated.

B December 3‘1, e
2006 11 2005 2004 _ 2003 — 20027 ___
it {In Thousands of Dollars) : -
Percent Petcent Percent Percent _ Percent
o of Lbans - of Loans of Loans of Loans_ . of Loans
n'Each inl Each in Each in Each in Each
E Category Category Category Category Category.:
: Allocation  to)Total Allocation to Total  Allocation to Total  Allocation  to Total = Allocation = to Total :
_ B Allowance ]._.oans Allowance Loans Allowance Loans Allowance Loans- ) Allowance_ :
2 y jpon;mercial,-' - L )
e . Financial and '
) - Agricultural ... § 376 {§8% $ 399 8% $ 385 8% % 832 9%  $1,090
- Real Estate ...... 4 468 168 4,175 68 3,305 67 3,083 67-. 3,114
Iastallment. e 2,820 ﬂ 3,120 _Z_i 3,371 _gé 2,927 24 2,419
Total =.... $7.664  4100% $7.694  100% 100%  $6,842 100% 96623

In establishing the allowance
~portfolio:
e Large classified loans and

management’s Teview. E

B . 1
Summary of Loan Loss Experience

" Balance of Allowance for Loan Loss at Beginning of Period
- Charge-Offs:

Commercial, Financial, and Agriculturat

Commercial, Financial, and Agriculeural

Ratio of- i\]et Charge-Offs During Period to Average Loans
- Qurstanding ;

" 14 N

Rt
:-..'I
[)
O
—

Real Estate—Mortgage .... .} b
_ Installment . ..... [P | U
. CreditCards. .. ........... L L U
Recoveries: !

Real Estate—Mortgage ... .. o
- - Installmem...............” ...............................
-, CreditCards . ............. 5 Z
" *Net Charge-Offs ............2 ‘ ......... P
Provision for Loan Losses . ... .L : .....................
Balance of Allowance for Loan LOES at End of Period

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

¢ Smaller non-accrual and adversely classified loans are assigned a portion of the allowance based on loan gradmg

December 31,

for loan losses, management created the following risk groups for evaluating the loan.:

impaired loans are evaluated individually with specific reserves allocared bz{sed on'

- * The-allowance for large Eools of smaller-balance, homogeneous loans is based on such factors as changes in the
natiite and volume of thefportfoho, overall portfolio “guality, adequacy of the underlying™ “collateral value, loanf
concentrations, historical tharge-off trends, and economic conditions that may affect the borrowers’ ability to] pay -

2006 2005

2004 .

2003

(In Theusands of Dollars}

$ 6623 55 6,590

Net charge-offs as shown in the “Summary of Loan Loss Experience” table below indicare the trend for the last flve__years. N

P
i

g

o
[

-2002 . . .

$ 7,694 $ 7,061 $ 6,842
473)  (238)  (317)  {959) ' (826)--
(241)  (183)  (690)  (198) * “(501) -
(4001) (3.559) (3,243) (2.935) .(3,562) . _
any (5 (@) @D . Q1)
(4,736) (4015) (4.279) (4,119) (4911)
78 25 28 47111
8 4 59 131 35
811 673 677 647 - 924 --
13 23 =10 8§ [~ 1502
980 795 T4 833 - 1,085 -
(3,756) (3.220) (3,505) (3,286) . (3826)
3726 3853 3714 3505 ~3,859 %

$ 7,664 $ 7,694 $ 7,061

$ 6,842 $6623

0.85%

0.77%

0.90%

0. 90%
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Investment Securities Available-for-Sale and Derivative Instruments

Investment securities, which are classified as available-for-sale, include, as of December 31, 2006, U.S. Treasury
securities of $120,000, obligarions of U.S. government sponsored agency securities of $5.8 million, mortgage-backed secu-
ricies of $96.2 million, state, county, and municipal securities of $16.7 million, and other securiries of $867,833. The secu-
rities portfolio is carried at fair market value, and increased $9.0 million from December 31, 2005, to December 31, 2006.

Because of their liquidity, credit quality and yield characteristics, the majority of the purchases of taxable securities
have been purchases of agency guaranteed mortgage-backed obligations and collateralized mortgage obligations (“CMOs”).
The mortgage-backed cbligations in which the Bank invests represent an undivided interest in a pool of residential mort-
gages or may be collateralized by a pool of residential mortgages (“mortgage-backed securities”).

SECURITIES

Mortgage-backed securities and CMOs present some
(MILLIONS OF DOLLARS)

degree of additional risk in thar mortgages collateralizing these
securities can be refinanced, thereby affecting the future yield
and market value of the portfolio. Management expects the g5
annual repayment of the underlying mortgages to vary as a
result of monthly repayment of principal andfor interest 160
required under terms of the underlying promissory notes. Fur-
ther, the actual rate of repayment is subject to changes depend- 140
ing upon the terms of the undetlying mortgages, the relative

$200

level of mortgage interest rates, and the structure of the secu- 120
rities. When relative interest rates decline to levels below that 100
of the underlying mottgages, acceleration of principal repay-

ment is expected as some borrowers on the underlying mort- 80
gages refinance to lower rates. When the underlying rates on
mortgage loans are comparable to, ar in excess of, market rates, 60
repayment more closely conforms to scheduled amortization in :
accordance with terms of the promissory note with additional 40
repayment as a resule of sales of homes collateralizing the mort-

gage loans constituting the securiry. 20

Although maturities of the underlying mortgage loans 0 5001 2003 2004 2005 2006

may tange up to 30 years, scheduled principal and normal
prepayments substantially shorten the average maturities. As of December 31, 2006, the investment portfolio had an estimared
average maturity of 3.7 years.

Interest rate risk conrained in the overall securities portfolio is formally monitored on a monthly basis. Management
assesses each month how risk levels in the investment portfolio affect overall company-wide interest rate risk. Expected
changes in forecasted yield, earnings, and market value of the bond portfolio are generally attributable to fluctuations in
interest rates, as well as volarility caused by general uncertainty over the economy, inflation, and future interest rate trends.

The composition of the Bank's investment portfolio reflects the Bank’s investment strategy of maximizing portfolio
yields commensurate with risk and liquidity considerations. The primary objectives of the Bank’s investment strategy are to
maintain an appropriate level of liquidity and provide a too! to assist in controlling the Bank's interest rate posirion while at
the same time producing adequate levels of interest income.

Fair market values of securities can vary significantly as interest rates change. The gross unrealized gains and losses in
the securities portfolio are not expected to have a material impact on liquidity or other funding needs. There were net unre-
alized losses, net of taxes, of $410,000 in the securities portfolio on December 31, 2006, versus $667,000 one year ago.

The Bank has used certain derivarive products for hedging purposes. These include interest rare swaps and caps. The
use and detail regarding these products are fully discussed under “Liquidiry and Interest Rate Sensitivity Management”
below and in Note 2, “Summary of Significant Accounting Policies,” in the “Notes to Consolidated Financial Statements.”
The Bank adopred the provisions of Statement of Financial Accounting Standards No. 133, as amended (“FASB 133”),
effective January 1, 2001, as required by the Financial Accounting Standards Board. On that date, the Bank reassessed and
designated derivative instruments used for risk management as fair-value hedges, cash-flow hedges and derivatives not qual-
ifying for hedge accounting treatment, as appropriate.
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“i- —“ - - - = Corm o ;?D56ember.3 e
2006 ~..2005
1 {In Thcusands of Dollars)

Investment Securiries Available: for-Sale

o .S Treasury Securities . ... dF oo S8 120 f$ 120 %
Obligations of U.S. Governme_rl; Sponsored Agency Securities .. ........... .5 5848 i o
Obhgatlons of States, Counties, nd Polmcal Subdivisions f _ : "16,451 =2 17,006
Mortgage Backed Securmes . "}i U [ 97,295 .; ,94 001
Other Securities R e S 705 f:'- 705

: TotelBookValue..:.i.g......................._‘: .............. _ 120419 111832_
£ Net Unreahzed Gams (Losses) ° e T _ el (656) 27(1,067) :
* Total'Market Value ... 2.0 e ... $119,763 ;$1,1o,765 $122.55_

Investment Securities Available-for-Sale Maturity Schedule B
=7 ~ : 'f | S : o Stated Maturity as of December.31, 2006

" _' . A B I o © After One "Afier Five-: o
Within But Within ~But Wuhmw R o After
One Year Five Years --Ten Years:-. Ten Yéars®

Amount Yield Amount Yield “Amount Yleld ‘Amount " . 'Yi

= s Y B " - {In Thousarmf Dollars, ExcepTrelds) e
= - lnvestment Securltles Available- for»Sale T T = - R
S US? Treasmy Securities . . . . . E B R $ 120 4.38%% 0 - 0%$ 0 - :0%$
Obllgatlons of US. Govemment Sponsored Agency . L P
CUTEIES &+« i et Bbo e e e 980 577 3002 £5.70 0 000 1869775
County, and' Mumcnpai Obhgatlons i 20 6.15 2,216 '"4 24 8,527 -4.23 A5,969_-'?:5‘ A
rigage- Backed Securmes RS % A P 791 3_83" 720 Eé 73,861 - 4.60 70,821k 4.9 .
T ‘To‘ralj. UORCRUDUTIE: < S S $1,911- 461%$5 938 5. 13%$3z 388 450%% 78,659 659, _5 07% o
Total Securities With Stated Matufity . .25 oo U e g2 e . $118,896.74.91;
' ‘EqultySecurmes......, ...... L P e " ..... . '

- :_AE\failableffor-sale securities are stated at market value and tax equivalent market yields.

_Condensed Portfoho Matunty Schedule

Dollir Amoant -
(In Thousands of Dollars)

ik [l il

:aturmg in greater than 1 tf;’, 3 VEAIS e coie vt e S e <
aturingin.greater than 3 tc;S VEATS - o v e P -
aturing:in greater ‘than 5tod5years .. ..ot e 2

maturity date:

- Preferred:Stock ........... P SRR _ ......
MutualFunds........... <R T 5 PR




Condensed Portfolio Repricing Schedule

Dollar Portfolio
Repricing Summary as of December 31, 2006 Amount Percentage
{In Thousands of Dollars)

Repricingin 30 daysorless ... ... i e $ 456 0.38%
Repricingin 31 daysto L year .......... .. . eeeiiiiinnnaan.. 10,680 8.98
Repricing in greaterthan L to3years ........ ... ... ool ... 17,942 15.09
Repricing ingreater than 3 to S years . ... . i, 22,943 19.30
"Repricing in greater than 5w 15years ... ..ol 47,817 40.22
Repricing inover 13 years ... ... o i 19,058 16.03

Total o $118,896 100.00%
Repricing in 30 days or less does not include:

Mutual Funds . ..o e $ 1C
Repricing in 31 days to 1 year does not include:

Preferred Stock .. ... e 573

Other Marketable Equity Securities ... .................. ST S . 185

The tables above reflect all securities at market value on December 31, 2006.

Security Gains and Losses

"~ - Non-interest income from securities transactions was a loss for years ended December 31, 2006, 2005, and 2004. Trans-
actions affecting the Bank's investment portfolio ate direcred by the Bank’s asset and liability management acrivities and
strategies. Although short-term losses may occur from time to time, the “pruning” of the portfolio is designed to maintain
the strength of the investment portfolic.

The rable below shows the associated net gains or (losses) for the periods 2006, 2003, and 2004.
' ‘ 2006 2005 2004
INVESIMENT SECUTILIES . . .. it et ettt e e e e e e e e e $(268) $(37,232) 5(37,716)

Volumes of sales, as well as other information on investment securities is discussed further in Note 3, “lnvestment
Securities,” in the “Notes to Consolidated Financial Statements” included in this Annual Report.
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Deposits
Core deposits, which exclude] time deposits of $100,000 or more; provide for a relatively stable funding source that

supports earning assets. The Compa‘ny s core deposits totaled $340.9 million, or 75.7%, of total deposits at December 31,
2006 and totaled $343.6 million, or'80.6%, of total deposits at December 31 2005.

g

e Depostts in partlcular core id;eposus, have- historically TOTAL DEPOSlJTS =_::;|
been the Company's primary source of funding and have (MILLIONS OF DOLLARS)

enabled the Company to successfully meet both short-term  $450
and long-term liquidity needs. sznagement anticipates that 450
such deposits . will continue to bejthe Company’s primary

i 390
=source of fundmg in the ‘future} {although economic and
Comipetitive factors could affect [l’\lS fundmg source. The 69
-Company’s loan-to-deposit ratio was 98.1% at December 31, 330 [}
-2006, and 101. 2% at the end of 2005 o 300 [§

7. Time deposits in excess of$100 000 grew 32.1% to $109.1 - 270 [~

- million as of December 31, 2006. Included in these large depos- 240 | |

" its” are $248 fillion in brokered E:ertlflcates of deposits at 210 F il
“vear-end 2006, and $10.0 million 1{1 .2005. Management has 180
used brokered dep051ts as a funding source when rates and terms

150 14

.are more attracnve than other fundmg sources. :
: 120
- The sensnrmty of the Bank’ s;deposnt rates 1o changes in 00
market interest rates is reflected in its average interest rate
paid on interest-bearing deposits. Durmg 2006, marker inter-  ©0
cest_rates increased, attributable tolthe higher Federal Reseive 30 1. B N :
target interest rates for 2006. The Bank s.average interest rate 0 75001 2002 --2003 2004 2005 2006

paid on interest-bearing deposus fdliowed this trend.

Management, as part of an overall program to emphasize the growth of transaction accounts, continues to promote
-online.banking and an online bllllpqymg program, as well as enhancing the telephone banking product through the use of .. :-
‘the employee incentive plan. In addmon, continued effort is being placed on deposit promotions, direct-mail campéigﬁ's'and

cross-selling efforts.”

Average Da1ly Amount of Deposnts and Rates ) I o - ;__ .

The average daily amount of dep051ts and rates paid on such deposnts are summamed for the penods in the following table

December 31, ,
- 2006 - 2005 - . 2004-: =
R ) - 1 Amount Rate ~ Amount Rate Amount - -Rate- _ _
- (ln Thousands of Dollars, Except Percentages) == -
Non Incerest Bearing Demand Deposit Accounts ............ $ 66,191 $ 62237 7 %50, 768‘"’ I
Interest-Bearing Demand Deposit’Accounts - .. ............. 78,396 0.82% 80,295 0.79% 76,045 70.67%
Savings Deposits . .. .......... L T 52;487 095 57,246 094 52,632 0.84"
Time Deposus e 3 P 246,199 4.29 217,888 3.21 - 212,407 :@_;
' Total .. e i ........................ $443 273 1L 64% $4l7 666 1 95%  $391, 852_1 67%-

= Maturiti-esfof time certificates} of deposit and other time deposits of $100, 000 or more 0ucstand1ng at December 31

2006, are summarized as follows:

- " Time Other
. Certificates of Time : T e

Z._ Maturities Deposit Deposits Total : 5 ~_-
" 3MonthsorLess ........ i': ................................... $ 13,787,004 $6,817,000 $ 20,604,004-:-=

< Over3Through 6Months A E ... 16,527,675 0 16,527,675 =
. Over6Through 12Months dE. ..o 34,425,827 . 0 34425827 ..
-7 Over1ZMonths ......... i..? ................................... 37,582,663  © 0 37,582,663 _ -

© . Total c..iiiiiii.l. ” ................................... $102,323,169 $6,817,000 $109,140,169




Other Borrowings

Other interest-bearing liabilities include all interest-bearing liabilities except deposits, such as federal funds purchased,
securities sold under agreements to repurchase, treasury, tax and loan deposits, and Federal Home Loan Bank (“FHLB")
advances. This category continues to be utilized as an alternative source of funds. During 2006, the average other interest-
bearing liabilities represented 18.7% of the average rotal interest-bearing liabiliries compared to 20.6% in 2005 and 22.8%
in 2004. The advances from the FHLB are an alternative to funding sources with similar maturities such as certificates of
deposit: These advances generally offer more attractive rates when compared to other mid-term financing options. Average
federal funds purchased increased from $694,000 in 2005 to $953,000 in 2006. Average treasury, tax, and loan deposits
increased from $550,232 in 2005 to $629,000 in 2006. Securities sold under agreements to repurchase were not offered in
2005 and averaged $17,903 in 2006. For additional information and discussion of these borrowings, refer to Notes 9 and 10,
“Short-Term Borrowings” and “Long-Term Debt,” respectively, in the "Notes to Consolidated Financial Statements”
included in this Annual Report.

The following table shows information for the last three years regarding the Bank's short- and long-term borrowings
consisting of treasury, tax, and loan deposirs, federal funds purchases, securities sold under agreements to repurchase, and
other borrowings from the FHLB.

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

{In Thousands of Dollars, Except

Percentages)
Year Ended December 31: ,
2006 . $ 1,757 $87,553
200 L 1,248 89,588
2004 941 89,637
Weighted Average Interest Rate at Year-End:
7 5.04% 5.34%
200D 3.96 4.50
2004 2.03 3
Maximum Amount Quistanding at Any Month’s End
2000 . $11,443 $89,579
2005 L., e 7,719 89,621
2004 e e 9,005 69,732
Average Amount Ouestanding During the Year: _
2000 e 3 2,815 $84,010
200 1,244 89,602
2004 e 1,922 99,028
Weighted Average Interest Rate During the Year:
S 5.15% 4.93%
B T 3.60 4.01
L 1.68 3.80

Shareholders’ Equity

United Security has always placed great emphasis on maintaining its strong capital base. At December 31, 2006, share-
holders’ equity totaled $91.6 million, or 14.2% of total assets, compared to 14.1% and 14.0% for year-end 2005 and 2004,
respectively. This level of equity indicates to United Security’s shareholders, customers and regulators that United Security
is financially sound and offers the ability 1o sustain an appropriate degree of leverage to provide a desirable level of profit-
ability and growth.

Over the last three years, shareholdets’ equity grew from $73.3 million at the beginning of 2004 to $91.6 million at the
end of 2006. This growth was the result of internally generated retained earnings. Shareholders’ equiry also was impacted by

the net change in unrealized gain (loss) on securiries available-for-sale and derivatives, net of tax, which decreased share-
holder’s equity by $30,607 and $1.3 million in 2004 and 2005, respectively, and increased shareholders' equity by $109,817
in 2006.
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" compared to 8.9% in 2005 and 10199 in 2004. The dividend paid in 2006 increased by $711,000 over: 2005 The increase in

. The ‘twao-for-one stock spllt atithorized and implemented in 2003 increased common stock outstandmg, however, share--

- have been- ad]usred asa result of the stock split: .

) of Tler l: Cap1ral and Tier 11 Caprtal is “total risk- based capital.” : fooerins

-under this program.

‘measure and a leverage measure: The risk-Based capital standards-are designed to make regulatory capital requirements- more,
sensitive’to differences in risk proﬁle among banks and bank holding companies, to account for off-balance sheet exposure,m -- X
- and to minimize disincentives fori holding liquid assets. Assets and off-balance sheet items’are assighed to risk categories, ..
""each with a specified risk weight factor. The resulting capital ratios represent capltal as a percentage of total risk- welghted
" assets and. off-balance sheet items.f The banking regulatory agencies also have adopted regulations which supplement the

20

SHAREHOLDERS'{(EQUITY IS

(MILLIONS OF DOLLARS) In connection Wlth the United Security. Bancshares,
$95 .~ kR T Inc. Non-Employee Directors’ Deferred Compensation
9. T IREN3 : . Blan, 2,450 shares weére purchased in 2006 and 2,605 shares
gg i E were purchased in"2005. The plan lp—e—n—’fms non-employee :
7s I directors to invest their directors’ fees and to receive the-_:
T o : adjusted value of the deferred amounts in cash andfor =
65 s shares of United Security common- stock. For® more @z
60 Ak mformauon relared to this plan see Note 13, “Long- Term ©
55 a5 Incentive Compensation Plan,” in the “Notes to Con-. : .
" 50 ki - solidated Financial“Statements” included in this Annual:
-45 Ak -Report. ' ‘
;(5) 1 -United Security initiated a shafe repurchase program :'-
30 1 in 2001 in which it authorized the Company to repurchase
35 : i up to 1,429,204 shares of common stock (as adjusted for the : :
20 -3 fwo-for-one stock split that was effective June 30, 2003)
is 13 however, no shares were repurchased under the program in
10, i _3 2003, 2004, or 2003. In January 2006 the Board of :DirecZ’
5 ! : - “tots.terminated-the repurchase prograi (which would have:
o L _ il __E | B | cxpired on June 30, 2006) and approved a new repurchase}
- =200 2002 2003"§ %004 - -2005 2006 program, under which the Company is authorized to

repurchase up to 642,785 shares of. common:stock before December 31, 2007. During 2006, 118,547 shares were repurchased

ke 7
Ll ]

Umred Security's capital base remains a source of strength as noted above. Addmonally, the mtemal capital generatlon‘

rate {net income less cash dwldends as a percentage of average shareholders’ equity) remains favorable at 8.4% in 2006 as

d:vrdends paid in 2006 and 2005 resulted in-the decline in the internal capital generation rate.

holders’ equity was not affected bly tthe split. All shares outstanding and dividend per share numbers- recorded in pnor yeqrs.

. United Security is required to comply with capital adequacy standards established by the Federal Reserve and the * -
Federal Deposrt Insutance Corporatlon {(“FDIC"). Currently, there are two basic. measures of capital adequacy: a fisk- based,- ‘.

risk-based’ guidelines to include: z{ minimum leverage ratio of 3% of Tier 1 Capital (as defined below) to total assets less
« -k L
goodwill (the “leverage ratio”). Depending upon the risk profile of the institution and other factors, the regulatory agencles o

‘may require a leverage rario of 194 &1 2% higher than the minimum 3% level. L.

“The minimum standard for- rhe ratio of total capital to risk-weighted assets is 8%. At least 50% of that capltal level

‘must consist of common equity, undwrded profits, and non-cumulative perpetual preferred stock, less:goodwill and cerzain .

other intangibles (“Tier 1 Caplta‘l") The temainder (“Tier I Capital”) may consist of a litnited amourit of other: preferred
stock, mandatory convertible secuntles subotrdinated debt, and a limited amount of che allowance for !oan losses The surit




Risk-Based Capital Requirements

Minimum United Security’s
Regulatory Ratio at
. Requirements December 31, 2006
Total Capital to Risk-Adjusted Assets .. ... . i B.00% - 20.67%
Tier | Capital to Risk-Adjusted Assets .. ... ..o i e 4.00% 19.39%
Tier 1 Leverage Ratio ... .. .o o e 3.00% 13.60%

In addition to meeting the minimum regulatory ratios, the regulatory ratios of the Bank exceeded the ratios required for
well-capitalized banks as defined by federal banking regulators. To be categorized as well-capitalized, the Bank must main-
tain Total Qualifying Capital, Tier | Capital and leverage ratios of at least 8%, 4%, and 3%, respecrively.

: EARNINGS PER SHARE ' CASH DIVIDENDS
$2.30 $1.10
2.20 | |
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s B o 05 + -
16 ( :
| Pl 1 0
14 i — : 2001 2002 2003 2004 2005 T 2006
12 : United Security attempts to balance the return o share-
iy : holders through the payment of dividends with the need to
10 - maintain strong capital levels for future growth oppor-
) = *‘ . tunities. Total cash dividends declared were $6.8 million, or
g = : $1.07, per share in 2006, compared to $0.95 per share in
) 2005 and $0.72 per share in 2004. The total cash dividends
6 represented a payout ratio of 47.9% in 2006, with a payout
IR P ratio of 44.8% and 35.3% in 2005 and 2004, respectively.
4 v Calendar vear 2006 is the eighteenth consecutive year that
: United Security has increased cash dividends.
2 -
0

2001 2002 2003 2004 2005 2006
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" Ratio Analysis _ RN

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

Year Ended December 31, -

. 2006 2005 2004
Return on Average ASSers ..... ..o oo 2.24% 2.25% - 2.26%
Return on Average Equity ... & o o 1605% 16.04% 16.92%
Cash Dividend Payout Ratio ....{&. ... . .o i 47.89% 44.75% 35.27%

Average Equity to Average ASSetS RATIO . . oot e s 13.97% 14.01% 13. 34%

Liquidity and Interest RateSensitivity Management : S

The primary functions of asset and liability management are to (1) assure adequate liquidity, (2) maintain an appro- -
priate balance between interest- senmtwe assets and interest-sensitive liabiliries, (3) maximize the profit of the Bank and.. . -
(4) reduce risks to the Bank's capttal Liquidity management involves the ability to meet day-to-day cash flow requirements
of the Bank’s customers, whether; they are depositors wishing to withdraw funds or borrowers requiring funds to meet their. -
credit:needs. Without proper hqu1d|ty management, the Bank would not be able to perform the primary function of a finan-
cial /intermediary and would, therefore, not be able to meet the needs of the communities it serves. Interest rate; nsk;_ .
management focuses on the maturlty structure of assets and liabilities and their repricing characteristics during changes in:

1
market interest rates.. Effective mtereSt rate sensitivity management ensures that.both assets and liabilities respond tor ..

changes in interest rates within an acceptable time frame, thereby minimizing the effect of such interest fate movements on’,

the net interest margin.

" The asset portion of the b'ilanc!:e sheet provides liquidity primarily from two sources. These are prmcnpal payments S and
matuntles and-sales rélating to loaps, and maturities and principal payments from® the investment portfolio. Other shor :
term investments such as federal funds sold are additional sources of lxqutdlty Loans’ maturmg or repncmg in one year or less

amounted to $186.1° mllllon ar Decgmber 31, 2006. Pt B ‘_" :

“Investment securities that are !orecast to mature or reprice over the next twelve months rotal $12 0 million, or 10- 0% -

of the investment portfolm as of December 31 2006. For comparison, principal payments on investment securities totaled_
$29 0 mllllOn in-2006. ;

'

il
r
[

- --‘Although the fajority of thelsecurities portfolio has legal final maturities longer than 10 years, the entire portfollo
“consists of secuririés that are readlly marketable and easily convertible into cash. As of December 31, 2006, the bond’ portfo—k 7
lio:had an expected-average maturlty of 3.9 years, and only approximately 71.3% of the $119. 8 million in bonds.were -
expected to-be repaid within 5 years ‘However, management does not rely solely upon the investment portfolio to generate '
cash-flows to fund loans, capital elxpendltures dividends, debt repayment, and other. cash réquirements. Instead, these attiv="

i )
ities are funded by cash-flows from Operating acrivities and increases in deposms and shoft:term borrowmgs e E

. ; The l:ab1||ty portion of the balance sheet provides liquidity through interest- bearmg and non-interest- -bearing deposit. - -
accounts. Federal funds purchased FHLB advances, securities sold under agreements. to- repurchase, and short-term and
long-term borrowings are addltlo’nal sources of liquidity. Liquidity management involves: the continual ménitoring of-the
‘sources and uses of funds to maintain an acceptable cash posmon Long-term hquldlty management focuses on consi
erations related to the total balante sheet structure. : o E S

The Bank, at December 31, 2906 had long-term debt and short-term borrowings that, on average, represen[ed 13. 7%-.
of total liabilities and equity, compared to 15.0% at year-end 2005. - - : :

.

“The Bank currently has up to $105.3 million in additional borrowing capacity from the FHLB and $35.0 mllhon m
_established federal funds lines. ’ o

- Interest rate sensitivity is a function of the repricing characteristics of the portfolio of assets and liabilities. These repnc— :

ing characteristics are the time frames during which the interest-bearing assets and liabilities are subject to changes in inter-. .
‘ést-rates, either at replacement ¢ lorl maturity, during the life of the instruments. Sen51tw1ty is measured as the difference ="

‘berween the volume of assets and the volume of liabilities in the current portfolio that are subject to repricing in future time ~

“periods. These differences are known as interest sensitivity gaps and are usually caiculated for segments of time and- on- a -
cumularive basis.
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" "Measuring Interest Rate Sensitivity: Gap analysis is a technique used to measure interest rate sensitivity at a particular
point in time, an example of which is presented below. Assets and liabilities are placed in gap intervals based on their
repricing dates. Assets and liabilities for which no specific repricing dates exist are placed in gap intervals based on
management’s judgment concerning their most likely repricing behaviors. Interest rate derivatives used in interest rate
sensitivity management also are included in the applicable gap intervals.

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

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

The accompanying table shows the Bank’s interest rate sensitive position at December 31, 2006, as measured by gap
analysis. Over the next 12 months approximately $76.5 million more interest-bearing liabilities than interest-earning assets
can be repriced to current market rates at least once. This analysis indicated that the Bank has a negative gap within the
next 12-month range.

Maturity and Repricing Report

December 31, 2006
{In Thousands of Dollars)

Total 1
0-3 4.12 Year or 1.5 Qver 5 Non-Rate
) Moenths Months Less Years Years Sensitive Total
Eaming Assets:
Loans (Net of Unearned Income) ......... $124,061 § 62,006 | $186,007 $161,108 $102,063 % 0 $449,238
[nvestment Securities . .. ................ 466 11,538 12,004 40,885 66,874 0 119,763
Federal Home Loan Bank Stock .......... 5,180 0 5,18C ¢ Q 0 5,180
Interest-Bearing Deposits in Other Banks . . . 13,816 0 13,816 0 0 0 13,816
Total Earning Assets .. ..........o...... $143,523 $ 73,544 | $217.,067 $201,993 $168.937 % 0 $587997
Percent of Total Earning Assets . . ....... 24.4% 12.5% 36.9% 34.4% 28.7% 0.0% 10C.0%

Interest-Bearing Liabilities:
Incerest-Bearing Deposits and Liabiliries

Demand Deposits ...................... $ 15343 % 0 | 3% 15343 $ 61370 § 0 3 0 % 76,713
Savings Deposits .. ... ooiiiii 9,493 . 0 9,493 37,970 0 0 47,463
Time Deposits ... ... oo, 49959 127,966 177,925 85,916 0 0 263,841
Borrowings .......... ... 89,265 24 89,289 21 0 0 89,310
Non-Interest-Bearing Liabilicies:
Demand Deposits .................. ... 1,551 0 1,551 0 0 60,494 62,045
Total Funding Sources ........ PP $165,611  $127,990 | $293,601 $185,277 % 0 $60,494 3$539372
Percent of Toral Funding Sources ....... 30.7% 23.7% 54.4% 34.4% 0.0% 11.2% 100.0%
loterest-Sensitivity Gap (Balance Sheet) ... .. .. $(22,088) $(54.446) | $(76,534) $ 16,716 3$168,937 $(60494) $ 48,625
Derivative Instruments ..................... $ 10,000 % 0 | $ 10,000 $ -0 % 0 $(10,000) % 0
Inrerest-Sensitiviey Gap .. .. ... ..oo el $(12,088) $(54,446) [ $(66,534) |- $ 16,716 $168,937 $(70,494) $ 48,625
Cumularive [nterest-Sensitiviey Gap ... ..., ... $(12,088) $¢(66,534) N/A $(49.818) $119,119 $ 48,625 §$ 97,250
Over 5
. Total 1 Years
0-3 4-12 Year or 1.5 Non-Rate
Months Months Less Years Sensitive Total
Ratio of Earning Assets to Funding Sources and
Derivative Instruments . .................. 0.92% 0.57% 0.77% 1.09% 2.40% 1.00%
Cumulative Ratio .. ........................ 0.92% 0.77% N/A 0.89% 1.09% 1.09%
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Assessing Short-Term Interest Rate Risk—Net Interest Margin Simulation

On’a-monthly basis, the Bank: snmulates how changes in short- and long-term interest rates will impact future proﬁ
ability as reflected by changes in tHe Bank’s net interest margin. The tables below_-depict-how, as of December 31, 2006,-
pre-tax net interest margins and plref tax net income are forecast to change over time frames of six. .months, one yedr; t
years, and five years under the fourilisted interest rate scenarios. The interest rate scenarios are immediate and paratlel: shlfts:
in short- and long-term interest rates.

Average Change in Net!Interest Margin from Level Interest Rate Forecast (basis points, pre-tax):

i ! 6 Months 1 Year 2 Years 5 Years
1% -6 -8 9 -5
C W% U 12 17 .20 -12
A% 4 DT -4 3 -4 -9
2% L 12 12 15 .24

Cumulative Earnings Change from Level Interest Rate Forecast (dollars, pre-tax):

4 6 Months 1 Year 2 Years 5 Years =
$1% Lo B 3(191,240) § (509974) $(1,147.442) $(1,593,670) °
#2% o, R 2 (382,480)  (1,083,695) (2,549,872) 808):
T LT P (127,493) {191,240) (509,974) (2,868,606
A% et K (

382,480) (764.961) (1,912,404) (7,649,616)-

Assessmg Long-Term Interest Rate Risk—Market Value of Equity and Estimating Modnfned )
Durations for Assets and Llabllltws :f -3

On a monthly basis, the Banklcalculates how changes in interest rares would impact the market value of its assets’ and' =
liabilities, as well as changes in long-term profitability. The process is similar to assessing short-term risk but is measured™ = =
over a five-year time period Wthh allows for a more comprehenswe assessment of longer rerm repncmg and cash flow.

liabilities, as well as long -term changes in core proﬂtablllt\,

As part of the ongoing mon:‘tc‘:rmg of interest-sensitive assets and liabilities, the Bank enters into various inrerest:rate
contracts ( mterest rate protectlon contracts”) to help manage the Bank's interest sensmvny These contracts generally,
and a counterparty pays or recewes a ﬂoatmg rate based on a specified index, and interest rate caps and floors purchased
where the Bank receives interest. 1f the specified index falls below the floor rate or rises above the cap rate. All interestirate
swaps represent end-user activitiesiand are designed as hedges. The interest rate risk factor in these: contracts is consider
in the overall interest management strategy and the Company's interest risk management program. The income or expense
_associated with interest rate swag?, caps, and floors classified as hedges ultimately are reflected as adjustments to intere :
income or expense. Changes in the estimated market value of interest rate protection contracts are reflecred in either:
Bank’s income statement or bala%cte sheet. A discussion of interest rate risks, credit risks and concentrations in denvan
instruments is included in Note: 19 “Derivative Financial [nstruments,” in the “Notes to Consolidated Fmanc1al Star
ments” included in this Annual Report

Market Value of Equity and Estimated Modified Duration of Assets, Liabilities, and Equity Capital
, iz

. ' i +1% +2% 1% 2% G

Asset Modified Duration ... .. FE 2.38% 0 2.40% 2.25% 2:22%
Liability Modified Duration ... }3 ... 2.08% 2.04% 2.57% 2.67%
Madified Duration Mismarch . H ........................ 0.30% 0.36% 03121% -0.45%:.
Estitnated Change in Market Valtlxe of Equity {Pre-Tax) ....... $(1,938,225) $(4,640,600) $(1,995,419) $(5,724,174).4
Change in Market Value of Equrt’y ;/ Equity Capital (Pre-Tax) .. -2.16% -5.18% 22.23% ;
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As of December 31, 2006, all risk measuremenrs were within Bank policy limitations on interest margin and changes in
market value divided by equity capital.

Contractual Obligations

The Company has contractual obligarions ro make future payments on debr and lease agreements. Long-term debr is
reflected on the consolidated statements of financial condition, whereas, operating lease obligarions for office space and
equipment are not recorded on the consolidared statements of financial condition. The Company and its subsidiaries have
not entered into any unconditional purchase obligations or other long-term obligations other than as included in the
following table. These types of obligations are more fully discussed in Note 10, “Long-Term Debt,” and Note 17, “Operating
Leases,” of the “Notes to Consolidated Financial Starements” included in this Annual Report.

Many of the Bank’s lending relationships, including those with commercial and consumer customers, contain both
funded and unfunded elements. The unfunded component of these commitments is not recorded in the Consolidated
Sratements of Financial Condition. These commitments are more fully discussed in Note 18, “Guarantees, Commitments,
and Contingencies,” of the “Notes to Consolidated Financial Statements” included in this Annual Report.

The following surmmarizes the Company’s contractual obligations as of December 31, 2006,

Payment Due by Period

(In Thousands of Dollars)
Less Than One to Three to  More than

) Total One Year  Three Years Five Years Five Years
Time Deposits - oot $263,841 $177,925 344821 $40,348 § 747
Long-Term Debt®* ... ... . e 87,553 30,000 44,553 13,000 0
Commitments to Extend Credit ... .. ... ... ... .. ... ... ... 54,777 50,892 0 0 3,885
Operating Leases ... ... i e 1,152 382 588 182 0
Standby Letters of Credit .......... . ... i 1,869 1,869 0 0 0
Towal ... AP 400,192 $261.068 989962  $53530 $4,632

* Long-term debrt consists of FHLB advances totaling $87.6 million. $52,632 are fixed-rate advances, $62.0 million are floating-rate, and
$25.5 million are convertible. [nterest is included and calculated ar the current rate for the entire period.

Off-Balance Sheet Obligations

The Company does not have any off-balance sheet arrangements that have or are reasonably likely to have a current or
future effect on its financial condition, changes in financial condition, revenues or expenses, results of operations, liquidity,
capital expenditures or capital resources thar are considered material, other than “Operating Leases,” included in Note 17,
“Guarantees, Commitments, and Contingencies,” included in Note 18, and “Derivarive Financial Instruments,” included in
Note 19 of the “Notes to Consolidated Financial Statements” included in this Annual Report.

Management’s Report on Internal Control Over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over financial reporting (as
defined in Rule 13a-15(f} under the Securities Exchange Act of 1934). Bancshares’ internal control over financial reporting
is a process designed to provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles. Bancshares’ internal
control over financial reporting includes those policies and procedures that:

(i} pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the rransactions and
dispositions of the assets of Bancshares;

(it} provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of
Bancshares are being made only in accordance with authorizations of management and directors of Bancshares;
and
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Management assessed the effectweness of Bancshares mtemal control over fmancaai repomng as of December 31 .

management has concluded that
December 31, 2006.

Management's assessment of the effectiveness of Rancshares' internal control over financial reporting ’
December 31, 2006, has been aud1ted by Mauldin & Jenkins, LLC, an independent registered public accountmg f1
stated in their report which appears: herein beginning on page 28. :

Aibaliah

Motorbn

il kL.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors
United Security Bancshares, Inc.
Thomasville, Alabama

We have audited the accompanying consolidated balance sheets of United Security Bancshares, Inc. and Subsidiaries
as of December 31, 2006 and 2005 and the related consolidated statements of income, comprehensive income, stockholders’
equity and cash flows for each of the two years then ended. These financial statements are the responsibility of the Compa-
ny’s management. Qur responsibility is to express an opinion on these financial statements based on our audits. The finan-
cial statements of United Security Bancshares, Inc. and Subsidiaries for the year ended December 31, 2004 were audited by
other auditors, whose report dated March 15, 2005 expressed an unqualified opinion on those statements.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). 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 starements. 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 helieve
that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the finan-
cial position of United Security Bancshares, Inc. and Subsidiaries as of December 31, 2006 and 2005 and the results of their
operations and their cash flows for the two years then ended, in conformity with U.S. generally accepted accounting princi-
ples.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the effectiveness of United Security Bancshares, Inc. and Subsidiaries’ internal control of financial reporting as of
December 31, 2006 based on criteria established in Internal Conmrol — Integrated Framework issued by the Commirree of
Sponsoring Organizations of the Treadway Commission (COSQ), and our report dated March 12, 2007 expressed an
unqualified opinion on management's assessment of the effectiveness of United Security Bancshares, Inc. and Subsidiaries
internal control over financial reporting and an unqualified opinion on the effectiveness of United Security Bancshares, Inc.

and Subsidiaries internal control over financial reporting.
MMOQL« 3944%; we

Birmingham, Alabama
March 12, 2007




internal_control over financial reporting. Qur responsibility is to express an opinion on management’s assessment and’ an

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors

United Security Bancshares, Inc.
Thomasville, Alabama

We have audited managements assessment, included in the accompanying Management's Report on Internal Control. .
over Financial Reporting, that United Security Bancshares, Inc. maintained effective internal control over financial report- -
ing as of December 31, 2006, bq:,edfon criteria established in fnternal Congrol—Incegrated Framework issued by the Comuit-:
tee of Sponsaring Organizations of. the Treadway Commission (COSQ). United Security Bancshares, Inc.'s management. s -
responsible for maintaining effectlfv!e internal control over financial reporting and for its assessment-of the effccuveness of

opinion on the effectiveness of the Company's internal control over financial reporting based on our audit. - =

. We conducted our audit in aCCOrddnCe with the standards of the Public Company Accounting Oversight . erd
{(United States). Those standards requnre that we plan and perform the audir to obtain reasonable assurance about whether
effective internal control over financial reporting was maintained in all material respects. Qur audit included obtainifg an
understflndmg of internal control over financial reporting, evaluating management’s assessment, testing and evaluatmg the
design and operating effectiveness of internal control, and performing such other procedures as we considered necessary -,
the circumstances. We believe that bur audit provides a reasonable basis for our opinion. ”

A company's internal control over financial reporting is a process designed to provide reasonable assurance regardmg
the reliability of financial reportlng and the preparduon of financial statements for external purposes in accordance with -
generally accepred accounting pn?\cmles A company's internal control over financial reporting includes those policies: ‘and: -
procedures that (1) pertain to the}maintenance of records that, in reasonable detail, accurately and fairly reflect the trans- -
actions and dispositions of the '1ssgts of the company; (2) provide reasonable assurance that transactions are recorded: as :
necessary ro permit preparation of ffinancial statements in accordance with generally accepred accounting principles ‘"r}d
that receipts and expenditures of the company are being made only in accordance with authorizations of managementiand .-
directors of the company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorlzed
acquisition, use, or disposition of the company’s assets that could have a material effect on the ﬁmncnal statements,

Because of its inherent limitations, internal control aver financial reporting may not prevent or detect mlsstfttemer;cb
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become:
inadequate because of changes inxonditions, or that the degree of compliance with the policies or procedures may dgten_o- '
rate. .. T

In our opinion, management’s assessment thar United Security Bancshares, Inc. maintained effective internal control
over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on criteria establishedin -
Internal Conirol — Integrated Framéwork issued by the Committee of Sponsoring Organizations of the Treadway Commission
{COS0). Also in our opinion, Un:ted Security Bancshares, Inc. maintained, in all material respects, effective mtema! cons
trol over financial reporting as of December 31, 2006, based on criteria established in Internal Contol — Integrated Framework
issued by the Committee of Spon%)rmg Organizations of the Treadway Commission (COSO).

We have alsa audited, in accordance with the standards of the Public Company Accounting Oversight Board (Umted
States), the consolidated b'l]"inCE:*S!leetS of Unired Security Bancshares, Inc. and Subsidiaries as of December 31, 2006 'md
2005 and the related consolidated:statements of income, comprehensive income, stockholders’ equity and cash flows for
each of the two years then ended and our report dated March 12, 2007 expressed an unqualified opinion. :

/Mt ﬁ”“*‘“ |

e

Birmingham, Alabama
March 12, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders of
United Security Bancshares, Inc.:

We have audited the accompanying consolidated statements of income, shareholders’ equity and cash flows of United
Security Bancshares, Inc. and Subsidiaries for the period ended December 31, 2004. 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. :

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
{United States). 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 audit provide a reasonable basis for cur opinion.

In our opinion, the financial statements referred to above present faitly, in all material respects, United Security Banc-
shares, Inc. and Subsidiaries consolidated results of operations and cash flows for the period ended December 31, 2004 in

conformity with U.S. generally accepted accounting principles.

Birmingham, Alabama
Match 15, 2005
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UNITED SEﬁURITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CONDITION

DECEMBER 31, 2006 AND 2005

ASSETS

CASH AND DUE FROM BANKS
INTEREST-BEARING DEPOSITS IN OTHER BANKS

Total cash and cash equivalents] f. . .. ... oo
FEDERAL FUNDS SOLD
INVESTMENT SECURITIES AVAILABLE-FOR-SALE, at fair market value
FEDERAL HOME LOAN BANKISTOCK, at cost
LOANS, net of allowance for loan losses of $7,664,432, and $7,694,011, respectively
PREMISES AND EQUIPMENT, het of accumulated depreciation of $13,593,276 and
$15,366,413, respecrively
CASH SURRENDER VALUE OF BANK QOWNED LIFE INSURANCE
ACCRUED INTEREST RECEIVABLE
GOODWILL i
INVESTMENT IN LIMITED PARTNERSHIPS
OTHER ASSETS J

TOTAL ASSETS

DEPOSITS:
Demand, non-interest-bearing
Demand, interest-bearing
Savings
Time, $100,000 and over
Other time

Total deposits
ACCRUED INTEREST EXPENSE
OTHER LIABILITIES
SHORT-TERM BORROWINGS & . o,
LONG-TERM DEBT ]

Toral liabilities .. ....... .4 ! .......

SHAREHOLDERS' EQUITY:
Common stock, par value $.01;
issued
Surplus
Accumulated other comprehensive loss, net of tax

Retained earnings
Treasury stock, 1,010,708 and ?89,71 1 shares ar cost for 2006 and 2005, respectively . ...

TOTAL SHAREHOLDER l’%:EQUITY
TOTAL LIABILITIES ANDISHAREHOLDERS’ EQUITY

The accompanying notes are an integral part of these consolidated statements.
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2006

2005 "

$ 14,668,283

$ 15602679,

Ou-j

13,791,366 5,949,789
28,459.649 11, 552 468
25,000
119,763,324 110,764, 972
5,179,900 5,202,800 -- —
441,574,169 431, 526 999
18,864,475 19, 425 270
10,530,690  10,143i303 -
6,095,539 5210,216 - .
4,097,773 4,097:773: -
2,010,942 2,234,154
9,694,871 11,324,731
$646,296,332  $621,482,686 .

$ 62,044974

$ 63,404,027

76,712,623 81,475,068
47.463,110 57,830,586
109,140,169 82,648,323
154,701,580 140,872,659
450,062,456 426,230,663
3,169,744 2,434,303 .
12,158,963 14,272,404
1,756,988 1,248,367
87,552,632 89,587,719
554,700,783 533,773,456
73,175 73,175
9,233,279 9,233,279
(274,910) (384,727)
96,712,701 89,664,886
(14,148,696}  (10,877,383)
91,595,549 87,709,230
$646,296,332

$621,482,686 "'




UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
FOR THE YEARS ENDED DECEMBER 31, 2006, 2005, AND 2004

I 2006 2005 2004
INTEREST INCOME:
Interest and feesonloans .. ... ... o $52,630,344 $46,914,359 $43,437,915
Interesr on investment securiries available-for-sale:
Taxable ..o 5,100,628 4,379,747 4,771,742
TaX-EXEIMPE o\ o\ttt e et e et e e e 760,312 871,292 930,352
Other interest and dividends . ....... ... .. ... ... . . .. .. .. 728,054 514,010 293,757
Total INterest INCOME .« .ottt e et e e e 59,219,338 52,679,408 49,433,766
INTEREST EXPENSE:
[nterest on deposits ... ..ot 11,691,855 8,162,144 6,551,774
Interest on short-term borrowings .......... . ... ... ... . ... 144,942 44,819 32,259
Interest on long-termdebt . ... ... o L 4,155,053 3,603,305 3,784,829
Total interest expense ... ... . 15,991,850 11,810,268 10,368,862
NETINTEREST INCOME . ... . e e 43,227,488 40,869,140 39,004,904
PROVISION FORLOANLOSSES ... i 3,725,974 3,853,052 3,723,708
Net interest income after provision for loan losses . ................ .. ... 39,501,514 37,016,088 35,341,196
NON-INTEREST INCOME:
Service and other charges on depositaccounts . ........... ... ... oL " 3,146,615 2,941,213 3,258,596
Credit life insurance InCome ... ... e 825,689 769,648 937,425
Investment securities (losses), net . ......... .. .. ... . .. ... ... ... (268) (37,232) (37,716)
Other inCome . ... e 1,648,576 1,604,363 1,596,326
Total non-interest iINCOME . . ... e 5,620,612 5,277,992 5,754,631
NON-INTEREST EXPENSE:
Salaries and employee benefies ... ... ... L oL e 14,425,832 14,146,283 12,963,947
Furniture and equipment expense ............oviiiurii . 1,363,709 1,338,226 1,370,627
Occupancy expense . ................ e 1,695,795 1,551,365 1,498,266
Otherexpense .......... .. ... cciiivino. ... [ 6,296,968 6,023,121 6,212,453
" Total NON-INEErest @XPeNSE . . ..o vttt ettt et 23,782,304 23,058,995 22,045,293
INCOME BEFORE INCOME TAXES . ... e 21,339,822 19,235,085 19,050,534
PROVISION FOR INCOME TAXES .. ... .. . 7,095,281 5,579,032 5,919,984
NETINCOME ... ... . e e e $14,244,541 $13,656,053 $13,130;350
AVERAGE NUMBER OF SHARES QUTSTANDING .................. 0,367,232 6,428,287 6,430,789
BASIC AND DILUTED NET INCOMEPERSHARE . ............. ... .. $ 224 % 212 % 2.04
DIVIDENDS PER SHARE ... e $ 1.07 % 95 % 72
The accompanying notes are an integral part of these consolidated statements.
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| UNITED S?EJURITY BANCSHARES, INC. AND SUBSIDIARIES
: CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY
FOR j"__-lE YEARS ENDED DECEMBER 31, 2006, 2005, AND 2004

3 Accumulated
Other Treasury
3 Common Comprehensive Retained Stock,
k Stock Surplus Income (Loss) Earnings at Cost
BALANCE, December 31, 2003 ft $73,175 $9,233,279 $ 977,322 $73,794,123 $(10,748,694) $73,3:‘_2T9_;:20
Net income ............... 190 0 0 0 13,130,550 0 13,130
Other comprehensive loss . . . . E . 0 o (30,607) - 0 0 {30,¢
. Dividendspaid ............ 13 0 0 0 (4,631,237) 0 (‘6353
Purchase of treasury stock . . . . ;‘i - 0 ¢ 0 7 0 (50,310} :
. Minority interest ........... E e 0 0 0 165,276 0
BALANCE, December 31,2004 §2.... 73,175 9,233,279 946,715 82,458,712 (10,799,004) 81,91
Netincome ............... 5 0 0 0 13,656,053 0 13,656
Other comprehensive loss . .. {3 0 0 (1,331,442) 0 _ 0 (1,3317442)
Dividendspaid ............ ; , 0 Y, 0 (6,110,660) 0 (6,1;1:0::635@);
Purchase of treasury stock . . . . f . 0 0 0 0 (78,379) ‘
~ Minority interest ..., ... 1. .. 0 o] 0 (339,219) 0 (339;2.
BALANCE, December 31,2005 §2... 73,175 9,233,279 (384,727) 89,664,886 (10,877,383) 87,709;
" Netincome ............... L. 0 0 0 14,244,541 T 0 1424434
~ Other comprehensive income A SN 0 0 109,817 0 0] 109;8
: Dividendspaid ............ A 0 0 0 (6,821,709) 0 (68213
* Purchase of rreasury stock ... B . .. 0 0 0 0 (3,271,313) (3,27
" Minority interest ........... S 0 0 0 (375,017) : 0 {375,017

BALANCE, December 31,2006 ... $73.175 $9.233279 §$ (274910) $96,712,701 $(14,148,696) $91,595,54

TR
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UNITED SECURITY BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
FOR THE YEARS ENDED DECEMBER 31, 2006, 2005, AND 2004

. 2006 2005 2004
Net Income ... .. .. e $14,244,541 $13,656,053 $13,130,550
Other comprehensive income {loss):
Change in unrealized holding gains (losses) for derivatives arising during
period, net of tax (benefit) of ($7,594}, $111,625, and $227,020,
respectively . ... (12,657) 186,626 355,980
Reclassification adjustment for net gains realized on derivatives in net
income, net of taxes of $80,632 and $60,474, respectively ............ (134,387} (100,790} o]
Change in unrealized holding gains (losses) on available-for-sale securities
arising during period, net of tax (benefits) of $154,016, ($864,329}, and
($246,095), respectiveby .. ... ... ... ... ... 256,694  (1,440,548) {410,159)
Reclassification adjustment for net losses realized on available-for-sale
securities realized in net income, net of benefits of $101, $13,962, and
314,144, respectively ..o 167 23,270 23,572
Other comprehensive income {loss) ....... .. ... ... ... ... ... . ..., 109,817  (1,331,442) (30,607)
Comprehensive iINCOME - .« .ot $14,354,358 $12,324,611 $13,099,943

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

CONSPLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, 2006, 2005, AND 2004
2006 2005 2004 . =
. CASH FLOWS FROM OPERATING ACTIVITIES: - il o
Netincome .............. E : .................................. $ 14,244,541 $% 13,656,053 % 13,1._30_,550 s
Adjustments to reconcile net income to cash provided by operating Ti. F
= activities: L.
Depreciation ......... . 957,428 031,272 9_Q8_ 726 =
Provision for loan losses . FX.... 3,725974 3853052 3,723,008
Deferted income tax BEnefit .« ...+ vvvnerrnseeereneeerneeenss (69,229) (997,561) (27,680) 5
. Loss on sale of secufities, Bt - ... oovui i 268 37,32 31016 =
~ (Gain) loss on sale of fixed BSOS, ML ot {184) (109,762) 132,434 - =
Amortization of premium }a‘l"ld discounts, et .. ... 30,211 295,234 450, 931 =
Changes in assets and liabilities: LR -
: {Increase) decrease in atgrued interest receivable .............. (885,323) (561,148) 285 196
R Decrease {increase) in other ASSEES ittt (694,846)  (2,678,936) (2, OO? 191) I
' Increase in interest paygl}le ................................ 735,441 536,157 67, 120 Sz
‘ (Decrease) increase in ot{er liabilities ... (420,707) 3,679,440 2,728,856 f
.: z Net cash provided byzoperating activities . .. ... .. 17,623,574 18,641,033 19,430,366 ;
- CASH FLOWS FROM INVESTH‘;IG ACTIVITIES: = =
Purchase of investment securities available-for-sale .. ................. {38,972,883) (23,637,780)
Purchase of FHLB stock . . . .. i‘i .................................. (745,100) 0
L Proceeds from sales of investment securities available-for-sale .......... 17,433 5,430,624
: Proceeds from maturities and prgpayments of securifies _ i
available-for-sale ........ B 30337595 273605250 298311236
Bas Purchase of cash surrender valufeilife IMSUTATICE 4 v v e cv e e v e e e e 0 (950,000 (1, 500 000) =
e Proceeds from redemption of FHLBstock . ... ... o o o Lo 768,000 0
Net change in loan portfolio . ? i__ .................................. (13,649,784) (38)344,491) (26, 753 658) -
Ner {increase) in federal funds . (25,000} 0 + 0 K
Purchase of premises and equlpin{ent 1= A R (645,369} (671,308) (663,936) 75
= Net cash and income acquired in } consolidarion of limited partnerships . . . (13,590} (73,476) 184;524
- Net cash used in mvisli:mg ACEIVITIES v\ oo (22,928,698} (30,885,906) (18.457_:3;3_3) -
- CASH FLOWS FROM FINANCING ACTIVITIES: e
- Net increase in customer depos‘lts ................................. 23,831,793 25,779,772 12,777,302
Net increase {decrease) in short- :term borrowings .......... ... .. ... 508,621 306,869 {1,645,925) ©
Proceeds from FHLB advances ‘and other borrowings . . ................ 45,000,000 50,000,000 25,000,000 - -
Repayment of FHLB advances Ad other borrowings . ....... ... .. ... (47,035,087} (50,048,977) (31,118,421) ..
Dividends paid ............ S T (6,821,709)  (6,110,660)  (4,631,237)
Purchase of treasury stock . . . !E .................................. (3,271,313} {78,379) (50 310)
Ner cash provided byjfinancing activities . .................. 12,212,305 19,848,625 331,409 -
NET INCREASE IN CASH AND,CASH EQUIVALENTS ....... ... ... 6907181 7,603,752 1304442
CASH AND CASH EQU]VALE;I}]TS, beginning of year ............... 21,552,468 13,948,716 12,644,275 =
CASH AND CASH EQUIVALENTS, endof year ... ... ... $ 28,459,649 $ 21,552,468 § 13,948,717 -
;l'i\e accompanying notes are an integral part of these consolidated statements. L
= 34 =12
5
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2.

' UNITELI")“‘EECURITY‘BA’NC“SHZARES; INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2006, 2005, AND 2004 '

DESCRIPTION OF BUSINESS

United Security Bancshares, Inc. {the “*Company” or “UUSBE”") and its subsidiary, First United Security Bank (the “Bank”

or “FUSB"), provide commercial banking services to customers located primarily in Clatke, Choctaw, Bibb, Shelby,
Tuscaloosa, and surrounding counties in Alabama and Mississippi. The Company also owns all of the stock-of First
Security Courier Corporation (“FSCC"}, an Alabama corporation. FSCC is a courier service organized to transport
items for processing to rhe Federal Reserve for financial institutions located in Southwest Alabama.

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

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Principles of Consolidation

The consolidated financial statements include the accounts of the Company, FSCC, the Bank and its wholly owned
subsidiaries. All significant intercompany balances and transactions have been eliminated. The Company considers a
voting entity to be a subsidiary and consolidares if the Company has controlling financial interest in the entity.
Variable Interest Entities (VIE’s} are consolidated if the majority of the expected losses or returns would be absorbed by
the Company. Unconsolidated investments in VIE's in which the Company has significant influence over operating
“and financing decisions are accounted for using the equity method. See Note 7 for further discussions of VIE's.

Reclassifications

Certain reclassifications have been made to the 2004 and 2005 financial statements te conform to the 2006
presentation with no effect on equity and net income.

Use of Estimates

The accounting principles and reporting policies of the Company, and the methods of applying these principles,

conform with accounting principles generally accepted in the United States (“GAAP”) and wirth general practices °

within the financial services industry. In preparing the consolidated financial statements, management is required to
make estimates and assumptions that affect the reported amounts of assets and liabilities as of the date of the
statements of condition and revenues and expenses for the period. Actual results could differ from those estimates.

Material estimares that are particularly susceptible to significant changes in the near term relate to the determination
of the allowance for loan losses and rhe valuarion of real estate acquired in connection with foreclosures or in
satisfaction of loans. In connection with the determination of the allowances for loan losses and real esrate owned, in
some cases, management obtains independent appraisals for significant properties, evaluates the overall portfolio
characteristics and delinquencies and monitors economic conditions.

A substantial portion of the Company's loans is secured by real estate in its primary markert area. Accordingly, the ultimare
pany Y p y gy

. collectibility of a substantial portion of the Company’s loan portfolic and the recovery of a portion of the carrying amount of

foreclosed real estate are susceptible to changes in economic condirions in the Company's primary market.
Cash and Cash Equivalents

For purposes of reporting cash flows, cash and cash equivalents include cash on hand and amounts due from banks. The
Company is required to maintain average balances by the Federal Reserve Bank. The average amount of rhis reserve

balance was $25,000 for the years ended December 31, 2006, and _2005.
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* shareholders’ equity in accumulated other comprehensive income. Investment secutities available-for-sale are
classified because managemen}_imay decide to sell certain securities prior to maturity for liquidity, tax planningZo
-other valid-business purposes. §The Company held no securities in its held-to-maturity portfolio or trading acco

1
.and discounts on investment_securities is determined by the interest method. Gains and losses on_the sal

Derivatives and Hedging Activities

= carried at fair value on the statemenc of condition. Statement 133 provides specml accounting provisions for derit

- E
== hedging-ifiétrument and idéntify the risk being hedged. The derivative instriment must bé’ Shown to meet specific

value of a'recognized asset or llablllty or of an unrecognized firm commitment (“fair-value” hedge) or (2) a hedgeio

; quahfles as a fa1r Value hedge, along with the loss or gam on the hedged asset or hablhty that “is attrlbutable &

UNITED _SE%URITY BANCSHARES, INC. AND:SUBSIDIARIES
NOTES TO CGN‘S’@E'I‘DA’TED FINANCTAL STATEMENTS—(CONTINUED)

Supplemental disclosures of cash flow 1nformat10n and noncash transactions related to cash flows for the years end
December 31, 2006, 2005, andi2004 are as follows:

2006 2005 2004
Cash paid during the period for:
Interest ............. 3% ... $15,256,409 $11,274,111 $10,179,580=
Income taxes .. ....... . £ 7,107 485 6,888,833 6,689,19
Nan-Cash Transactions: %
Other Real Estate Acquired in Settlement of Loans .. ......... 1,644,591 486,597 1,374,80
Revenue Recognition i

The main source of revenue for;the Company is interest revenue, which is recognized on an accrual basis calculate
non-discretionary formulas based on wrirten contracts, such as loan agreements or securities contracts. Lo
originarion fees are amortized into interest income over the term of the loan. Other types of non-interest revenue suc
as service charges on deposits : iatre accrued and recognized into income as services are provided and the amount of fee
earned is reasonably determinable.

Securities

Securities may be held in thtee portfolios: trading account securities, held-to-maturity securities, and SECUI‘IEIA
available-for-sale. Trading account securities are carried at market value, with unrealized gains and-losses includ
earnings.-Investment secunu%_s held-to-maturity are carried at cost, ad;usted for amortization ‘of premiums
accretion -of discounts. With regard to investment securities held-to-maturity, management has the intent and:
Bank has the ability to hold stch securities until maturity. Investment securities available-for-salelare carried at marke
value, with any unrealized gau!'lg or losses excluded from earnings and reflected; net of rax, as a separate componer

December 31, 2006, or 2005. Equity securities are classified as available-for-sale and recorded at fair markert value.
Interest earned on investmentfecurities available-for-sale is includéd in interest income. Amortization of premiums=
investment securities available-for-sale, computed principally on the specific identification” method are s

1F
separately-in non-interest mcoame it the Consolidated Statements of Income. -

- E ; . . Z
As part of the Company’s oveﬁll interest rate risk management, the Company uses derivative instruments, whic
include interest rate swaps, caps, and floors. Statements of Financial Accounting Standards No. 133, Accounting=for
Derivative Instruments and Hedgmg Activities, as amended (Statement 133), requires -alk derivative instruments toibe

instruments that qualify for hédge accounting. To be eligible, the Company must specifically identify a derivativ.

requirements under Statement 133.

The Company designates the’ derwanve on the date the derivative contract is-entered into as ( 1) a hedge of th

iz
forécasted: transaction of the varlablhty of cash flows to be received or paid related to a recogmzed asset or lia
(“cash-flow” hedge). Changes m the fair value of a derivative that is highly effective as and thatTis designate

cash-flow hedge is recorded i indd




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

(e.g., when periodic settlements on a variable-rate asset or liability are recorded in earnings). The remaining gain or
loss on the derivative, if any, in excess of the cumulative change in the present value of future cash flows of the hedged
item is recognized in earnings.

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

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

Loans and Interest Income

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

Interest on all loans is accrued and credited to income based on the principal amount outstanding.

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

Mortgage Loans Held-for-Sale )

At Deécember 31, 2006, and 2005, mortgage loans held-for-sale represented residential mortgage loans held-for-sale.
Loans held-for-sale are carried at the lower of aggregate cost or market value and are included in the loan classificarion
on the balance sheet. There were no loans held for sale at December 31, 2006. There were $79,800 loans held for sale
at December 31, 2005.

Allowance for Loan Losses

The allowance for loan losses is determined based on various components in accordance with Statement of Financial
Accounting Standards No. 114 Accounting by Creditors for Impairment of a Loan for individually impaired loans and
Statement of Financial Accounting Srandards No. 5 Accounting for Contingencies for pools of loans. The allowance for
loan losses is increased by a pravision for loan losses, which is charged to expense, and reduced by charge-offs, net of
recoveries. The allowance for loan losses is maintained at a level, which, in management's judgment, is adequate to
absarb credit losses inherent in the loan portfolio. The amount of the allowance is based on management’s evaluation
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consumer installment loang} hre subjected to a collective evaluation for impairment, considering delinquenc
repossession statistics, histotical loss experience, and other factors. Though-management believes the allowanx
loan losses to be adequate, ultimare losses may vary from their estimates. However, estimates are reviewed perlod1 ally,
and as adjustments become necessary, they are reported in earnings during periods they become known.

Long-Lived Assets

Premises and equipment are]stated at cost less accumulated depreciation. Depreciation is computed using the st?aight’
line and accelerated methodstover the estimated useful lives of the assets. Goodwill and core deposit intangibles“are” =
included in other assets. The Company adopted SFAS No. 142, Goodwill and Other Intangible Assets, which addresses. i
how intangible assets that f!\r‘e acquired individually or with a group of assets should be accounted for in financial.
statements upon their 'lcqmsmon The statement also requires companies to no longer amortize gnndwxll and’
intangible assets with mdeflmte useful lives, but instead test annually for impairment. The Company had} uﬁaﬁ_
adoption of this statement $4 1 million in unamortized goodwill and, in accordance with this statement, performéd a;

transition tmpairment test and an annual impairmenr analysis and cancluded that no impairment charge was needed:

Other Real Estate

selling costs. Losses arising from the acquisition of properties are charged agamst the allowance for loan losses. Other__.
real estate aggregated amoupted to $1,317,990 and $1,749,917 at December 31, 2006, and 2005, respectively,-and is:
included in other assets. Transfers from loans ro other real estate amounted to $1,644,591 in 2006. Transfers from other- -
real estate to loans amounted to $1,417,275. "

' l.u .’

Income Taxes

” '. O TR

liability method, deferred Y'IXtES are recogmzed for the tax consequences of temporary differences by applymg enacted
statutory tax rates appilcabie Yo future years to differences between the financial statement carrying amounts and’ thé_
basts of existing assets and’ liabilities. The effect on deferred taxes of a change in tax rates would be recogmze
income in the period that incjudes the enactment date.

l»h'!

Treasury Stock
Treasury stock purchases and'sales are accounted for using the cost method.

Earnings Per Share .

outstanding during the period:i
of December 31, 2006.
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The following table represents the earnings per share calculations for the years ended December 31, 2006, 2005, and
2004.

Weighted
Average Earnings
For the Years Ended: Net Income Shares Per Share
December 31, 2006 . .. oo $14,244,541 6,367,232 $2.24
December 31, 2005 ... . .o P $13,656,053 6,428,287 $2.12
December 31, 2004 . . . $13,130,550 6,430,789 -$2.04

New Accounting Standards

In September 2006, the FASB issued SFAS No. 158, Employers’ Accounting for Defined Benefit Pension and Other
Postretirement Benefit Plans {SFAS 158). SFAS 158 requires companies to recognize the overfunded or underfunded
status of a defined benefit postrerirement plan as an asset or liability in its statement of financial position. This
statement is effective for financial statements as of the end of fiscal years ending after December 15, 2006. The
company believes that SFAS 158 does not have a material impact on the consolidated financi