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Check whether the issuer (1) filed all reports required to be filed by
Section 13 or 15(d) of the Exchange Act during the past 12 nonths (or for such
shorter period that the registrant was required to file such reports), and (2)
has been subject to such filing requirenents for the past 90 days.

Yes X No __

Check if there is no disclosure of delinquent filers in response to Item
405 of Regulation S-B contained in this form and no disclosure will be
contained, to the best of the registrant's know edge, in definitive proxy or
other information statements incorporated by reference in Part 11l of this Form
10- KSB or any anmendments to this Form 10-KSB. X

The issuer's gross revenues for the fiscal year ended Septenber 30, 2002
wer e approxi mately $19, 669, 000.

As of Novenber 13, 2002, there were 1,958,069 shares of the registrant's
common stock issued and outstanding. The aggregate market value of the voting
stock held by non-affiliates, conmputed by reference to the average bid and asked
pri ce on Novenber 25, 2002, was approximately $23, 894,000 (1,803,311 shares at
$13. 25 per share). Solely for the purposes of this calculation it is assuned
that directors and executive officers are affiliates of the registrant.

DOCUMENTS | NCORPORATED BY REFERENCE

1. Portions of the Annual Report to Sharehol ders for the Fiscal Year Ended
Sept ember 30, 2002 (Part I1).

2. Portions of the Proxy Statenent for the 2003 Annual Meeting of Sharehol ders

(Part 111).
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PART |
| TEM 1. BUSI NESS
GENERAL

Uni on Financial Bancshares, Inc. ("Union Financial") is the savings and
I oan hol di ng conpany for Provident Conmmunity Bank (the "Bank"). Union Financia
has no material assets or liabilities other than its investnent in the Bank.
Union Financial's business activity consists primarily of directing the
activities of the Bank. Accordingly, the information set forth in this report,
including financial statements and related data, relates primarily to the Bank
Union Financial and the Bank are collectively referred to as "the Corporation”
her ei n.

The Bank is a federally-chartered, capital stock savings bank headquartered
in Union, South Carolina. The Bank's operations are conducted through its main
office and five full-service banking centers, all of which are located in the
upstate area of South Carolina. The Corporation opened a tenporary facility in
York County with a full service facility to be conpleted by the second quarter
of the fiscal year. The Bank is a menber of the Federal Honme Loan Bank ("FHLB")
and its deposits are insured up to applicable limts by the Savings Associ ation
I nsurance Fund ("SAIF') of the Federal Deposit Insurance Corporation ("FD C").

The business of the Bank consists primarily of attracting deposits fromthe
general public and originating nortgage | oans on residential properties |ocated
in Laurens, Union and Fairfield counties in South Carolina. The Bank al so makes
comercial real estate, construction, conmercial and consuner |oans and invests
in obligations of the federal governnent and its agencies and of state and | oca
muni ci palities. The Bank purchases both fixed and adj ustabl e rate nortgage-
backed securities issued by Freddie Mac, Fannie Mae and G nnie Mae. The Bank has
purchased variabl e rate nortgages origi nated by other organi zati ons. See
"Lending Activities." The principal sources of funds for the Bank's | ending
activities include deposits received fromthe general public, interest and
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princi pal repaynments on |loans and, to a | esser extent, borrow ngs fromthe
FHLB- At |l anta. The Bank's primary source of incone is interest earned on |oans
and investnents. The Bank's principal expense is interest paid on deposit
accounts and borrow ngs and expenses incurred in operating the Bank

This annual report contains certain "forward-|ooking statements"” within the
nmeani ng of the federal securities |aws. These forward-|ooking statenents are
generally identified by use of the words "believe," "expect," "intend,"
"anticipate," "estimate," "project" or sinilar expressions. These
forward-1 ooking statements include, but are not limted to, estimtes and
expectation of future performance with respect to the financial condition and
results of operations of the Corporation and other factors. These
forward-1ooking statements are not guarantees of future performance and are
subject to various factors that could cause actual results to differ materially
fromthese forward-1ooking statements. These factors include, but are not
limted to, changes in general econonic and narket conditions and the | egal and
regul atory environment in which Union Financial and the Bank operate and the
devel opnent of an interest rate environnent that adversely affects the
Corporation's interest rate spread or other inconme anticipated fromthe
Corporation's operations. These risks and uncertainties should be considered in
eval uating forward-|ooking statenents and undue reliance should not be placed on
such statements. The Corporation does not undertake-- and specifically disclains
any obligation-- to publicly release the results of any revisions which may be
nmade to any forward-1ooking statenments to reflect events or circunstances after
the date of such statements or to reflect the occurrence of anticipated or
unanti ci pated events.

COVPETI TI ON

The Corporation faces conpetition in both the attraction of deposit
accounts and in the origination of nortgage, commercial and consuner |loans. Its
nost direct conpetition for savings deposits has historically derived from ot her
thrift institutions and comrerci al banks | ocated in and around Union, Laurens
and Fairfield County, South Carolina. The Corporation faces additiona
significant conpetition for investor funds from noney nmarket instrunents and
mutual funds. It conpetes for savings by offering depositors a variety of
savi ngs accounts, convenient office |locations and other services.

The Corporation conpetes for loans principally through the interest rates
and loan fees it charges and the efficiency and quality of the services it
provi des borrowers, real estate brokers and home buil ders. The Corporation's

1
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conpetition for real estate |oans conmes principally fromother thrift
institutions, comrercial banks and nortgage banki ng conpani es.

Conpetition has increased and is likely to continue to increase as a result
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of legislative, regulatory and technol ogi cal changes and the continuing trend of
consolidation in the financial services industry. Technol ogi cal advances, for
exanpl e, have lowered barriers to market entry, allowed banks to expand their
geographi c reach by providing services over the Internet and made it possible
for non-depositing institutions to offer products and services that
traditionally have been provided by banks. The G amm Leach-Bliley Act, which
permts affiliation anong banks, securities firns and i nsurance conpanies, also
has changed and may continue to change the conpetitive environnment in which the
Bank conducts business. As of Septenber 30, 2002, a |local comercial bank and an
of fice of a regional comercial bank were |ocated in Union County, South
Carolina. The Corporation is the largest financial institution based in Union
County, South Carolina

AVERAGE BALANCES, | NTEREST AND AVERACGE Yl ELDS/ COST

The following table sets forth certain information for the periods
i ndi cated regarding: (1) average bal ances of assets and liabilities; (2) the
total dollar anmpbunts of interest incone from average interest-earning assets and
i nterest expense on average interest-bearing liabilities; and (3) average yields
and costs. Such yields and costs for the periods indicated are derived by
di vidi ng i ncome or expense by the average nonthly bal ance of assets or
liabilities, respectively, for the periods presented. Average bal ances are
derived from nont h-end bal ances. Managenent does not believe that the use of
nont h- end bal ances instead of daily balances results in any material difference
in the information presented

| NTEREST

AVERAGE
Yl ELDY COST

2
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<TABLE>
<CAPTI ON\>
YEAR ENDED SEPTEMBER 30,
2002
AVERAGE AVERAGE AVERAGE
BALANCE | NTEREST Yl ELD/ COST BALANCE
(DOLLARS | N THOUSANDS)
<S> <C <G <C <C
I nterest-earning assets:
Loans receivable, net (1).............. $ 165,085 $ 12,519 7.58% $ 163, 665
Mort gage- backed securities............. 73, 397 4,012 5.47 48, 721
I nvest nent securities:
Taxable........ ... ... ... . .. . 14, 606 1, 015 6. 95 19, 872
Nontaxable........... ... . .. . . . .. ... 17, 648 731 4.14 2,276
Total investnent securities............... 32, 254 1,745 5.41 22,148
Overnight deposits..................... 8, 246 86 1.03 5, 526
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Total interest-earning assets....... 278, 983 18, 361 6. 58
Non-interest-earning assets............... 18, 365
Total assets............ ... ... ..... $ 297, 347
Interest-bearing liabilities:
Savings accounts...............uiii... 15, 336 146 0. 95
Negoti abl e order of w thdrawal
accounts. . ... ... 37, 862 425 1.12
Certificate accounts................... 142, 953 5, 430 3.80
FHLB advances and ot her borrow ngs... .. 74,918 3,774 5.04
Total interest-bearing liabilities.. 271, 069 9,775 3.61
Non-interest-bearing liabilities....... 1,576
Total liabilities................... 272, 645
Sharehol ders' equity................... 24,702
Total liabilities and sharehol ders
EQUITY o $ 297, 348
Net interest income............... ... .... $ 8,586
Interest rate spread (2).................. 2.97%
Net interest margin (3) .................. 3.08%
Rati o of average interest-earning assets
to average interest-bearing liabilities.. 1. 03x
<CAPTI ON>
YEAR ENDED SEPTEMBER 30,
2000
AVERAGE AVERAGE
BALANCE | NTEREST Yl ELDY COST
(DOLLARS | N THOUSANDS)
<S> <C <C <G
I nt er est - earni ng assets:
Loans receivable, net (1).............. $ 183,692 $ 15,272 8.31%
Mort gage- backed securities............. 29, 157 1,711 5.87
I nvest ment securities:
Taxable. ... ... ... . . . 19, 962 1,411 7.07
Nontaxable.............. ... ... .. ....... 1,824 84 4. 60
Total investment securities............... 21, 786 1, 495 6. 86
Overnight deposits..................... 3,411 77 2.25
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Total interest-earning assets....... 238, 046 18, 555
Non-interest-earning assets............... 19, 794
Total assets........................ $ 257, 840

Interest-bearing liabilities:

Savings accounts....................... $ 16, 407 319
Negoti abl e order of w thdrawal
accounts. . ... ... 28,519 474
Certificate accounts................... 139, 621 7,574
FHLB advances and ot her borrow ngs... .. 49, 517 2,808
Total interest-bearing liabilities.. 234, 064 11,175
Non-interest-bearing liabilities....... 3, 657
Total liabilities................... 237,721
Sharehol ders' equity................... 20,119
Total liabilities and sharehol ders
EQUITY o $ 257, 840
Net interest income............... ... .... $ 7,380
Interest rate spread (2)..................
Net interest margin (3) .................. 3.10%
Rati o of average interest-earning assets
to average interest-bearing liabilities.. 1. 02x
</ TABLE>

(1) Average |oans receivable includes nonaccruing |oans. Interest income
not include interest on | oans 90 days or nobre past due.

(2) Represents difference between wei ghted average yield on all
i nterest-earning assets and wei ghted average rate on all interest-be
liabilities.

(3) Represents net interest incone before provision for loan | osses as a
percent age of average interest-earning assets.

3
<PAGE>
LENDI NG ACTI VI TI ES

Ceneral. Set forth belowis selected data relating to the conpositio
the Corporation's loan portfolio on the dates indicated (dollars in thous
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$ 116, 735
4, 844
12,335

(5, 445)
(2,718)

(1, 360)
176

<TABLE>
<CAPTI ON\>
AT SEPTEMBER 30,
2002 2001
AMOUNT PERCENT AMOUNT PERCENT
<S> <C <C <C <C
First nortgage | oans:
Conventional ............. $ 88,746 54.92% $ 99,593 63. 01%
Commercial loans......... 6, 961 4.31 1, 937 1.22
Construction loans....... 5,514 3.41 12, 259 7.76
Participation | oans
purchased............... -- -- 353 0.22
Total nortgage | oans.. 101, 221 62. 64 114, 142 72.21
Second nortgage loans....... 11,174 6. 92 10, 163 6.43
Consuner and install nent
loans. ......... ... ... ..... 25, 646 15. 87 20, 653 13. 06
Commercial loans............ 27,945 17. 29 19, 955 12. 63
Savi ngs account loans....... 1,723 1.07 2,009 1.27
Total loans........... 167, 709 103. 79 166, 922 105. 60
Less:
Undi sbursed | oans in
ProCessS. ........ouvuun.. (3,204) (1.97) (6,108) (3.86)
Loan di scount
unanortized............. (1, 685) (1.04) (1,922) (1.22)
Al | owance for | oan
losses. ................. (1, 371) (0. 85) (1, 080) (0.68)
Deferred loan fees....... 127 0.07 251 0.16
Net | oans receivable..... $ 161,576 100. 00 $ 158, 063 100. 00
<CAPTI ON>
AT SEPTEMBER 30,
1998
AMOUNT PERCENT
<S> <C <C
Fi rst nortgage | oans:
Conventional ............. $ 110, 190 77. 49%
Commercial loans......... 4,193 2.95
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Construction loans....... 12, 838 9.03
Partici pation | oans
purchased............... 665 0. 47
Total nortgage | oans.. 127, 886 89.94
Second nortgage loans....... 5, 857 4,12
Consuner and install ment
loans...................... 10, 679 7.51
Commercial loans............ 3,539 2.49
Savi ngs account loans....... 1,551 1.09
Total loans........... 149, 512 105. 15
Less:
Undi sbursed | oans in
Process. ..........c.o.u... (6, 625) (4. 66)

Loan di scount
unanortized............. -- --
Al | owance for | oan

losses. ............... (827) (0.59)
Deferred |oan fees....... 142 0.10
Net | oans receivable..... $ 142, 202 100. 00

</ TABLE>

The following table sets forth, at Septenber 30, 2002, certain infornmation
regardi ng the dollar anount of principal repaynents for |oans becom ng due
during the periods indicated (in thousands). Demand | oans (Il oans having no
stated schedul e of repaynents and no stated maturity) and overdrafts are
reported as due in one year or |ess.

DUE
AFTER
DUE 1 YEAR
W THI N THROUGH DUE AFTER
ONE YEAR 5 YEARS 5 YEARS TOTAL
First nortgage | oans:
Conventional loans ............ $ 1,474 $ 8,203 $ 86,030 $ 95,707
Construction loans (1)......... 5,514 -- -- 5,514
Second nortgage loans ............ -- -- 11,174 11,174
Consuner and installnent |oans ... 12,526 11, 867 1, 253 25, 646
Commercial loans ................. 6, 136 19, 694 2,115 27,945
Savings account loans ............ 1,723 -- -- 1,723
Total ....... ... ... . ... ... $ 27,373 $ 39,764 $ 100,572 $ 167,709
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(1) Includes construction/permanent | oans.

The actual average life of nortgage loans is substantially less than their
contractual term because of |oan repaynents and because of enforcenent of
due-on-sal e cl auses which give the Corporation the right to declare a | oan
i medi ately due and payable if, anbng other things, that the borrower sells the
real property subject to the nortgage and the loan is not repaid. The average
life of nortgage |oans tends to increase, however, when current nortgage | oan
rates substantially exceed rates on existing nortgage | oans.

4
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The follow ng table sets forth, at Septenber 30, 2002, the dollar anmount of

| oans due after Septenber 30, 2003 which have fixed rates of interest and which
have adjustable rates of interest (in thousands).

FI XED ADJUSTABLE TOTAL
Mortgage loans ... .. $ 47,077 $ 25,347 $ 74,424
Conmrercial |oans ... 19, 157 2,652 21, 809
Al other loans .... 28, 601 17,502 46, 103
Total ........ $ 94, 835 $ 45,501 $ 140, 336

Real Estate Loans. The Corporation originates conventional nortgage |oans
to enabl e borrowers to purchase existing single family homes or to construct new
hormes. The Corporation's residential real estate |oan portfolio also includes
loans on multi-famly dwellings (nore than five units). At Septenber 30, 2002
approxinately $101.2 mllion, or 62.6%of the Corporation's net l[oan portfolio
consi sted of |oans secured by residential real estate (net of undi sbursed
principal).

Ofice of Thrift Supervision regulations linmt the anpunt which federally
chartered savings institutions may lend in relationship to the apprai sed val ue
of the real estate securing the |oan, as deternmi ned by an appraisal at the tinme
of loan origination. Federal regulations pernmt a maximum]|oan-to-value ratio of
100% for one-to-four famly dwellings and 80%for all other real estate |oans.
The Corporation's |l ending policies, however, limt the maxi num | oan-to-val ue
rati o on one-to-four-famly real estate nortgage |oans to 80% of the |esser of
t he apprai sed value or the purchase price. Any single-famly |oan nade in excess
of an 80% | oan-to-value ratio and any comrercial real estate |loan in excess of a
75% | oan-to-value ratio is required to have private nortgage i nsurance or
additional collateral. In the past, the Corporation has origi nated sone
commercial real estate loans in excess of a 75% | oan-to-value ratio w thout
private nortgage insurance or additional collateral
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The | oan-to-value ratio, maturity and other provisions of the | oans nade by
the Corporation have generally reflected a policy of making | ess than the
maxi mum | oan perm ssi bl e under applicabl e regul ati ons, nmarket conditions, and
underwiting standards established by the Corporation. Mrtgage | oans nmade by
the Corporation are generally long-termloans (15-30 years), anortized on a
nonthly basis, with principal and interest due each nonth. In the Corporation's
experience, real estate loans remain outstanding for significantly shorter
periods than their contractual ternms. Borrowers may refinance or prepay |oans,
at their option, with no prepaynent penalty.

The Corporation offers a full conplenment of nortgage | ending products with
both fi xed and adjustable rates. Due to the nature of the Corporation's
mar ket pl ace, only a small percentage of "local" |oans are adjustable-rate
nortgage |l oans ("ARMs"). The mapjority of adjustable-rate loans in the portfolio
are originated outside of Union, Fairfield, and Laurens County by third party
originators. The Corporation has established a network of third party |oan
brokers who originate |oans for the Corporation, as well as other originators,
t hroughout the state of South Carolina. These |oans are originated and
underwitten using the sane ternms and conditions as |oans originated by the
Corporation. The Corporation offers ARMs tied to U S. Treasury Bills with a
maxi mum i nterest rate adjustment of 2% annually and 6% over the life of the
| oan. At Septenber 30, 2002, the Corporation had approximately $27.9 mllion of
ARMs, or 16.9% of the Corporation's total |oans receivable.

At Septenber 30, 2002, 42.4%of the Corporation's |loan portfolio consisted
of long-term fixed-rate real estate |oans. Net interest inconme depends to a
| arge extent on how successful the Corporation is in "matching” interest-earning
assets and interest-bearing liabilities. The Corporation has taken steps to
reduce its exposure to rising interest rates. For a discussion of these steps,
see "Managenent's Di scussion and Analysis of Financial Condition and Results of
Qperations” in the Annual Report.

Commercial real estate |oans constituted approxinmately $6.9 mllion, or
4.3% of the Corporation's net |loan portfolio at Septenber 30, 2002. Commercia
real estate |oans consist of permanent | oans secured by nmulti-famly |oans,
general | y apartnent houses, as well as comrercial and industrial properties,

i ncl udi ng of fice buildings, warehouses, shopping centers, hotels, notels and
ot her special purpose properties. Commercial real estate |oans are originated
and purchased for inclusion in the Corporation's portfolio. These | oans
general ly have 20 to 30 year anortization schedul es

5
<PAGE>
and are callable or have balloon paynments after five years. Typically, the |oan
docurments provide for adjustment of the interest rate every one to three years.

Fi xed-rate | oans secured by multi-fanmily residential and conmercial properties
have terns ranging from20 to 25 years.
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Loans secured by conmercial properties may involve greater risk than
single-famly residential |oans. Such | oans generally are substantially |arger
than single-famly residential |oans. The paynent experience on | oans secured by
commer ci al properties typically depends on the successful operation of the
properties, and thus may be subject to a greater extent to adverse conditions in
the real estate market or in the econony generally.

Construction Loans. The Corporation engages in construction lending that is
primarily secured by single family residential real estate and, to a nuch | esser
extent, conmercial real estate. The Corporation grants construction |oans to
individuals with a takeout for permanent financing from another financial
institution, and to approved builders on both presold and unsold properties.

Loan brokers are the Corporation's primary source for construction | oans.
The | oan broker sends the Corporation both individuals seeking construction
financing for their personal dwelling or builders seeking lines of credit for
the construction of single famly residences on both presold and unsold
properties. Construction loans to individuals are originated for a termof one
year or less or are originated to convert to permanent |oans at the end of the
construction period. Construction |loans are originated to builders for a term
not to exceed 12 nonths. Generally, draw inspections are handled by the
apprai ser who initially appraised the property; however, in some instances the
draw i nspections are perfornmed by the originating brokerage firm

Construction financing affords the Corporation the opportunity to achi eve
hi gher interest rates and fees with shorter terns to maturity than do
single-fam |y permanent nortgage | oans. However, construction |oans are
general ly considered to involve a higher degree of risk than single-fanily
per manent nortgage | ending due to: (i) the concentration of principal anong
relatively few borrowers and devel opnent projects; (ii) the increased difficulty
at the time the loan is nade of estimating the building costs and selling price
of the property to be built; (iii) the increased difficulty and costs of
nmoni toring the loan; (iv) the higher degree of sensitivity to increases in
mar ket rates of interest; and (v) the increased difficulty of working out |oan
probl enms. Specul ative construction | oans have the added risk associated with
i dentifying an end-purchaser for the finished property.

At Sept enber 30, 2002, the Corporation had approximately $5.5 million
outstanding in construction |oans, including approximately $3.2 mllion in
undi sbursed proceeds. OF the $5.5 million in construction |oans at Septenber 30,
2002, approximately $748,000 were "specul ative," neaning that, at the time the
| oan was nmade, there was no sales contract or permanent loan in place for the
finished home. Substantially all of these | oans were secured by one- to
four-famly residences.

Consumer Loans. Federal regulations permt federally chartered thrift
institutions to make secured and unsecured consumer |oans up to 35% of the
institution's assets. In addition, a federal thrift institution has |ending
aut hority above the 35% category for certain consumer |oans, such as hone equity
| oans, property inprovenent |oans, nobile hone | oans and | oans secured by

http://www.sec.gov/Archives/edgar/data/926164/000092838502003699/d10ksh.txt (12 of 46)9/8/2003 11:57:10 AM



http://www.sec.gov/Archives/edgar/data/926164/000092838502003699/d10ksb.txt

savi ngs accounts. The Corporation's consuner |oan portfolio consists primarily
of autonobil e | oans on new and used vehicles, nobile honme | oans, boat | oans,
hone equity | oans, second nortgage | oans, |oans secured by savings accounts and
unsecured | oans. As of Septenber 30, 2002, consuner |oans anmbunted to $38.5
mllion, or 23.0% of the Corporation's total |oan portfolio. The Corporation
makes consuner | oans to serve the needs of its custoners and as a way to inprove
the interest-rate sensitivity of the Corporation's |oan portfolio.

Consumer | oans tend to bear higher rates of interest and have shorter terns
to maturity than residential nortgage | oans. However, nationally, consuner |oans
have historically tended to have a higher rate of default than residential
nortgage | oans. Additionally, consumer |oans entail greater risk than do
residential nortgage |oans, particularly in the case of |oans that are unsecured
or secured by rapidly depreciating assets such as autonobiles. In these cases,
any repossessed collateral for a defaulted consurmer | oan may not provide an
adequat e source of repaynent of the outstanding |oan bal ance as a result of the
greater likelihood of danage, | oss or depreciation. The remaining deficiency
of ten does not warrant further substantial collection efforts against the
borrower beyond obtaining a deficiency judgnment. In addition, consuner

6
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| oan col l ections are dependent on the borrower's continuing financial stability,
and thus are nore likely to be adversely affected by job |oss, divorce, illness
or personal bankruptcy.

Commrer ci al Loans. The Corporation makes comerci al business loans primarily
inits market area to small businesses. The Corporation offers secured
comercial loans with maturities of up to 20 years. The term for repaynent will
normally be limted to the | esser of the expected useful life of the asset being
financed or a fixed amount of time, generally | ess than seven years. These | oans
have adj ustable rates of interest indexed to the prinme rate as reported in The
Wal| Street Journal and are payabl e on demand, subject to annual review and
renewal . When maki ng commerci al | oans, the Corporation considers the financia
statenments of the borrower, the borrower's paynment history of both corporate and
personal debt, the debt service capabilities of the borrower, the projected cash
flows of the business, the viability of the industry in which the customer
operates and the value of the collateral. Conmercial |oans are generally secured
by a variety of collateral, primarily accounts receivable, inventory and
equi prent, and are generally supported by personal guarantees. Depending on the
collateral used to secure the | oans, comercial |oans are made in anmounts of up
to 80% of the value of the collateral securing the |oan. The Corporation's
| argest commercial loan relationship was a $2.3 nmillion | oan secured by rea
estate located in Rock Hill, South Carolina. This |oan was perform ng accordi ng
toits original terns at Septenber 30, 2002

Unli ke residential nortgage | oans, which generally are nade on the basis of
the borrower's ability to nmake repayment fromhis or her enploynment or other
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i ncone, and which are secured by real property whose val ue tends to be nore
easily ascertai nable, conmercial |oans are of higher risk and typically are nmade
on the basis of the borrower's ability to make repaynent fromthe cash fl ow of
the borrower's business. As a result, the availability of funds for the
repaynent of commercial | oans may depend substantially on the success of the
busi ness itself. Further, any collateral securing such | oans nmay depreciate over
time, may be difficult to appraise and may fluctuate in val ue

Loan Solicitation and Processing. Loan originations come fromboth wal k-in
customers and | oan brokers. The | oan origination process for wal k-in custoners
includes an initial interviewwth an officer of the Corporation for the purpose
of obtaining a formal application. Upon receipt of a |oan application froma
prospective borrower, a credit report is ordered to verify specific information
relating to the loan applicant's enploynent, incone and credit standing. This
i nformation may be further verified by personal contacts with other reference
sources. An appraisal of the real estate intended to secure the proposed |loan is
undert aken by pre-approved, independent fee appraisers. As soon as the required
i nformati on has been obtained and the appraisal conpleted, the loan is submtted
to the authorized officer, loan conmttees or full Board of Directors for
review. The Corporation utilizes various officers and |oan conmittees for the
approval of real estate |oans. The President/Chief Executive O ficer has the
authority to approve loan requests up to and including $500, 000 i n secured
credit and up to and including $500,000 in unsecured credit. The President/ Chi ef
Executive Oficer or the Chief Credit Oficer along with two nmenbers of the
Board Loan Commttee has the authority to approve | oan requests up to $1, 000, 000
secured and $500, 000 unsecured. The Board of Directors has appointed a Board
Loan Committee conprised of two nmenbers el ected annually fromthe Board of
Directors and four senior executive officers of the Bank. A quorum of three
menbers, including at |east one Board nenber, is required for any action. This
Conmittee has the authority to approve all secured and unsecured | oan requests
with the exception of a single |oan request exceedi ng $2, 000,000 i n secured
credit and exceedi ng $1, 000,000 in unsecured credit, which require approval of
the entire Board of Directors.

Loan applicants are pronptly notified of the decision of the Corporation by
t el ephone, setting forth the ternms and conditions of the decision. If approved,
these ternms and conditions include the anobunt of the | oan, interest rate,
anortization term and a brief description of the real estate to be nortgaged to
the Corporation. The Corporation also issues a conmtnent letter to the
potential borrower which typically remains in effect for 60 days. The
Corporation's experience is that very few commtments go unfunded. See "Loan
Conmitnents."” The borrower is required to pay all origination costs incurred in
connection with the particular |oan closing.

Loan Originations, Purchases and Sal es. The Corporation purchases | oans
fromnortgage brokers primarily located in South Carolina. The | oan types
purchased are prinarily adjustable rate residential |oans. The Corporation had
total purchases through the broker network of $6.6 million in fiscal 2002. The
Cor poration reduced broker |oan purchases beginning in fiscal 2001 to provide an
i ncreased capital allocation for consunmer and comercial |ending. At Septenber
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30, 2002, the Bank was servicing $45.8 mllion of |oans for others.
7
<PACE>
The Corporation purchases participation interests in |oans originated by
other institutions. These participation interests are on both residential and

commerci al properties and carry either a fixed or adjustable interest rate.

The following table sets forth the Corporation's |loan origination and sale
activity for the periods indicated (in thousands):

YEAR ENDED SEPTEMBER 30,

2002 2001 2000
Loans ori gi nat ed:
First nortgage | oans:

Conventional loans .................. $ 9,926 $ 28, 795 $ 34,321
Construction loans .................. 6, 625 11,726 16, 526
Total nortgage |oans originated .. 16, 551 40, 521 50, 847
Consumer 1 0oans . ........ .. 12, 318 15, 467 15, 523
Commercial loans ........... ... ... 57, 838 27, 359 13, 357
Total loans originated ........... $ 86, 707 $ 83, 347 $ 79, 727
Loans purchased ............. ... .. ... ...... $ 5,275 $ 30,851 $ 44,102
Loans sold ........ .. -- $ 32,868 $ 43,508

Loan Conmitnments. The Corporation's commitnents to make conventiona
nortgage | oans on existing residential dwellings are normally nmade for periods
of up to 60 days fromthe date of |oan approval. See "Financial Condition
Liquidity and Capital Resources" in the Annual Report.

Loan Origination and Oher Fees. In addition to interest earned on | oans
and fees for making |l oan commitnents, the Corporation charges origination fees
or "points" for originating |loans. Loan origination fees are usually a
percentage of the principal anmount of the nortgage |oan, typically between 0.5%
and 2% depending on the terns and conditions. O her fees collected include |ate
charges applied to delinquent paynents and fees collected in connection with
| oan nodifications. The Corporation charges a 5% | ate charge fee on paynents
del i nquent 15 days or nmore on new | oan originations, |oan nodifications, |oan
assunptions and |l oans currently in the Corporation's portfolio where applicable.
The 5% | ate charge is cal cul ated on the delinquent nonthly principal and
i nterest paynment anmount. Late charges and nodification fees do not constitute a
material source of incone. Current accounting standards require fees received
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(net of certain loan origination costs) for originating |l oans to be deferred and
anortized into interest inconme over the contractual life of the loan. As of

Sept enber 30, 2002, the Corporation had net deferred | oan fees of approxi mately
$251, 000

Probl em Assets. When a borrower fails to make a required paynent on a | oan
the Corporation attenpts to cure the default by contacting the borrower. In
general, borrowers are contacted after a paynent is nore than 30 days past due.
In nost cases, defaults are cured pronptly. |If the delinquency on a nortgage
loan is not cured through the Corporation's normal collection procedures, or an
acceptabl e arrangenent is not worked out with the borrower, the Corporation wll
institute nmeasures to renedy the default, including commencing a foreclosure
action.

Loans are reviewed on a regular basis and an all owance for uncollectible
interest is established against accrued interest receivable when, in the opinion
of managerent, the collection of additional interest is doubtful. An allowance
for uncollectible interest on real estate |oans and consunmer loans is
establ i shed when either principal or interest is nore than 90 days past due
Subsequent paynents are either applied to the outstanding principal balance or
recorded as interest income, depending on the assessnment of the ultinmate
collectibility of the loan. See Notes 1 and 3 of Notes to Consolidated Financia
Statements.

The Corporation generally determines a loan to be inpaired at the tine
managenment believes that it is probable that the principal and interest may be
uncol | ecti bl e. Managenment has determned that, generally, a failure to make a
payment within a 90-day period constitutes a m ninum delay or shortfall and does
not generally constitute an inpaired | oan. However, nmanagenent reviews each past
due | oan on a | oan-by-1oan basis and may determine a loan to be inpaired prior
to the | oan beconi ng over 90 days past due, dependi ng upon the circunstances of
that particular loan. A loan is classified as non accrual at the tine nanagenent
beli eves that the collection of interest is inprobable, generally when a | oan
becones

<PAGE>

90 days past due. The Corporation's policy for charge-off of inpaired

loans is on a | oan-by-loan basis. At the time managenent believes the collection
of interest and principal is renote, the loan is charged off. The Corporation's
policy is to evaluate inpaired | oans based on the fair value of the collateral
Interest income frominpaired | oans is recorded using the cash nethod.

Real estate acquired by the Corporation as a result of foreclosure or by
deed in lieu of foreclosure is classified as real estate owned bel ow. Wen such
property is acquired it is recorded at the |l ower of the unpaid principal bal ance
of the related loan or its fair nmarket value less selling costs. Any subsequent
wite-down of the property is charged to incone.
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The followi ng table sets forth information with respect to the
Corporation's non-performng assets for the periods indicated (dollars in
thousands). It is the policy of the Corporation to cease accruing interest on
| oans 90 days or nore past due. As of and for the years ended Septenber 30, 2002
and 2001, |loans total ed $809,293 and $121, 075 respectively, that were classified
wi thin the neaning of Statenent of Financial Accounting Standards ("SFAS') No.
15. The increase in inpaired | oans over the previous year was due to higher |oan
del i nquencies as a result of higher than state average unenpl oynent from pl ant
| ayof fs and closings in the surrounding conmunities. Also, at the dates
i ndi cated, there were no | oans which are not disclosed in the followi ng table
about which there was known informati on of possible credit problens of the
borrowers' ability to conply with the present repaynent ternmns:

<TABLE>
<CAPTI ON>
AT SEPTEMBER 30,

2002 2001 2000 1999
<S> <C <C <C <G
Loans accounted for on a non accrual basis:

Real estate .......... ... ... $ 916 $ 626 $ 763 $ 43
Commercial ........ ... . . .. .. . 524 160 247 --
CONSUMBI . . o e e e et e 426 9 106 141
Total ....... .. . . . . 1, 866 795 1,116 184
Accrui ng | oans which are contractual ly past
due 90 days OF mDre ..........iiiiiinunnnnnn. -- -- -- --
Real estate owned, net ....................... 356 77 459 241
Total non-performing assets ......... $ 2,222 $ 872 $ 1,575 $ 425
Percentage of | oans receivable net ........... 1.37% 0. 56% 0. 94% 0. 28%

</ TABLE>

Interest inconme that woul d have been recorded for the year ended Septenber
30, 2002 had nonaccruing | oans been current in accordance with their origina
terns anpbunted to approxi mately $112,000. There was no interest included in
i nterest incone on such |oans for the year ended Septenber 30, 2002

Al'l owance for Loan Losses. |In originating | oans, the Corporation recognizes
that losses will be experienced and that the risk of loss will vary with, anong
ot her things, the type of |oan being nmade, the creditworthiness of the borrower
over the termof the |oan, general econom c conditions and, in the case of a
secured |l oan, the quality of the security for the loan. To cover |osses inherent
in the portfolio of perform ng | oans, the Corporation naintains an allowance for
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| oan | osses. Management's periodic evaluation of the adequacy of the all owance
i s based on a nunber of factors, including managerment's eval uation of the
collectibility of the loan portfolio, the nature of the portfolio, credit
concentrations, trends in historical |oss experience, specific inpaired | oans
and econom ¢ conditions. The anpunt of the allowance is based on the estimated
val ue of the collateral securing the |oan and other analysis pertinent to each
si tuati on.

The Corporation increases its allowance for |oan | osses by charging
provisions for |oan | osses against incone. The allowance for |oan | osses is
nmai ntai ned at an anobunt nmanagenment consi ders adequate to absorb | osses inherent
in the portfolio. Al though nmanagenent believes that it uses the best information
avail abl e to nmake such determinations, future adjustnents to the allowance for
| oan | osses nmay be necessary and results of operations could be significantly
and adversely affected if circunstances differ substantially fromthe
assunptions used in making the determ nations.

The provision for loan |loss cal culation includes a segnentation of |oan
cat egori es subdivided by residential nortgage, conmercial and consuner | oans.
Each category is rated for all |oans including perform ng groups. The weights
assigned to each performng group is devel oped from previous | oan | oss
experi ence and as the | oss experience changes,

9
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the category weight is adjusted accordingly. In addition, as the |oan categories
i ncrease and decrease in balance, the provision for loan |loss calculation wll
adj ust accordingly.

Wil e the Corporation believes it has established its existing all owance
for loan | osses in accordance with generally accepted accounting principles,
there can be no assurance that regulators, in reviewing the Corporation's |oan
portfolio, will not request the Corporation to significantly increase its
al l owance for loan | osses. In addition, because future events affecting
borrowers and collateral cannot be predicted with certainty, there can be no
assurance that the existing allowance for |oan | osses is adequate or that
substantial increases will not be necessary should the quality of any |oans
deteriorate as a result of the factors di scussed above. Any material increase in
the al |l owance for |loan |osses will adversely affect the Corporation's financial
condition and results of operations. Managenent periodically evaluates the
adequacy of the allowance based upon historical delinquency rates, the size of
the Corporation's loan portfolio and various other factors. See Notes 1 and 3 of
Notes to Consolidated Financial Statements for information concerning the
Corporation's provision and all owance for possible | oan | osses.

The followi ng table sets forth an analysis of the Corporation's allowance
for loan | osses for the periods indicated (dollars in thousands):
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<TABLE>
<CAPTI ON>
AT SEPTEMBER 30,
2002 2001 2000 1999 1998
<S> <C <C <C <C <C
Bal ance at beginning of year .............. $ 1,080 $ 1,360 $ 836 $ 827 $ 928
Loans charged off:
Real estate ......................... (127) (180) (85) -- --
Comrercial ........... ... ... ......... (542) (211) -- -- --
CONSUIMBY . .ot (82) (176) (129) (106) (127)
Total charge-offs ................ (751) (567) (214) (106) (127)
Recoveri es:
Real estate .......... ... ............ 36 4 -- -- --
Commercial ......... ... ... ... ... .. ... -- 8 -- -- --
Consumer . ....... ... 16 35 64 10 26
Total recoveries ................. 52 47 64 10 26
Net charge-offs ...... ... ... ... ... ... ... ... (699) (520) (150) (96) (101)
Merger additions ............. .. ... ... ... -- -- 449 -- --
Provision for loan losses (1).............. 990 240 225 105 --
Bal ance at end of year .................... $ 1,371 $ 1,080 $ 1, 360 $ 836 $ 827
Rati o of net charge-offs to average gross
| oans out standing during the period ...... 0.42% 0.32% 0. 08% 0.07% 0.07%

</ TABLE>

(1) See "Managenent's Discussion and Anal ysis of Financial Condition and
Results of Operations"” in the Annual Report for a discussion of the factors
responsi bl e for changes in the provision for |oan | osses between the
peri ods.

The Corporation experienced bad debt charge-offs, net of recoveries, of
approxi mately $699,000 in fiscal 2002 conpared to $520,000 for fiscal 2001. The
increase in bad debt charge-offs over the previous year includes approxi nately
$500, 000 from one comercial |oan that was witten down due to a reduction in
the market value of the supporting loan collateral. The allowance for |oan
| osses to total loans ratio at the end of fiscal 2002 was 0.83% conpared to
0.67% at the end of fiscal 2001. Nonperforming assets which includes repossessed
assets and | oans on non accrual increased to $2,2 nillion at Septenber 30, 2002
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from $872, 000 at Septenber 30, 2001
10
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The followi ng table sets forth the breakdown of the all owance for | oan
| osses by |l oan category and the percentage of |oans in each category to tota
|l oans for the periods indicated. Managenent believes that the all owance can be
al l ocated by category only on an approxi mate basis. The allocation of the
al | owance to each category is not necessarily indicative of further |osses and

does not

(dollars in thousands):

restrict the use of the allowance to absorb | osses in any category

% OF LOANS
I N EACH
CATEGORY TO
TOTAL LOANS

<TABLE>
<CAPTI ON>
AT SEPTEMBER 30,
2002 2001 2000 1999
% OF LOANS % OF LQANS % OF LOANS % OF LQANS
I N EACH I N EACH I N EACH I N EACH
CATEGORY TO CATEGORY TO CATEGORY TO CATEGORY TO
AMOUNT TOTAL LOANS AMOUNT TOTAL LOANS AMOUNT TOTAL LOANS AMOUNT TOTAL LOANS AMOUNT
<S> <C <C <C <C <C <C <C <C <C
Real estate..... $ 357 27.98% $ 400 73.55% $ 600 79.76% $ 400 80.77% $ 400
85. 90%
Commercial...... 778 60. 97 100 1.23 200 2.89 75 2.12 100
Consuner........ 141 11. 05 500 25.22 500 17. 35 311 17. 11 277
Unal | ocated. .... 95 N A 80 N A 60 N A 50 N A 50
Total al | owance
for loan |l osses. $ 1,371 100.00% $ 1, 080 100.00% $ 1, 360 100.00% $ 836 100.00% $ 827
100. 00%
</ TABLE>

The Corporation adjusts bal ances on real

estate acquired in settlenment of

loans to the | ower of cost or market based on apprai sed val ue when the property

is received in settlenent.

sal es experi ence.
Statenments.

Asset C assification
savings institutions to classify problem assets.
system problem assets of
"l oss, "

"doubtful" or
asset

i s considered
net worth and paying capacity of the borrower or of the collatera

These val ues reflect current market conditions and

See Notes 1 and 3 of Notes to Consolidated Financia

"substandard” if it

The O fice of Thrift Supervision (the "OIS")
Under this classification
insured institutions are classified as "substandard, "
dependi ng on the presence of certain characteristics. An

i s inadequately protected by the current
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any. "Substandard" assets include those characterized by the "distinct
possibility" that the institution will sustain sonme loss if the deficiencies are

not corrected. Assets classified as "doubtful"
i nherent in those classified as "substandard"

have al

t he weaknesses present make "collection or liquidation in full,"
"hi ghly questionabl e and

i nprobabl e."” Assets classified as "loss" are those considered "uncol | ectibl e"
and of such little value that their continuance as assets w thout the
establ i shment of a specific loss reserve is not warranted. Assets that do not

currently existing facts, conditions, and val ues,

currently expose the insured institution to sufficient

of the weaknesses
with the added characteristic that
on the basis of

risk to warrant

classification in the above-nmenti oned categories but possess weaknesses are

desi gnat ed "special nention."

Wien an institution classifies problemassets as either substandard or

doubtful, it is required to establish genera

amount deened prudent by managenent. Cenera

al | owances for
al | owances represent

al | owances whi ch have been established to recognize the inherent

with lending activities, but which, unlike specific allowances,

| oan | osses in an

| oss

ri sk associ at ed
have not been

allocated to particular problem assets. Wen an institution classifies problem
assets or a portion of assets as loss, it is required either to establish a
specific allowance for |osses equal to 100% of the anpbunt of the asset or a

An institution's
determ nation as to the classification of its assets and the anount of its
valuation all owances is subject to review by the OIS which can order the
establ i shment of additional general or specific |oss all owances.

portion thereof so classified or to charge-off such anount.

The followi ng table sets forth the nunber and anount of classified | oans at

Sept enber 30, 2002 (dollars in thousands):
11
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<TABLE>
<CAPTI ON>

<S> <C <C
Real estate.............. -- $
Commercial ............... --
Consunmer................. - -

</ TABLE>

I N\VESTMENT ACTI VI TI ES
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DOUBTFUL
NUVBER AMOUNT
<C <C
.- $ -
.- $ -

SUBSTANDARD

<C <C

30 $ 1,413
7 2,002
16 532
53 $ 3,947

SPECI AL MENTI ON
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SFAS No. 115, "Accounting for Certain Investnents in Debt and Equity
Securities," requires that investnents be categorized as "held to maturity,"
"trading securities" or "available for sale," based on managenent's intent as to
the ultimate disposition of each security. SFAS No. 115 all ows debt securities
to be classified as "held to maturity" and reported in financial statenents at
anortized cost only if the reporting entity has the positive intent and ability
to hold those securities to maturity. Securities that m ght be sold in response
to changes in market interest rates, changes in the security's prepaynent risk
i ncreases in |oan demand, or other simlar factors cannot be classified as "held
to maturity." Debt and equity securities held for current resale are classified
as "trading securities." The Corporation currently does not use or maintain a
tradi ng account. Such securities are reported at fair value, and unrealized
gai ns and | osses on such securities would be included in earnings. Debt and
equity securities not classified as either "held to naturity" or "trading
securities" are classified as "available for sale." Such securities are reported
at fair value, and unrealized gains and | osses on such securities are excl uded
fromearnings and reported as a net anobunt in a separate conponent of equity.

The followi ng table sets forth the Corporation's investnent and
nort gage- backed securities portfolio at the dates indicated (dollars in
t housands):

<TABLE>
<CAPTI O\>
AT SEPTEMBER 30,
2002 2001
CARRYI NG  PERCENT OF CARRYI NG  PERCENT OF
VALUE PORTFQOLI O VALUE PORTFQOLI O
<S> <C <C <C <C
AVAI LABLE FOR SALE
I nvest nent securities:
U. S. Agency obligations .......... $ 10,599 9.01% $ 13,494 17.35%
Corporate securities ............. 3,717 3.16 -- --
Muni ci pal securities ............. 14, 597 12. 41 9,726 12. 50
Total investnent securities ... 28,913 24.58 23, 220 29. 85
Mor t gage- backed and rel at ed
SEeCUrities ........iin... 88, 720 75. 42 54, 582 70. 15
Total available for sale ...... $ 117, 633 100.00% $ 77,802 100. 00%
HELD TO MATURI TY:
I nvest nent securities:
U S. Agency obligations .......... $ -- --% $ 950 8. 40%

Mort gage- backed and rel at ed
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CARRYI NG  PERCENT OF
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1, 669 5.71
16, 955 57.98
12, 285 42.02
$ 29, 240 100. 00%
$ 2,477 6.58%
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Securities ......... . - - - - 10, 365 91. 60 35,175 93. 42

Total held to maturity ........ $ -- -- $ 11, 315 100.00% $ 37, 652 100. 00%

</ TABLE>

During the quarter ended Decenmber 31, 2001 the Corporation reclassified
approximately $24.0 mllion in nortgage backed securities fromheld to maturity
to available for sale as part of the adoption of FASB 133, "Accounting for
Derivative Instruments and Hedging Activities." The purpose of this transfer was
to allow for the sale of the fixed rate securities in order to reduce interest
rate ri sk exposure.

The Corporation purchases nortgage-backed securities, both fixed-rate and
adj ustabl e-rate, from Freddie Mac, Fannie Mae and G nnie Mae with naturities
fromfive to 30 years. The Corporation also purchases adjustable-rate Snal
Busi ness Administration securities that are backed by the full faith and credit
of the U S. governmnent.

12
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The Corporation also purchases nortgage derivative securities in the form
of collateralized nortgage obligations ("CM3>s"). Wile these securities possess
mnimal credit risk due to the Federal guarantee backing the U S. government
agenci es, they do possess liquidity risk and interest rate risk. The anortized
cost and fair value of the CMOs at Septenber 30, 2002 was approximately $3.4
mllion. See Note 2 of Notes to Consolidated Financial Statements for nore
i nformation regardi ng i nvestment and nortgage- backed securities.
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The following table sets forth at anortized cost and narket val ue the
maturities and wei ghted average yields of the Corporation's investnment and
nort gage- backed securities portfolio at Septenber 30, 2002 (dollars in
t housands) :

<TABLE>
<CAPTI ON>
AMOUNT DUE OR REPRI CI NG W THI N:

ONE YEAR OVER ONE TO OVER FI VE TO
OR LESS FI VE YEARS TEN YEARS
V\EI GHTED V\EI GHTED WEI GHTED
CARRYI NG AVERAGE CARRYI NG AVERAGE CARRYI NG AVERAGE
VALUE YI ELD VALUE YI ELD VALUE YI ELD
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<S> <C <C <C <C <C <C
AVAI LABLE FOR SALE
I nvest nent securities:
U S. Agency obligations ....... $ 1,371 5.98% $ 356 6.44% $ 8, 351 6. 25%
Corporate securities .......... -- -- -- -- -- --
Muni ci pal securities .......... 30 4. 30 171 4. 40 -- --
Total investnent securities .. 1,401 5.94 527 5.78 8, 351 6. 25
Mor t gage- backed and rel at ed
securities ......... .. ... 20, 435 4.16 27,773 4. 89 5,044 6.21
Total available for sale ..... $ 21,836 4.27  $ 28, 300 4.91 $ 13, 395 6.23
<CAPTI ON>
AMOUNT DUE OR REPRI CI NG W THI N:
OVER
TEN YEARS TOTAL
VEI GHTED V\EI GHTED
CARRYI NG AVERAGE CARRYI NG AVERAGE
VALUE Yl ELD VALUE Yl ELD
<S> <C <C <C <C
AVAI LABLE FOR SALE:
I nvest nent securities:
U. S. Agency obligations ....... $ 520 6.50% $ 10,598 6.23%
Corporate securities .......... 3,717 6. 68 3,717 6. 68
Muni ci pal securities .......... 14, 396 4.53 14, 597 4.53
Total investnent securities .. 18, 633 5.01 28,912 5.43
Mor t gage- backed and rel at ed
Securities .......... ... .. 35, 469 6.73 88, 721 5.53
Total available for sale ..... $ 54,102 6. 14 $ 117,633 5.51
</ TABLE>
14
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At Sept enber 30, 2002, approximately $43.8 nillion
securities were adjustable-rate securities.

DEPCSI TS AND BORROW NGS

Deposits are the major source of the Corporation's
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ot her investment purposes. In addition to deposits, the Corporation derives
funds from principal repaynents and interest paynents on | oans and i nvestnent

and nortgage- backed securities. Principal repaynments and interest paynments are a

relatively stable source of funds, although principal prepaynments tend to slow
when interest rates increase. Deposit inflows and outflows nay be significantly
i nfl uenced by general narket interest rates and noney market conditions. During
fiscal year 2002, the Corporation experienced a net increase in deposits of
approximately $6.2 mllion due to the result of various deposit pronption
progranms with continued enphasis on increasing core deposits. The Corporation
borrowed funds to support the remai ning growh experienced in fiscal 2002.

Deposits. Local deposits are, and traditionally have been, the primry
source of the Corporation's funds for use in lending and for other genera
busi ness purposes. The Corporation offers a nunber of deposit accounts including
NOW accounts, nobney market savings accounts, passbook and statenment savings
accounts, individual retirenment accounts and certificate of deposit accounts.
Deposit accounts vary as to terms regardi ng wi thdrawal provisions, deposit
provi sions and interest rates.

The Corporation adjusts the interest rates offered on its deposit accounts
as necessary so as to remain conpetitive with other financial institutions in
Uni on, Laurens and Fairfield County.

The following table sets forth the tine deposits of the Corporation
classified by rates as of the dates indicated (in thousands):

<TABLE>
<CAPTI ON>
AT SEPTEMBER 30,
2002 2001
<S> <C <C
Up t0 2.0% ...t i e $ 16, 830 $ --
2.01%t0o 4.0% ......... ... 90, 116 18, 152
4.01%t0 6.0% ........0iii... 29,103 98, 064
6.01%to 8.0%...................... 2,791 24,187
Total savings certificates ...... $ 138, 840 $ 140, 403
</ TABLE>

The followi ng table sets forth the maturities of tine deposits at Septenber 30,
2002 (in thousands):

AMOUNT
Wthin three nonths ......... ... .. . .. ... .. .... $ 42,841
After three nonths but within six nonths ....... 22,281
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After six nmonths but within one year ........... 31, 468
After one year but within three years .......... 32, 465
After three years but within five years ........ 9,625
After five years but within ten years .......... 160

Total ... $ 138, 840

Certificates of deposit with maturities of |ess than one year decreased
from$116.8 million at Septenber 30, 2001 to $96.6 million at Septenber 30
2002. Historically, the Bank has been able to retain a significant amunt of its
deposits as they mature. |In addition, nanagenent of the Bank believes that it
can adjust the offering rates of savings certificates to retain deposits in
changi ng interest rate environnents.
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The followi ng table indicates the amount of the Bank's junbo certificates
of deposit by tine remaining until maturity as of Septenber 30, 2002 (in

t housands). Junbo certificates of deposit are certificates in amounts of
$100, 000 or nore.

MATURI TY PERI GD AMOUNT
Three nmonths or less ........... .. .. ... .. ... $ 10, 145
Over three through six months .................. 5,276
Over six months through 12 nonths .............. 7,449
Over 12 nmonths ... ... . . . . i 10, 004
Total junbo certificates ..................... $ 32,874

See Note 6 of Notes to Consolidated Financial Statenents for additiona
i nformati on about deposit accounts.

Borrowi ngs. The Corporation utilizes advances fromthe FHLB agreenents and
ot her borrow ngs (treasury, tax and | oan deposits, security repurchase
agreenments and trust preferred capital obligations) to supplenent its supply of
| endabl e funds for granting | oans, nmeking investments and neeting deposit
wi t hdrawal requirements. See "Regul ati on and Supervision -- Federal Hone Loan
Bank System "

The followi ng tables set forth certain information regardi ng borrow ngs by
the Bank at the dates and for the periods indicated (dollars in thousands):

<TABLE>
<CAPTI ON>
AT SEPTEMBER 30,
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<S>

Bal ance outstanding at end of period:
FHLB advances and ot her borrowings ..........
Wei ghted average rate paid on:

FHLB advances and ot her borrow ngs
</ TABLE>

<TABLE>
<CAPTI ON>

<S>
Maxi mum anmount of borrow ngs
out standi ng at any nonth end:
FHLB advances and other borrowings .........
Appr oxi mat e average short-term borrow ngs
outstanding with respect to:
FHLB advances and other borrowings .........
Appr oxi mat e wei ghted average rate paid on:
FHLB advances and ot her borrow ngs
</ TABLE>

At Septenber 30, 2002,
credit to purchase federal

2002 2001 2000
<C <C <C
$ 82, 000 $ 57, 007 $ 47, 687
5.04% 5.92% 6. 28%
YEAR ENDED SEPTEMBER 30,
2002 2001 2000
<C <C <C
$ 82, 000 $ 57,007 $ 55, 852
74,936 47,169 17,927
4.94% 5.41% 6.57%

the Corporation had unused short-termlines of
funds fromunrel ated banks totaling $15 mllion.

These lines of credit are available on a one-to-ten day basis for general

pur poses of the Corporation. All
wi thdraw these lines at their option.

of the |l enders have reserved the right to
At Septenber 30, 2002,

the Corporation had

unused lines of credit with the FHLB of Atlanta totaling $27 mllion.
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SUBSI DI ARY ACTI VI TI ES

Under OIS regul ati ons,
in service corporations, provided that at
excess of 1%is used primarily for comunity,
devel opnent projects. In 1997,
I nc.
benefit of the Bank's custoners.
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EMPLOYEES

The Corporation has 70 full-tinme enployees and 7 part-tine enpl oyees. None
of the enpl oyees are represented by a collective bargaining unit. The
Corporation believes that relations with its enpl oyees are excellent.

REGULATI ON AND SUPERVI SI ON
GENERAL

As a savings and | oan hol di ng conpany, Union Financial is required by
federal lawto file reports with, and otherw se conply with, the rules and
regul ations of the OTS. The Bank is subject to extensive regulation, exam nation
and supervision by the OIS, as its primary federal regulator, and the FDIC, as
the deposit insurer. The Bank is a nmenber of the FHLB and its deposit accounts
are insured up to applicable limts by the SAIF managed by the FDIC. The Bank
must file reports with the OIS and the FDI C concerning its activities and
financial condition in addition to obtaining regulatory approvals prior to
entering into certain transactions such as nergers with, or acquisitions of,
ot her savings institutions. The OTS and/or the FDI C conduct periodic
exam nations to test the Bank's safety and soundness and conpliance with various
regul atory requirenments. This regul ati on and supervi sion establishes a
conprehensive framework of activities in which an institution can engage and is
intended primarily for the protection of the insurance fund and depositors. The
regul atory structure also gives the regulatory authorities extensive discretion
in connection with their supervisory and enforcenment activities and exam nation
policies, including policies with respect to the classification of assets and
t he establishnment of adequate |oan |oss reserves for regul atory purposes. Any
change in such regul atory requirements and policies, whether by the OIS, the
FDI C or Congress, could have a material adverse inpact on Union Financial, the
Bank and their operations. Certain of the regulatory requirenents applicable to
the Bank and to Union Financial are referred to bel ow or el sewhere herein. The
description of statutory provisions and regul ati ons applicable to savings
institutions and their hol ding conpanies set forth in this report does not
purport to be a conplete description of such statutes and regul ations and their
effects on Union Financial and the Bank.

HOLDI NG COVPANY REGULATI ON

Uni on Financial is a nondiversified unitary savings and | oan hol di ng
conpany within the nmeaning of federal |aw. The Gramm Leach-Bliley Act of 1999
provi des that no conpany may acquire control of a savings association after My
4, 1999 unless it engages only in the financial activities permtted for
financial hol ding conpanies under the law or for nultiple savings and | oan
hol di ng conpani es as descri bed bel ow. Further, the Gramm Leach-Blil ey Act
specifies that, subject to a grandfather provision, existing savings and | oan
hol di ng conpani es nay only engage in such activities. The Conpany does qualify
for the grandfathered activities. Pernissible holding conpany activities include
banki ng services such as |l ending, trust services, insurance activities and
underwriting, investnent banking and real estate investnent.
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A savings and | oan hol ding conpany is prohibited from directly or
indirectly, acquiring nore than 5% of the voting stock of another savings
institution or savings and | oan hol di ng conpany, wi thout prior witten approva
of the OTS and fromacquiring or retaining control of a depository institution
that is not insured by the FDIC. In evaluating applications by hol di ng conpani es
to acquire savings institutions, the OIS considers the financial and manageria
resources and future prospects of the conpany and institution involved, the
ef fect of the acquisition on the risk to the deposit insurance funds, the
conveni ence and needs of the comunity and conpetitive factors.

The OIS may not approve any acquisition that would result in a multiple
savings and | oan hol di ng conpany controlling savings institutions in nore than
one state, subject to two exceptions: (i) the approval of interstate supervisory
acqui sitions by savings and | oan hol di ng conpanies and (ii) the acquisition of a
savings institution in another state if the

17
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laws of the state of the target savings institution specifically pernmt such
acquisitions. The states vary in the extent to which they pernmit interstate
savi ngs and | oan hol di ng conpany acqui sitions.

Al t hough savi ngs and | oan hol di ng conpani es are not subject to specific
capital requirenents or specific restrictions on the payrment of dividends or
other capital distributions, federal regulations do prescribe such restrictions
on subsidiary savings institutions as described bel ow. The Bank rust notify the
OTS 30 days before declaring any dividend to Union Financial. In addition, the
financial inpact of a holding company on its subsidiary institutionis a matter
that is evaluated by the OIS and the agency has authority to order cessation of
activities or divestiture of subsidiaries deened to pose a threat to the safety
and soundness of the institution

Acqui sition of the Company. Under the Federal Change in Bank Control act
("CIBCA"), a notice nust be submitted to the Office of Thrift Supervision if any
person (including a conpany), a group acting in concert, seeks to acquire 10% or
nore of the Conpany's outstanding voting stock, unless the Ofice of Thrift
Supervi sion has found that the acquisition will not result in a change in
control of the Conpany. Under the CIBCA, the Ofice of Thrift Supervision has 60
days fromthe filing of a conplete notice to act, taking into consideration
certain factors, including the financial and managerial resources of the
acquirer and the anti-trust effects of the acquisition. Any conpany that so
acquires control would then be subject to regulation as a savings and | oan
hol di ng conpany.

FEDERAL SAVI NGS | NSTI TUTI ON REGULATI ON

Busi ness Activities. The activities of federal savings institutions are
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governed by federal |aw and regul ations. These | aws and regul ati ons delineate
the nature and extent of the activities in which federal associations may
engage. In particular, many types of lending authority for federal savings
banks, e.g., commercial, non-residential real property |oans and consuner | oans,
are limted to a specified percentage of the institution's capital or assets.

Capital Requirenents. The OTS capital regulations require savings
institutions to neet three mninmumcapital standards: a 1.5%tangi ble capita
ratio, a 4%l everage ratio (3% for institutions receiving the highest rating on
the CAMELS rating systen) and an 8% risk-based capital ratio. In addition, the
pronpt corrective action standards discussed bel ow al so establish, in effect, a
m ni mum 2% t angi bl e capital standard, a 4%l everage ratio (3% for institutions
recei ving the highest rating on the CAMELS financial institution rating system
and, together with the risk-based capital standard itself, a 4% Tier
ri sk-based capital standard. The OIS regul ations also require that, in neeting
the tangi bl e, |everage and risk-based capital standards, institutions nust
general | y deduct investrments in and | oans to subsidiaries engaged in activities
as principal that are not perm ssible for a national bank

The risk-based capital standard for savings institutions requires the
nmai nt enance of Tier | (core) and total capital (which is defined as core capita
and suppl enentary capital) to risk-weighted assets of at |east 4% and 8%
respectively. In determning the amount of risk-weighted assets, all assets,
i ncludi ng certain off-bal ance sheet assets, are multiplied by a risk-weight
factor of 0% to 100% assigned by the OIS capital regulation based on the risks
bel i eved inherent in the type of asset. Core (Tier |) capital is defined as
common st ockhol ders' equity (including retained earnings), certain noncumul ative
perpetual preferred stock and related surplus, and mnority interests in equity
accounts of consolidated subsidiaries | ess intangibles other than certain
nortgage servicing rights and credit card rel ati onships. The conponents of
suppl enentary capital currently include cunulative preferred stock, |ong-term
perpetual preferred stock, nmandatory convertible securities, subordi nated debt
and intermedi ate preferred stock, the allowance for | oan and | ease | osses
limted to a maxi num of 1.25% of risk-weighted assets and up to 45% of
unreal i zed gains on avail able-for-sale equity securities with readily
determ nable fair values. Overall, the anpunt of supplementary capital included
as part of total capital cannot exceed 100% of core capital

The capital regulations also incorporate an interest rate risk component.
Savings institutions with "above normal"” interest rate risk exposure are subject
to a deduction fromtotal capital for purposes of calculating their risk-based
capital requirenents. The OTS deferred inplementation of the interest rate risk
capital charge and repealed the interest rate risk conponent in May 2002,
concluding that it was unnecessary in light of other tools available to neasure
and control interest rate risk. At Septenber 30, 2002, the Bank nmet each of its
capital requirenents.
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The follow ng table presents the Bank's capital position at Septenber 30,
2002.

<TABLE>
<CAPTI ON\>
ACTUAL REQUI RED EXCESS
CAPI TAL CAPI TAL AMOUNT
(DOLLARS | N THOUSANDS)
<S> <C <C <C
Tangi bl e $ 25,679 $ 4,561 $ 21,118
Core (Leverage) 25, 679 12, 164 13, 515
Ri sk-based 27,050 12, 587 14, 463
</ TABLE>

Pronpt Corrective Regulatory Action. The OTS is required to take certain
supervi sory actions agai nst undercapitalized institutions, the severity of which
depends upon the institution's degree of undercapitalization. Generally, a
savings institution that has a ratio of total capital to risk weighted assets of
less than 8% a ratio of Tier |I (core) capital to risk-weighted assets of |ess
than 4% or a ratio of core capital to total assets of |less than 4% (3% or |ess
for institutions with the highest exami nation rating) is considered to be
"undercapitalized." A savings institution that has a total risk-based capita
ratio less than 6% a Tier | capital ratio of |less than 3%or a |leverage ratio
that is less than 3% is considered to be "significantly undercapitalized" and a
savings institution that has a tangible capital to assets ratio equal to or less
than 2% is deened to be "critically undercapitalized." Subject to a narrow
exception, the OTS is required to appoint a receiver or conservator for an
institution that is "critically undercapitalized." The regul ati on al so provides
that a capital restoration plan nmust be filed with the OIS within 45 days of the
date a savings institution receives notice that it is "undercapitalized,"
"significantly undercapitalized" or "critically undercapitalized." Conpliance
with the plan nust be guaranteed by any parent hol ding conpany. In addition,
nurmer ous nandatory supervi sory actions becone i nmedi ately applicable to an
undercapitalized institution, including, but not limted to, increased
nmoni toring by regulators and restrictions on growh, capital distributions and
expansi on. The OIS coul d al so take any one of a number of discretionary
supervi sory actions, including the issuance of a capital directive and the
repl acenment of senior executive officers and directors.

I nsurance of Deposit Accounts. Deposits of the Bank are presently insured
by the SAIF. The FDIC naintains a risk-based assessnment system by which
institutions are assigned to one of three categories based on their
capitalization and one of three subcategories based on exanination ratings and
ot her supervisory information. An institution's assessnent rate depends upon the
categories to which it is assigned. Assessnment rates for SAIF nenber
institutions are determ ned sem annually by the FDIC and currently range from

http://www.sec.gov/Archives/edgar/data/926164/000092838502003699/d10ksb.txt (31 of 46)9/8/2003 11:57:10 AM

CAPI TAL
ACTUAL REQUI RED
PERCENT PERCENT
<C <C
8. 44% 1.50%
8. 44 4. 00
17.19 8. 00



http://www.sec.gov/Archives/edgar/data/926164/000092838502003699/d10ksb.txt

zero basis points for the healthiest institutions to 27 basis points for the
ri skiest.

The FDIC has authority to increase insurance assessnents. A significant
increase in SAIF insurance premuns would |ikely have an adverse effect on the
operating expenses and results of operations of the Bank. Managenent cannot
predi ct what insurance assessment rates will be in the future

In addition to the assessnent for deposit insurance, institutions are
required to make paynments on bonds issued in the late 1980s by the Fi nancing
Corporation ("FICO') to recapitalize the predecessor to the SAIF. During fisca
2002, FICO paynents for SAIF nenbers approxi mated 1.73 basis points of
assessabl e deposits.

I nsurance of deposits may be termnated by the FDIC upon a finding that the
institution has engaged in unsafe or unsound practices, is in an unsafe or
unsound condition to continue operations or has violated any applicable | aw,
regul ation, rule, order or condition inposed by the FDIC or the OIS. The
managenment of the Bank does not know of any practice, condition or violation
that mght lead to termnati on of deposit insurance.

Loans to One Borrower. Federal |aw provides that savings institutions are
generally subject to the linmts on |oans to one borrower applicable to nationa
banks. A savings institution may not nmake a |oan or extend credit to a single or
rel ated group of borrowers in excess of 15%of its uninpaired capital and
surplus. An additional anmpbunt may be |ent,
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equal to 10% of wuninpaired capital and surplus, if secured by specified

readi | y-marketabl e collateral. At Septenber 30, 2002, the Bank's linmt on |oans
to one borrower was $4.1 nmillion and the Bank's | argest aggregate outstanding
bal ance of loans to one borrower was $2.3 nillion.

QIL Test. Federal law requires savings institutions to neet a qualified
thrift | ender test. Under the test, a savings association is required to either
qualify as a "donmestic building and | oan association" under the Internal Revenue
Code or maintain at |east 65%of its "portfolio assets" (total assets less: (i)
specified liquid assets up to 20% of total assets; (ii) intangibles, including
goodwi I I ; and (iii) the value of property used to conduct business) in certain
"qualified thrift investnents” (primarily residential nortgages and rel ated
i nvestments, including certain nortgage-backed securities) in at |east nine
nont hs out of each 12 nonth period

A savings institution that fails the qualified thrift lender test is
subject to certain operating restrictions and may be required to convert to a
bank charter. As of Septenber 30, 2002, the Bank net the qualified thrift |ender
test. Recent |egislation has expanded the extent to which education | oans,
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credit card loans and small business | oans may be considered "qualified thrift
i nvestments. "

Limtation on Capital Distributions. OIS regul ati ons inpose limtations
upon all capital distributions by a savings institution, including cash
di vi dends, paynents to repurchase its shares and paynents to sharehol ders of
another institution in a cash-out nmerger. Under the regulations, an application
to and the prior approval of the OIS is required prior to any capital
distribution if the institution does not neet the criteria for "expedited
treatment” of applications under OTS regulations (i.e., generally, safety and
soundness, conpliance and Comunity Rei nvestnent Act examination ratings in the
two top categories), the total capital distributions for the cal endar year
exceed net incone for that year plus the anmount of retained net inconme for the
preceding two years, the institution would be undercapitalized follow ng the
distribution or the distribution would otherwise be contrary to a statute,
regul ation or agreenent with OTS. If an application is not required, the
institution nmust still provide prior notice to OIS of the capital distribution
if, like the Bank, it is a subsidiary of a holding conpany. If the Bank's
capital fell belowits regulatory requirenents or the OIS notified it that it
was in need of nore than normal supervision, the Bank's ability to nake capita
distributions could be restricted. In addition, the OTS could prohibit a
proposed capital distribution by any institution, which woul d otherw se be
permtted by the regulation, if the OIS determ nes that such distribution would
constitute an unsafe or unsound practice.

Assessnents. Savings institutions are required to pay assessments to the
OTS to fund the agency's operations. The general assessnents, paid on a
sem -annual basis, are conputed upon the savings institution's total assets,
i ncl udi ng consolidated subsidiaries, as reported in the Bank's |atest quarterly
thrift financial report.

Transactions with Related Parties. The Bank's authority to engage in
transactions with "affiliates" (e.g., any conpany that controls or is under
comon control with an institution, including Union Financial and its
non-savings institution subsidiaries) is limted by federal |aw. The aggregate
anmount of covered transactions with any individual affiliate is limted to 10%
of the capital and surplus of the savings institution. The aggregate anount of
covered transactions with all affiliates is linmted to 20% of the savings
institution's capital and surplus. Certain transactions with affiliates are
required to be secured by collateral in an anpunt and of a type described in
federal |aw. The purchase of low quality assets fromaffiliates is generally
prohi bited. The transactions with affiliates nust be on terns and under
circunstances, that are at |east as favorable to the institution as those
prevailing at the tinme for conparable transactions with non-affiliated
conpanies. In addition, savings institutions are prohibited fromlending to any
affiliate that is engaged in activities that are not permnissible for bank
hol di ng conmpani es and no savings institution nay purchase the securities of any
affiliate other than a subsidiary.

The Bank's authority to extend credit to executive officers, directors and
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10% sharehol ders ("insiders"), as well as entities such persons control, is also
governed by federal |law. Such |oans are required to be nmade on terns
substantially the sane as those offered to unaffiliated individuals and not

i nvol ve nore than the normal risk of repayment. An exception exists for |oans
made pursuant to a benefit or conpensation programthat is widely available to
all enpl oyees of the institution and does not give preference to insiders over
ot her enpl oyees. The law linmts both the individual and aggregate anmount of

| oans the Bank may nake to insiders based, in part, on the Bank's capita
position and requires certain board approval procedures to be foll owed.
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Enforcenent. The OIS has prinmary enforcenent responsibility over savings
institutions and has the authority to bring actions against the institution and
all institution-affiliated parties, including stockholders, and any attorneys,
apprai sers and accountants who knowi ngly or recklessly participate in wongful
action likely to have an adverse effect on an insured institution. Forma
enforcenent action may range fromthe issuance of a capital directive or cease
and desist order to renmoval of officers and/or directors to institution of
recei vership, conservatorship or term nation of deposit insurance. Cvi
penalties cover a w de range of violations and can anmount to $25, 000 per day, or
even $1 nmillion per day in especially egregious cases. The FDIC has the
authority to recommend to the Director of the OIS that enforcenent action to be
taken with respect to a particular savings institution. If action is not taken
by the Director, the FDIC has authority to take such action under certain
circunstances. Federal |aw also establishes crinmnal penalties for certain
vi ol ati ons.

Standards for Safety and Soundness. The federal banking agencies have
adopted | nteragency Cuidelines prescribing Standards for Safety and Soundness.
The guidelines set forth the safety and soundness standards that the federa
banki ng agencies use to identify and address problens at insured depository
institutions before capital becones inpaired. If the OIS determines that a
savings institution fails to neet any standard prescribed by the guidelines, the
OIS may require the institution to submt an acceptable plan to achieve
conpliance with the standard

FEDERAL HOVE LOAN BANK SYSTEM

The Bank is a nenber of the Federal Home Loan Bank System which consists
of 12 regional Federal Home Loan Banks. The Federal Hone Loan Bank provides a
central credit facility primarily for menber institutions. The Bank, as a menber
of the Federal Honme Loan Bank of Atlanta, is required to acquire and hold shares
of capital stock in the Federal Home Loan Bank of Atlanta in an anbunt at | east
equal to 1.0% of the aggregate principal amount of its unpaid residentia
nortgage | oans and simlar obligations at the begi nning of each year, or 1/20 of
its advances (borrowi ngs) fromthe Federal Home Loan Bank of Atlanta, whichever
is greater. The Bank was in conpliance with this requirenent with an investnment
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in Federal Hone Loan Bank stock at Septenber 30, 2002, of $2.9 million

The Federal Hone Loan Banks are required to provide funds for the
resolution of insolvent thrifts and to contribute funds for affordable housing
prograns. These requirenents could reduce the anount of dividends that the
Federal Home Loan Banks pay to their menbers and could also result in the
Federal Home Loan Banks inposing a higher rate of interest on advances to their
nmenbers. |f dividends were reduced, or interest on future Federal Hone Loan Bank
advances increased, the Bank's net interest income would likely also be reduced.
Recent | egislation has changed the structure of the Federal Home Loan Banks
funding obligations for insolvent thrifts, revised the capital structure of the
Federal Honme Loan Banks and inpl enented entirely voluntary nenbership for
Federal Honme Loan Banks. Managenment cannot predict the effect that these changes
nmay have with respect to its Federal Home Loan Bank nenbership

FEDERAL RESERVE SYSTEM

The Federal Reserve Board regul ations require savings institutions to
mai ntai n non-interest earning reserves against their transaction accounts
(primarily NOWand regul ar checki ng accounts). The regul ations generally provide
that reserves be mmintai ned agai nst aggregate transacti on accounts as follows: a
3% reserve ratio is assessed on net transaction accounts up to and including
$41.3 million and a 10% reserve ratio is applied above $41.3 nillion. The first
$5.7 million of otherw se reservable bal ances (subject to adjustnments by the
Federal Reserve Board) are exenpted fromthe reserve requirenents. The Bank
conplies with the foregoing requirenents.

FEDERAL AND STATE TAXATI ON
FEDERAL TAXATI ON

Ceneral . Union Financial and the Bank report their income on a fiscal year
consol i dated basis and the accrual nethod of accounting, and are subject to
federal income taxation in the sane manner as other corporations with some
exceptions, including particularly the Bank's reserve for bad debts discussed
bel ow. The foll owi ng discussion of tax matters is intended only as a sumary and
does not purport to be a conprehensive description of the tax rules applicable
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to Union Financial or the Bank. For its 2002 taxable year, Union Financial is
subject to a maxi num federal incone tax rate of 34%

Bad Debt Reserves. For fiscal years beginning prior to Decenber 31, 1995,
thrift institutions which qualified under certain definitional tests and other
conditions of the Internal Revenue Code were permitted to use certain favorable
provisions to calculate their deductions fromtaxable incone for annua
additions to their bad debt reserve. A reserve could be established for bad
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debts on qualifying real property |loans (generally secured by interests in rea
property inproved or to be inproved) under (i) the percentage of taxable incone
nmethod or (ii) the experience nethod. The reserve for nonqualifying | oans was
conput ed usi ng the experience method.

Congress repeal ed the reserve nmethod of accounting for bad debts for tax
years beginning after 1995 and required savings institutions to recapture (i.e.
take into incone) certain portions of their accunul ated bad debt reserves.
Thrift institutions eligible to be treated as "small banks" (assets of $500
mllion or less) are allowed to use the experience nmethod applicable to such
institutions, while thrift institutions that are treated as |arge banks (assets
exceeding $500 million) are required to use only the specific charge-off nethod.
Thus, the percentage of taxable income nethod of accounting for bad debts is no
| onger available for any financial institution

Athrift institution required to change its nmethod of conputing reserves
for bad debts will treat such change as a change in nmethod of accounting,
initiated by the taxpayer, and having been made with the consent of the Interna
Revenue Service. Any Section 481(a) adjustment required to be taken into i ncone
with respect to such change generally will be taken into incone ratably over a
si x-taxabl e year period, beginning with the first taxable year beginning after
1995, subject to a 2-year suspension if the "residential |oan requirenent"” is
sati sfied.

Under the residential |oan requirenment provision, the required recapture
wi || be suspended for each of two successive taxable years, beginning with the
Bank's 1996 taxable year, in which the Bank originates a mnimum of certain
residential |oans based upon the average of the principal anobunts of such |oans
made by the Bank during its six taxable years preceding its current taxable
year.

Distributions. If the Bank nakes "non-dividend distributions" to Union
Fi nanci al , such distributions will be considered to have been nade fromthe
Bank's unrecaptured tax bad debt reserves (including the balance of its reserves
as of Decenber 31, 1987) to the extent thereof, and then fromthe Bank's
suppl enmental reserve for | osses on |oans, to the extent thereof, and an anount
based on the ampbunt distributed (but not in excess of the ampunt of such
reserves) will be included in the Bank's income. Non-dividend distributions
i nclude distributions in excess of the Bank's current and accunul at ed ear ni ngs
and profits, as calculated for federal incone tax purposes, distributions in
redenpti on of stock, and distributions in partial or conplete |iquidation
Di vi dends paid out of the Bank's current or accurul ated earnings and profits
will not be so included in its incomne.

The armount of additional taxable incone triggered by a non-dividend is an
anount that, when reduced by the tax attributable to the income, is equal to the
amount of the distribution. Thus, if the Bank nmakes a non-dividend distribution
to Union Financial, approxinmately one and one-half tines the anpbunt of such
distribution (but not in excess of the anpbunt of such reserves) would be
i ncludable in incone for federal income tax purposes, assuming a 35% federa
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corporate incone tax rate. The Bank does not intend to pay dividends that woul d
result in a recapture of any portion of its bad debt reserves.

STATE TAXATI ON

South Carolina. The Bank is subject to tax under South Carolina |law. South
Carolina law all ows a savings and | oan association to use the federal bad debt
deduction nethod for the purpose of conputing net incone subject to state tax,
and the present South Carolina tax rate on taxable income is 6% In order to
cal cul ate taxable income for South Carolina taxation purposes, a corporation
begins with its federal taxable incone and then nodifies it to take into account
certain adjustnments. Adjustnents which would be common to nost financia
institutions include an addition for state taxes deducted on the federal return,
and a subtraction for interest on certain federal obligations and securities.
South Carolina income tax is deductible for federal income tax purposes. In
addition, Union Financial is subject to South Carolina taxes as a regul ar
corporation and pays taxes based on its sharehol ders' equity.
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Del aware. As a Del aware hol di ng conpany not earning incone in Del aware,
Uni on Financial is exenpted from Del aware corporate incone tax, but is required
to file an annual report with and pay an annual franchise tax to the State of
Del awar e

I TEM 2. DESCRI PTI ON OF PROPERTY

The Corporation owns its main office, |located at 203 Wst Main Street in
Uni on, South Carolina, which was opened in 1977. At Septenber 30, 2002, the
Cor poration al so owned a banki ng center which opened in April 1989, |ocated at
508 North Duncan By-Pass, Union, South Carolina, a branch office, acquired in
1997, in Laurens, South Carolina, an operations center located in Union, South
Carolina, which opened in 1998 and a branch office in Jonesville, South
Carolina, which opened as a full service facility in 1999. As a result of the
merger with South Carolina Community Bancshares in Novenber 1999, the
Cor poration acquired two branch | ocations in Wnnsboro, South Carolina. The
Cor porati on opened a tenporary facility in York County with a full service
facility to be conpleted by the second quarter of the fiscal year. The net book
val ue of the Corporation's investnent in prem ses and equi pnent total ed
approxinately $6.5 nillion at Septenber 30, 2002. See Note 4 of Notes to
Consol i dated Financial Statenents. All property is in good condition and neets
t he operating needs of the Corporation

| TEM 3. LEGAL PROCEEDI NGS

Nei t her Union Financial nor the Bank is engaged in any |egal proceedings of
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a material nature at the present tine. Fromtine to time, the Bank is involved
in routine | egal proceedings occurring in the ordinary course of business
wherein it enforces the Bank's security interest in nortgage |oans the Bank has
made.

I TEM 4. SUBM SSI ON OF MATTERS TO A VOTE OF SECURI TY HOLDERS

No nmatters were subnmitted to a vote of security holders during the fourth
quarter of the fiscal year ended Septenber 30, 2002

PART I1

ITEM 5. MARKET FOR COVWON EQUI TY AND RELATED STOCKHOLDER MATTERS

The information contai ned under the section captioned "Conmmon Stock Market
Price and Dividend Information" in the Annual Report to Sharehol ders (the
"“Annual Report") is incorporated herein by reference.

I TEM 6. MANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI TI ON AND

The information contained in the section captioned "Minagenent's D scussion
and Anal ysis of Financial Condition and Results of COperations” in the Annua
Report is incorporated herein by reference

I TEM 7. FI NANCI AL STATEMENTS

The financial statements contained in the Annual Report are incorporated
herein by reference.

| TEM 8. CHANGES | N AND DI SAGREEMENTS W TH ACCOUNTANTS ON ACCOUNTI NG AND

No changes in or disagreements with the Corporation's independent
accountants on accounting and financial disclosure has occurred during the two
nost recent fiscal years.
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PART 111
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I TEM 9. Dl RECTORS, EXECUTIVE OFFI CERS, PROMOTERS AND CONTROL PERSONS;

For information concerning the Board of Directors of Union Financial, the
i nformati on contai ned under the section captioned "Proposal | -- Election of
Directors"” and "Directors' Conpensation"” in the Proxy Statenment is incorporated
herein by reference. Reference is nade to the cover page of this Form 10-KSB and
to the section captioned "Conpliance with Section 16(a) of the Exchange Act" for
i nformation regarding conpliance with section 16(a) of the Exchange Act.

EXECUTI VE OFFI CERS OF THE REG STRANT

Certain executive officers of the Bank al so serve as executive officers of
Uni on Financial. The day-to-day managenent duties of the executive officers of
Uni on Financial and the Bank relate primarily to their duties as to the Bank.
The executive officers of Union Financial currently are as foll ows:

<TABLE>

<CAPTI ON>

Nane Age( 1) Position as of Septenber 30, 2002

<S> <C <C

Dwi ght V. Neese 52 Presi dent, Chief Executive Oficer and D rector

Ri chard H Fl ake 54 Executive Vice President - Chief Financial Oficer
Lud W Vaughn 52 Senior Vice President - Chief Credit Oficer
Wanda J. Wl s 46 Vice President - Corporate Secretary

</ TABLE>

(1) At Septenber 30, 2002.

Dwi ght V. Neese was appoi nted as President and Chief Executive Oficer of
the Bank effective Septenber 5, 1995. As President and Chief Executive Oficer
of Provident Community Bank and the Corporation, M. Neese is responsible for
daily operations of the Bank and inpl enmentation of the policies and procedures
approved by the Board of Directors.

Richard H Flake joined Union Financial in Septenber 1995.

Lud W Vaughn joined Union Financial in April 2002. Prior to joining Union
Fi nanci al, M. Vaughn was Senior Vice President for Bank of Anerica in Rock
H 1l, South Carolina.

Wanda J. Wells has been enpl oyed by Union Financial since 1975.

| TEM 10. EXECUTI VE COVPENSATI ON
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The informati on contai ned under the section captioned "Executive
Conpensation” in the Proxy Statenent is incorporated herein by reference.
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| TEM 11. SECURI TY OANERSHI P OF CERTAI N BENEFI Cl AL OANERS AND MANAGEMENT AND

(a) Security Oanership of Certain Beneficial Oamners

Information required by this itemis incorporated herein by reference
to the section captioned "Stock Oamership" in the Proxy Statenent.

(b) Security Oanership of Managenent

Information required by this itemis incorporated herein by reference
to the section captioned "Stock Omership" in the Proxy Statenent.

(c) Managenent of Union Financial knows of no arrangenents, including any
pl edge by any person of securities of Union Financial, the operation
of which may at a subsequent date result in a change in control of the
regi strant.

(d) Equity Conmpensation Plan |Information

<TABLE>
<CAPTI ON>
PLAN CATEGORY NUMBER OF SECURI TI ES WEI GHTED- AVERAGE
TO BE | SSUED UPON EXERCI SE PRI CE OF
EXERCI SE OUTSTANDI NG OPTI ONS
OF QUTSTANDI NG OPTI ONS, WARRANTS AND RI GHTS

WARRANTS AND RI GHTS

(a) (b)
<S> <G <G
Equi ty conpensati on 184,193 $ 8.13

pl ans approved by
security hol ders

Equity conpensation
pl ans not approved by -- .-
security hol ders
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Tot al 184, 193 $ 8.13 79, 930

</ TABLE>

| TEM 12. CERTAI N RELATI ONSHI PS AND RELATED TRANSACTI ONS

The information required by this itemis incorporated herein by reference
to the section captioned "Transactions with Management" in the Proxy Statenent.
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PART IV

| TEM 13. EXHI BI TS AND REPORTS ON FORM 8- K

(a) Exhibits

3(a) Certificate of Incorporation(l)

3(b) Byl aws(2)

3(c) Certificate of Amendnment of Certificate of Incorporation dated
January 22, 1997(3)

10(a) Enpl oyment Agreenent with Dwi ght V. Neese(4)

10(b) Enpl oyment Agreenent with Richard H Fl ake(2)

10(c) Union Financial Bancshares, Inc. 1995 Stock Option Pl an(5)

10(d) Union Financial Bancshares, Inc. 2001 Stock Option Pl an(6)

13 2002 Annual Report to Sharehol ders

21 Subsi di ari es of the Registrant

23 Consent of |ndependent Auditor

99(a) Chief Executive Oficer Certification Pursuant to Section 906 of
t he Sarbanes- Oxl ey Act of 2002

99(b) Chief Financial Oficer Certification Pursuant to Section 906 of
t he Sarbanes- Oxl ey Act of 2002

(b) There were no reports on Form 8-K filed during the fourth quarter of
fiscal 2002

(1) Incorporated herein by reference to Union Financial's Registration
Statement on Form S-4 (File No. 33-80808) filed with the Securities and
Exchange Conmi ssion on June 29, 1994.

(2) Incorporated herein by reference to Union Financial's Form 10-KSB for the
year ended Septenber 30, 1999

(3) Incorporated herein by reference to Exhibit 3(c) to Union Financial's Form
10-KSB for the year ended Septenber 30, 1997

(4) Incorporated herein by reference to Union Financial's Form 10-KSB for the
year ended Septenber 30, 1996

(5) Incorporated herein by reference to Exhibit A to Union Financial's Proxy
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Statenment for its 1996 Annual Meeting of Stockhol ders.
(6) Incorporated herein by reference to Appendix A to Union Financial's Proxy
Statement for its 2000 Annual Meeting of Stockhol ders.

| TEM 14. CONTROLS AND PROCEDURES

(b)

<PAGE>

Eval uation of disclosure controls and procedures. The Corporation

mai ntai ns controls and procedures designed to ensure that information
required to be disclosed in the reports that the Corporation files or
submits under the Securities Exchange Act of 1934 is recorded,
processed, sunmarized and reported within the time periods specified
in the rules and forms of the Securities and Exchange Commi ssion
Based upon their evaluation of those controls and procedures perforned
within 90 days of the filing date of this report, the chief executive
of ficer and the chief financial officer of the Corporation concluded
that the Corporation's disclosure controls and procedures were
adequat e.

Changes in internal controls. The Corporation made no significant

changes in its internal controls or in other factors that could
significantly affect these controls subsequent to the date of the
eval uation of those controls by the chief executive officer and chief
financial officer.
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I n accordance with the requirenments of Section 13 or 15(d) of the Exchange
Act, the registrant caused this report to be signed on its behalf by the
under si gned, thereunto duly authorized.

UNI ON FI NANCI AL BANCSHARES, | NC.

Dat e: Decenber 2, 2002 By: [/s/ Dwight V. Neese

Dni ght V. Neese
Presi dent and Chief Executive Oficer
Duly Authori zed
Representative

In accordance with the Exchange Act, this report has been signed bel ow by
the foll owi ng persons on behalf of the registrant and in the capacities and on
the dates indicated.
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By:

Dat e:

By:

Dat e:

By:

Dat e:

By:

Dat e:

By:

Dat e:

By:

Dat e:

<PAGE>

I, Dwight V. Neese,

/'s/ Dwight V. Neese

Dwi ght V. Neese
(Principal Executive Oficer)

Decenber 2, 2002

/s/ Richard H Flake

Ri chard H. Fl ake
(Principal Financial
Accounting Oficer)

and

Decenber 2, 2002

/s/ Mason G Al exander

Mason G Al exander
Di rector

Decenber 2, 2002

/s/ Janes W Edwards

Janmes W Edwar ds
Di rector

Decenber 2, 2002

/sl Wlliam M G aham

Wlliam M G aham
Di rector

Decenber 2, 2002
/s/ Louis M Jordan

Louis M Jordan
Di rector

Decenber 2, 2002

By:

Dat e:

By:

Dat e:

By:

Dat e:

/sl Carl L. Mason
Carl L. Mason
Di rector

Decenber 2, 2002

/s/ John S. McMeekin

John S. McMeekin
Director

Decenber 2, 2002

/sl Philip C. WIKkins

Philip C. WIKkins
Director

Decenber 2, 2002

CERTI FI CATI ON

certify, that:
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1

6.

I have reviewed this annual report on Form 10-KSB of Uni on Financi al
Bancshares, Inc.;

Based on my know edge, this annual report does not contain any untrue
statement of a nmaterial fact or omit to state a nmaterial fact
necessary to nake the statenents made, in light of the circunstances
under which such statenments were nade, not misleading with respect to
the period covered by this annual report;

Based on nmy know edge, the financial statenents, and other financia
information included in this annual report, fairly present in al

mat eri al respects the financial condition, results of operations and
cash flows of the registrant as of, and for, the periods presented in
this annual report;

The registrant's other certifying officers and | are responsible for
est abl i shing and mai ntai ning di sclosure controls and procedures (as

defined in Exchange Act Rul es 13a-14 and 15d-14) for the registrant

and we have

a. desi gned such disclosure controls and procedures to ensure that
material information relating to the registrant, including its
consol i dated subsidiaries, is nade known to us by others within
those entities, particularly during the period in which this
annual report is being prepared;

b. eval uated the effectiveness of the registrant's disclosure
controls and procedures as of a date within 90 days prior to the
filing date of this annual report (the "Evaluation Date"); and

C. presented in this annual report our conclusions about the
ef fectiveness of the disclosure controls and procedures based on
our eval uation as of the Evaluation Date;

The registrant's other certifying officers and | have discl osed, based
on our nost recent evaluation, to the registrant's auditors and the
audit conmittee of registrant's board of directors (or persons
perform ng the equival ent function):

a. all significant deficiencies in the design or operation of the
internal controls which could adversely affect the registrant's
ability to record process, sumuarize and report financial data
and have identified for the registrant's auditors any materia
weaknesses in internal controls; and

b. any fraud, whether or not material, that involves managenent or
ot her enpl oyees who have a significant role in the registrant's
internal controls; and

The registrant's other certifying officers and | have indicated in
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Dat e:
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this annual report whether or not there were significant changes in
internal controls or in other factors that could significantly affect
the internal controls subsequent to the date of our nobst recent

eval uation, including any corrective actions with regard to
significant deficiencies and material weaknesses.

Decenber 2, 2002 /'s/ Dwight V. Neese

Dwi ght V. Neese
Presi dent and Chi ef Executive Oficer

CERTI FI CATI ON

I, Richard H Flake, certify, that:

1

I have reviewed this annual report on Form 10-KSB of Uni on Fi nanci al
Bancshares, Inc.;

Based on my know edge, this annual report does not contain any untrue
statement of a material fact or omit to state a material fact
necessary to make the statenments nade, in light of the circumstances
under which such statenents were nade, not msleading with respect to
the period covered by this annual report;

Based on nmy know edge, the financial statenents, and other financia
information included in this annual report, fairly present in al
material respects the financial condition, results of operations and
cash flows of the registrant as of, and for, the periods presented in
this annual report;

The registrant's other certifying officers and | are responsible for
establ i shing and mai ntai ning di sclosure controls and procedures (as

defined in Exchange Act Rul es 13a-14 and 15d-14) for the registrant

and we have

a. desi gned such di sclosure controls and procedures to ensure that
material information relating to the registrant, including its
consol i dated subsidiaries, is nade known to us by others within
those entities, particularly during the period in which this
annual report is being prepared,

b. eval uated the effectiveness of the registrant's disclosure
controls and procedures as of a date within 90 days prior to the
filing date of this annual report (the "Evaluation Date"); and

C. presented in this annual report our conclusions about the
ef fecti veness of the disclosure controls and procedures based on
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our evaluation as of the Evaluation Date

5. The registrant's other certifying officers and | have discl osed, based
on our nost recent evaluation, to the registrant's auditors and the
audit committee of registrant's board of directors (or persons
perform ng the equival ent function):

a. all significant deficiencies in the design or operation of the
internal controls which could adversely affect the registrant's
ability to record process, summarize and report financial data
and have identified for the registrant's auditors any materia
weaknesses in internal controls; and

b. any fraud, whether or not material, that involves managenment or
ot her enpl oyees who have a significant role in the registrant's
internal controls; and

6. The registrant's other certifying officers and | have indicated in
this annual report whether or not there were significant changes in
internal controls or in other factors that could significantly affect
the internal controls subsequent to the date of our npst recent
eval uation, including any corrective actions with regard to
significant deficiencies and materi al weaknesses.

Dat e: Decenber 2, 2002 /sl Richard H Fl ake

Ri chard H. Fl ake
Executive Vice President and Chief
Fi nancial O ficer

</ TEXT>
</ DOCUVENT>
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