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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 months (or for
such shorter period that the registrant was required to file such reports), and (2) has been subject to such filing requirements for the past 90
days. Yes x No

Check if thereis no disclosure of delinquent filersin 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 knowledge, in definitive proxy or other information statements incorporated by referencein Part 111 of
this Form 10-KSB or any amendmentsto this Form 10-KSB. X

The issuer’s gross revenues for the fiscal year ended September 30, 2003 were approximately $19,135,000.

Asof November 17, 2003, there were 1,965,103 shares of the registrant’s common stock issued and outstanding. The aggregate market value
of the voting stock held by non-affiliates, computed by reference to the average bid and asked price on November 3, 2003, was approximately
$31,056,043 (1,810,848 shares at $17.15 per share). Solely for the purposes of this calculation it is assumed that directors and executive
officers are affiliates of the registrant.

DOCUMENTSINCORPORATED BY REFERENCE
1.  Portions of the Annual Report to Shareholders for the Fiscal Y ear Ended September 30, 2003 (Part I1).

2. Portions of the Proxy Statement for the 2004 Annual Meeting of Shareholders (Part 111).
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PART I

Item 1. Business

General

Union Financial Bancshares, Inc. (“Union Financia”) is the bank holding company for Provident Community Bank, N.A. (the “Bank”). Union
Financial has no material assets or liabilities other than its investment 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 financia statements and related data, relates
primarily to the Bank. Union Financial and the Bank are collectively referred to as “the Corporation” herein.

The Bank is anational bank headquartered in Union, South Carolina. The Bank’s operations are conducted through its main office and six full-
service banking centers, al of which are located in the upstate area of South Carolina. The Bank isa member of the Federal Home Loan Bank
of Atlanta (the “FHLB") and its deposits are insured up to applicable limits by the Federal Deposit Insurance Corporation (the “FDIC”).

The business of the Bank consists primarily of attracting deposits from the general public and originating loans to consumers and businesses.
The Bank aso maintains a portfolio of investment securities. The principal sources of funds for the Bank’ s lending activities include deposits
received from the general public, interest and principal repayments on loans and, to alesser extent, borrowings from the FHLB-Atlanta. The
Bank’s primary source of incomeisinterest earned on loans and investments. The Bank’s principal expense isinterest paid on deposit accounts
and borrowings and expenses incurred in operating the Bank.

This annual report contains certain “forward-looking statements’ within the meaning of the federal securities laws. These forward-looking
statements are generally identified by use of the words “believe,” “expect,” “intend,” “anticipate,” “estimate,” “project” or similar expressions.
These forward-looking statements include, but are not limited to, estimates and expectations of future performance with respect to the financial
condition and results of operations of the Corporation and other factors. These forward-looking statements are not guarantees of future
performance and are subject to various factors that could cause actual results to differ materially from these forward-looking statements. These
factorsinclude, but are not limited to: changesin general economic and market conditions and the legal and regulatory environment in which
the Corporation operates; the development of an interest rate environment that adversely affects the Corporation’ s interest rate spread or other
income anticipated from the Corporation’ s operations; changes in consumer spending, borrowing and savings habits; adverse changes in the
securities markets; changes in accounting policies and practices; and increased competitive pressures among financial services companies.
These risks and uncertainties should be considered in evaluating forward-looking statements and undue reliance should not be placed on such
statements. The Corporation does not undertake—and specifically disclaims any obligation—to publicly release the results of any revisions
which may be made to any forward-looking statements to reflect events or circumstances after the date of such statements or to reflect the
occurrence of anticipated or unanticipated events.

Recent Events

On July 26, 2003, the Bank completed its conversion from afederal savings bank to a national bank. The Bank, which adopted the name
“Provident Community Bank, National Association” in connection with the charter conversion, is now regulated by the Office of the
Comptroller of the Currency (the “OCC"). In addition, Union Financial became a bank holding company, subject to regulation by the Federa
Reserve Board (the “FRB”).

Competition

The Bank faces competition in both the attraction of deposit accounts and in the origination of mortgage, commercia and consumer loans. Its
most direct competition for savings deposits has historically derived from other thrift institutions and commercial banks located in and around
Union, Laurens and Fairfield County, South Carolina. As of June 30, 2003, according to information presented on the Federal Deposit
Insurance Corporation’s website, the Corporation held 46% of the deposits in Union County, which was the largest share of deposits out of
four financial institutions in the county.
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Additionally, the Corporation held 6% of the depositsin Laurens County, which was the sixth largest share of deposits out of eight financial
ingtitutions in the county. However, the Corporation competes with super-regional banks, as Wachovia Bank and National Bank of Commerce,
and large regional banks, such as First-Citizens Bank and Trust Company of South Carolina and Carolina First Bank. These competitors have
substantially greater resources and lending limits than the Corporation does and offers services that the Corporation does not provide. The
Bank faces additional significant competition for investor funds from money market instruments and mutual funds. It competes for savings by
offering depositors a variety of savings accounts, convenient office locations and other services.

The Bank competes for loans principally through the interest rates and loan fees it charges and the efficiency and quality of the services it
provides borrowers, real estate brokers and home builders. The Bank’s competition for real estate loans comes principally from other thrift
ingtitutions, commercial banks and mortgage banking companies.

Competition has increased and is likely to continue to increase as a result of legidative, regulatory and technological changes and the
continuing trend of consolidation in the financial servicesindustry. Technological advances, for example, have lowered barriers to market
entry, allowed banks to expand their geographic reach by providing services over the Internet and made it possible for non-depository
institutions to offer products and services that traditionally have been provided by banks. The Gramm-Leach-Bliley Act, which permits
affiliation among banks, securities firms and insurance companies, also has changed and may continue to change the competitive environment
in which the Bank conducts business.

Average Balances, Interest and Average Yields/Cost

The following table sets forth certain information for the periods indicated regarding: (1) average balances of assets and liabilities; (2) the total
dollar amounts of interest income from average interest-earning assets and interest expense on average interest-bearing liabilities; and (3)
average yields and costs. Such yields and costs for the periods indicated are derived by dividing income or expense by the average monthly
balance of assets or liabilities, respectively, for the periods presented. Average balances are derived from month-end balances. Management
does not believe that the use of month-end balances instead of daily balances resultsin any materia difference in the information presented.

2
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Interest-earning assets:
Loans receivable,
net (1)
M ortgage-backed
securities

Investment securities:
Taxable
Nontaxable

Total investment securities
Overnight deposits

Total

interest-

earning

assets
Non-interest-earning
assets

Total assets

Interest-bearing liabilities:
Savings accounts
Negotiable order of
withdrawal
accounts
Certificate accounts
FHLB advances
and other
borrowings

Total
interest-
bearing
liabilities
Non-interest-
bearing liabilities

Total

liabilities
Shareholders
equity

Year Ended September 30,

2003 2002 2001
Average Average Average
Average Yield/ Average Yield/ Average Yield/
Balance Interest Cost Balance Interest Cost Balance I nterest Cost
(Dallarsin thousands)
$ 157,265 $ 10,914 6.94% $ 165,085 $ 12,519 758% $ 163,665 $ 14,487 8.85%
79,104 2,991 3.78 73,397 4,012 5.47 48,721 2,894 5.94
52,459 2,115 4.03 14,606 1,015 6.95 19,872 1,417 7.13
18,490 881 477 17,648 731 4.14 2,276 108 475
70,949 2,996 4.22 32,254 1,745 541 22,148 1,525 6.88
5,396 23 0.42 8,246 86 1.03 5,526 112 2.03
312,714 16,924 541 278,983 18,361 6.58 240,060 19,018 7.92
22,630 18,365 21,998
$ 335,344 $ 297,347 $ 262,058
$ 15,639 116 075 $ 15336 146 095 $ 15354 279 1.82
42,348 277 0.65 37,862 425 112 31,779 604 1.90
149,355 4,267 2.86 142,953 5,430 3.80 140,576 7,939 5.65
97,900 4,042 4.13 74,918 3,774 5.04 47,169 2,791 5.92
305,242 8,702 2.85 271,069 9,775 3.61 234,878 11,613 4.94
5,400 1,576 4,907
310,642 272,645 239,785
24,702 24,702 22,273
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Total
liabilities
and
shareholders

equity $ 335,344 $ 297,348 $ 262,058

Net interest income $ 8,222 $ 8,586

Interest rate spread (2) 2.56% 2.97%
Net interest margin (3) 2.63% 3.08%

Ratio of average interest-

earning assets to average

interest-bearing liabilities 1.02x 1.03x

(1) Averageloans receivable includes nonaccruing loans. Interest income does not include interest on loans 90 days or more past due.
(2) Represents difference between weighted average yield on al interest-earning assets and weighted average rate on all interest-bearing

liabilities.

(3) Represents net interest income before provision for loan losses as a percentage of average interest-earning assets.

3
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Lending Activities

General. Set forth below is selected data relating to the composition of the Bank’ s loan portfolio on the dates indicated (dollars in thousands

At September 30,
2003 2002 2001 2000 1999
Amount Per cent Amount Per cent Amount Per cent Amount Percent Amount Percent

First mortgage loans:
Conventiona $ 66254 43.32% $ 99,442 61.54% $ 110,109 69.66% $ 126,949  75.65% $ 113970 76.28%
Construction

loans 2,170 1.42 5,514 341 12,259 7.76 12,335 7.35 17,039 11.40
Total
mortgage
loans 68,424 44.74 104,956 64.95 122,368 77.42 139,284  83.00 131,009 87.68
Consumer and
installment loans 30,705 20.08 27847 17.24 22,662 14.33 22,307 13.29 17,823 11.94
Commercial loans 58,364  38.17 34,906 21.60 21,892 13.85 15,563 9.28 10,920 7.31
Total
loans 157,493 102.99 167,709 103.79 166,922 105.60 177,154 105.57 159,752 106.93
Less:
Undisbursed
loans in process (1,392) (0.91) (3204) (1.97) (6,108) (3.86) (5/445) (3.29) (9,964) (6.67)
L oan discount
unamortized (1,448) (0.95) (1,685) (1.04) (1,922 (1.22) (2,718) (1.62) — —
Allowance for
|oan losses (1,842) (1.20) (1,371) (0.85) (1,080) (0.68) (1,360) (0.81) (836) (0.56)
Deferred loan
fees 110 0.07 127 0.07 251 0.16 176 0.10 449 0.30
Net loans
receivable $ 152,921 100.00% $ 161,576 100.00% $ 158,063 100.00% $ 167,807 100.00% $ 149,401 100.00%

The following table sets forth, at September 30, 2003, certain information regarding the dollar amount of principa repayments for loans
becoming due during the periods indicated (in thousands). Demand loans (loans having no stated schedule of repayments and no stated
maturity) and overdrafts are reported as due in one year or less.

Due

After

Due 1Year

Within Through Due After
OneYear 5Years 5Years Total
First mortgage loans:

Conventional loans $ 180 $13773 $52301 $ 66,254
Construction loans (1) 2,170 — — 2,170
Consumer and installment |oans 7,797 4,187 18,721 30,705
Commercia loans 16,549 37,640 4,175 58,364
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Total $ 26696 $ 55600 $ 75197 $ 157,493

(1) Includes construction/permanent loans.

The actual average life of mortgage loansis substantially less than their contractual term because of loan repayments and because of
enforcement of due-on-sale clauses which give the Bank the right to declare aloan immediately due and payable if, among other things, the
borrower sells the real property subject to the mortgage and the loan is not repaid. The average life of mortgage loans tends to increase,
however, when current mortgage |oan rates substantially exceed rates on existing mortgage loans.

4
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The following table sets forth, at September 30, 2003, the dollar amount of loans due after September 30, 2004 which have fixed rates of
interest and which have adjustabl e rates of interest (in thousands).

Fixed Adjustable Total
Mortgage loans $ 40,125 $ 25,949 $ 66,074
Consumer and installment |oans 12,206 10,702 22,908
Commercial loans 20,455 21,360 41,815
Tota $ 72,786 $ 58,011 $ 130,797

Real Estate L oans. The Bank originates conventional mortgage loans to enable borrowers to purchase existing single family homes or to
construct new homes. The Bank’s residential real estate loan portfolio also includes loans on multi-family dwellings (more than five units). At
September 30, 2003, approximately $57.8 million, or 37.8% of the Corporation’s net |oan portfolio consisted of loans secured by residential
real estate (net of undisbursed principal).

Office of the Comptroller of the Currency regulations limit the amount that national banks may lend in relationship to the appraised val ue of
the real estate securing the loan, as determined by an appraisal at the time of loan origination. Federal regulations permit a maximum |loan-to-
value ratio of 100% for one-to-four family dwellings and 85% for al other real estate loans. The Bank’s lending policies, however, limit the
maximum loan-to-value ratio on one-to-four-family real estate mortgage loans to 80% of the lesser of the appraised value or the purchase
price. Any single-family loan made in excess of an 80% loan-to-value ratio and any commercial real estate loan in excess of a 75% loan-to-
valueratio is required to have private mortgage insurance or additional collateral. In the past, the Bank has originated some commercial real
estate loans in excess of a 75% loan-to-value ratio without private mortgage insurance or additional collateral.

The loan-to-value ratio, maturity and other provisions of the loans made by the Bank have generally reflected a policy of making less than the
maximum loan permissible under applicable regulations, market conditions, and underwriting standards established by the Bank. Mortgage
loans made by the Bank are generally long-term loans (15-30 years), amortized on a monthly basis, with principal and interest due each month.
In the Bank’ s experience, real estate loans remain outstanding for significantly shorter periods than their contractua terms. Borrowers may
refinance or prepay loans, at their option, with no prepayment penalty.

The Bank offers afull complement of mortgage lending products with both fixed and adjustable rates. Due to the nature of the Bank's
marketplace, only asmall percentage of “local” loans are adjustable-rate mortgage loans (“ARMS"). The majority of adjustable-rate loansin
the portfolio are originated outside of Union, Fairfield, and Laurens County by third party originators. These loans are originated and
underwritten using the same terms and conditions as |oans originated by the Corporation. The Bank offers ARMstied to U.S. Treasury Bills
with amaximum interest rate adjustment of 2% annually and 6% over the life of the loan. At September 30, 2003, the Bank had approximately
$15.3 million of ARMSs, or 9.7% of the Bank'’s total loans receivable. At September 30, 2003, 29.7% of the Bank’s loan portfolio consisted of
long-term, fixed-rate real estate loans.

Net interest income depends to a large extent on how successful the Corporationisin “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 “Management’s
Discussion and Analysis of Financial Condition and Results of Operations’ in the Annual Report.

Commercial real estate |loans constituted approximately $5.2 million, or 3.4%, of the Bank’s net loan portfolio at September 30, 2003.
Commercia real estate loans consist of permanent loans secured by multi-family loans, generally apartment houses, as well as commercia and
industrial properties, including office buildings, warehouses, shopping centers, hotels, motels and other special purpose properties.
Commercial real estate loans are originated and purchased for inclusion in the Bank’ s portfolio. These loans generally have 20 to 30 year
amortization schedules and are callable or have balloon payments after five years. Typically, the loan documents provide for adjustment of the
interest rate every one to three years. Fixed-rate loans secured by multi-family residential and commercial properties have terms ranging from
20 to 25 years.

http://secfilings.nasdag.com/filingFrameset.asp?F...S+INC& FormType=10K SB& RevdDate=12%2F19%2F2003& pdf= (10 of 124)1/2/2004 10:41:31 AM



NASDAQ | SEC Filing

Table of Contents

L oans secured by multi-family and residential commercia properties may involve greater risk than single-family residential loans. Such loans
generally are substantially larger than single-family residential loans. Further, the payment experience on loans secured by commercial
properties typically depends on the successful operation of the properties, and thus may be subject to a greater extent to adverse conditionsin
the real estate market or in the economy generally.

Construction Loans. The Bank engages in construction lending that is primarily secured by single family residential real estate and, to amuch
lesser extent, commercia real estate. The Bank grants construction loans to individuals with atakeout for permanent financing from another
financial institution, and to approved builders on both presold and unsold properties.

Loan brokers are the Bank’ s primary source for construction loans. The loan broker sends the Bank both individual s seeking construction
financing for their personal dwelling or builders seeking lines of credit for the construction of single family residences on both presold and
unsold properties. Construction loans to individuals are originated for aterm of one year or less or are originated to convert to permanent loans
at the end of the construction period. Construction loans are originated to builders for aterm not to exceed 12 months. Generally, draw
inspections are handled by the appraiser who initialy appraised the property; however, in some instances the draw inspections are performed
by the originating brokerage firm.

Construction financing affords the Bank the opportunity to achieve higher interest rates and fees with shorter terms to maturity than do single-
family permanent mortgage loans. However, construction loans are generally considered to involve a higher degree of risk than single-family
permanent mortgage lending due to: (1) the concentration of principal among relatively few borrowers and development projects; (2) the
increased difficulty at the time the loan is made of estimating the building costs and the selling price of the property to be built; (3) the
increased difficulty and costs of monitoring the loan; (4) the higher degree of sensitivity to increases in market rates of interest; and (5) the
increased difficulty of working out loan problems.

At September 30, 2003, the Bank had approximately $2.2 million outstanding in construction loans, including approximately $1.4 millionin
undisbursed proceeds. Substantially all of these loans were secured by one- to four-family residences.

Consumer Loans. The Bank’s consumer loan portfolio consists primarily of automobile loans on new and used vehicles, mobile home loans,
boat loans, second mortgage loans, loans secured by savings accounts and unsecured |oans. The Bank makes consumer loans to serve the needs
of its customers and as away to improve the interest-rate sensitivity of the Bank’sloan portfolio.

Consumer loans tend to bear higher rates of interest and have shorter terms to maturity than residential mortgage loans. However, nationally,
consumer loans have historically tended to have a higher rate of default than residential mortgage loans. Additionally, consumer loans entail
greater risk than do residential mortgage loans, particularly in the case of loans that are unsecured or secured by rapidly depreciating assets
such as automobiles. In these cases, any repossessed collateral for a defaulted consumer loan may not provide an adequate source of repayment
of the outstanding loan balance as aresult of the greater likelihood of damage, 1oss or depreciation. The remaining deficiency often does not
warrant further substantial collection efforts against the borrower beyond obtaining a deficiency judgment. In addition, consumer loan
collections are dependent on the borrower’ s continuing financial stability, and thus are more likely to be adversely affected by job loss,
divorce, illness or personal bankruptcy.

Commercial Loans. The Bank makes commercia business loans primarily in its market area through its branch network to small businesses.
Each county location of the branch network has an experienced commercial lender that is responsible for the generation of this product. In
selective cases, the Bank will enter into aloan participation within its market areato purchase a portion of a commercial loans that meets the
Banks underwriting criteria. The Bank offers secured commercial loans with maturities of up to 20 years. The term for repayment will
normally be limited to the lesser of the expected useful life of the asset being financed or a fixed amount of time, generally less than seven
years. These |loans have adjustable rates of interest indexed to the prime rate as reported in The Wall Street Journal and are payable on
demand, subject to annual review and renewal. When making commercial loans, the Bank considers the financial statements of the borrower,
the borrower’ s payment history of both corporate and personal debt, the debt service
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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. Commercial loans are generally secured by avariety of collateral, primarily accounts receivable, inventory and equipment,
and are generally supported by personal guarantees. Depending on the collateral used to secure the loans, commercial loans are madein
amounts of up to 80% of the value of the collateral securing the loan. The Bank’s largest commercial 1oan relationship was a $3 million loan
secured by real estate located in Rock Hill, South Carolina. Thisloan was performing according to its original terms at September 30, 2003.

Unlike residential mortgage loans, which generally are made on the basis of the borrower’ s ability to make repayment from his or her
employment or other income, and which are secured by real property whose value tends to be more easily ascertainable, commercial loans are
of higher risk and typically are made on the basis of the borrower’s ability to make repayment from the cash flow of the borrower’ s business.
As aresult, the availability of funds for the repayment of commercial loans may depend substantially on the success of the business itself.
Further, any collateral securing such loans may depreciate over time, may be difficult to appraise and may fluctuate in value.

L oan Solicitation and Processing. Loan originations come from both walk-in customers and loan brokers. The loan origination process for
walk-in customersincludes an initial interview with an officer of the Bank for the purpose of obtaining aformal application. Upon receipt of a
loan application from a prospective borrower, a credit report is ordered to verify specific information relating to the loan applicant’s
employment, income and credit standing. This information may be further verified by personal contacts with other reference sources. An
appraisal of the real estate intended to secure the proposed loan is undertaken by pre-approved, independent fee appraisers. As soon as the
required information has been obtained and the appraisal completed, the loan is submitted to the authorized officer, loan committees or full
Board of Directors for review. The Bank utilizes various officers and loan committees for the approval of real estate loans. The President/Chief
Executive Officer has the authority to approve loan requests up to and including $500,000 in secured credit and up to and including $500,000
in unsecured credit. The President/Chief Executive Officer or the Chief Credit Officer along with two members of the Board Loan Committee
has the authority to approve loan reguests up to $1,000,000 secured and $500,000 unsecured. The Board of Directors has appointed a Board
Loan Committee comprised of two members elected annually from the Board of Directors and four senior executive officers of the Bank. A
guorum of three members, including at least one Board member, is required for any action. This Committee has the authority to approve all
secured and unsecured loan requests with the exception of a single loan request exceeding $2,000,000 in secured credit and exceeding
$1,000,000 in unsecured credit, which require approval of the entire Board of Directors.

L oan applicants are promptly notified of the decision of the Bank by telephone, setting forth the terms and conditions of the decision. If
approved, these terms and conditions include the amount of the loan, interest rate, amortization term, and a brief description of the real estate
to be mortgaged to the Bank. The Bank also issues a commitment letter to the potential borrower which typically remainsin effect for 60 days.
The Bank’s experience is that very few commitments go unfunded. See “Loan Commitments.” The borrower is required to pay al origination
costs incurred in connection with the particular loan closing.

L oan Originations, Purchases and Sales. The Bank purchases loans from mortgage brokers primarily located in South Carolina. The loan
types purchased are primarily adjustable-rate residential loans. The Bank had total purchases through the broker network of $1.2 millionin
fiscal 2003. The Bank reduced broker loan purchases beginning in fiscal 2001 to provide an increased capital allocation for consumer and
commercia lending. At September 30, 2003, the Bank was servicing $22.4 million of loans for others.

The Bank purchases participation interests in loans originated by other institutions. These participation interests are on both residential and
commercia properties and carry either afixed or adjustable interest rate.

7
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The following table sets forth the Bank’ s loan origination and sale activity for the periods indicated (in thousands):

Year Ended September 30,

2003 2002 2001
L oans originated:
First mortgage loans:

Conventional loans $ 7,590 $ 9926 $ 28,795
Construction loans 2,550 6,625 11,726
Total mortgage loans originated 10,240 16,551 40,521
Consumer and installment loans 11,172 12,318 15,467
Commercial loans 41,229 57,838 27,359
Total loans originated $ 62,541 $ 86,707 $ 83,347
L oans purchased $ 7085 $ 5275 $ 30,851
Loans sold $ — $ — $ 32,868

L oan Commitments. The Bank’s commitments to make conventional mortgage |oans on existing residential dwellings are normally made for
periods of up to 60 days from the date of loan approval. See “Financial Condition, Liquidity and Capital Resources’ in the Annual Report.

Loan Origination and Other Fees. In addition to interest earned on loans and fees for making loan commitments, the Bank charges
origination fees or “points’ for originating loans. Loan origination fees are usually a percentage of the principal amount of the mortgage loan,
typically between 0.5% and 2%, depending on the terms and conditions. Other fees collected include late charges applied to delinquent
payments and fees collected in connection with loan modifications. The Bank charges a 5% late charge fee on payments delinquent 15 days or
more on new loan originations, loan modifications, loan assumptions and loans currently in the Bank’ s portfolio where applicable. Late
charges and modification fees do not constitute a material source of income. Current accounting standards require fees received (net of certain
loan origination costs) for originating loans to be deferred and amortized into interest income over the contractual life of the loan. As of
September 30, 2003, the Corporation had net deferred loan fees of approximately $110,000.

Problem Assets. When a borrower fails to make a required payment on aloan, the Bank attempts to cure the default by contacting the
borrower. In general, borrowers are contacted after a payment is more than 30 days past due. In most cases, defaults are cured promptly. If the
delinquency on amortgage loan is not cured through the Bank’ s normal collection procedures, or an acceptable arrangement is not worked out
with the borrower, the Bank will institute measures to remedy the default, including commencing a foreclosure action.

Loans are reviewed on aregular basis and an allowance for uncollectible interest is established against accrued interest receivable when, in the
opinion of management, the collection of additional interest is doubtful. An allowance for uncollectible interest on real estate loans and
consumer loans is established when either principal or interest is more than 90 days past due. Subsequent payments are either applied to the
outstanding principal balance or recorded as interest income, depending on the assessment of the ultimate collectibility of the loan. See Notes 1
and 3 of Notes to Consolidated Financial Statements.

The Bank generally determines aloan to be impaired at the time management believes that it is probable that the principa and interest may be
uncollectible. Management has determined that, generally, afailure to make a payment within a 90-day period constitutes a minimum delay or
shortfall and does not generally constitute an impaired loan. However, management reviews each past due loan on aloan-by-loan basis and
may determine aloan to be impaired prior to the loan becoming over 90 days past due, depending upon the circumstances of that particular
loan. A loanis classified as non-accrual at the time management believes that the collection of interest isimprobable, generally when aloan
becomes 90 days past due. The Bank’s policy for charge-off of impaired loans is on aloan-by-loan basis. At the time management believes the
collection of interest and principal is remote, the loan is charged off. The Bank’s policy isto evaluate impaired loans based on the fair value of
the collateral. Interest income from impaired loans is recorded using the cash method.
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Redl estate acquired by the Bank as aresult of foreclosure or by deed in lieu of foreclosure is classified asreal estate owned. When such
property isacquired it is recorded at the lower of the unpaid principal balance of the related loan or its fair market value less selling costs. Any
subsequent write-down of the property is charged to income.

The following table sets forth information with respect to the Bank’s non-performing assets for the periods indicated (dollars in thousands). It
isthe policy of the Bank to cease accruing interest on loans 90 days or more past due. As of and for the years ended September 30, 2003 and
2002, loans totaled $718,246 and $809,293 respectively, that were classified within the meaning of Statement of Financial Accounting
Standards (“ SFAS") No. 15. Theincrease in non-accrual loans over the previous year was due to higher loan delinquencies as aresult of higher
than state average unemployment from plant layoffs and closings in the surrounding communities. Also, at the dates indicated, there were no
loans which are not disclosed in the following table about which there was known information of possible credit problems of the borrowers
ability to comply with the present repayment terms:

At September 30,
2003 2002 2001 2000 1999
L oans accounted for on anon-accrual basis:
Resdl estate $ 408 $ 916 $ 626 $ 763 $ 43
Commercial 2,437 524 160 247 —
Consumer 209 426 9 106 141
Tota 3,054 1,866 795 1,116 184
Accruing loans which are contractually past due 90 days or more — — — — —
Real estate owned, net 652 356 77 459 241
Total non-performing assets $ 3,706 $ 2,222 $ 872 $ 1,575 $ 425
Percentage of loans receivable net 2.42% 1.37% 0.56% 0.94% 0.28%

Interest income that would have been recorded for the year ended September 30, 2003 had non-accruing loans been current in accordance with
their original terms amounted to approximately $161,000. There was no interest included in interest income on such loans for the year ended
September 30, 2003.

Allowance for Loan L osses. In originating loans, the Bank recognizes that losses will be experienced and that the risk of loss will vary with,
among other things, the type of loan being made, the creditworthiness of the borrower over the term of the loan, general economic conditions
and, in the case of a secured loan, the quality of the security for the loan. To cover losses inherent in the portfolio of performing loans, the
Bank maintains an allowance for loan losses. Management’ s periodic evaluation of the adequacy of the allowance is based on a number of
factors, including management’ s evaluation of the collectibility of the loan portfolio, the nature of the portfolio, credit concentrations, trendsin
historical loss experience, specific impaired loans and economic conditions. The amount of the allowance is based on the estimated val ue of
the collateral securing the loan and other analysis pertinent to each situation.

The Bank increases its allowance for loan losses by charging provisions for loan losses against income. The allowance for loan lossesis
maintained at an amount management considers adequate to absorb losses inherent in the portfolio. Although management believesthat it uses
the best information available to make such determinations, future adjustments to the allowance for loan losses may be necessary and results of
operations could be significantly and adversely affected if circumstances differ substantially from the assumptions used in making the
determinations.

The provision for loan loss cal culation includes a segmentation of loan categories subdivided by residential mortgage, commercial and
consumer loans. Each category israted for all loans including performing groups. The weights assigned to each performing group is devel oped
from previous |oan loss experience and as the loss experience changes, the category weight is adjusted accordingly. In addition, as the amount
of loansin each category increases and decreases, the provision for loan loss calculation adjusts accordingly.
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While the Bank believes it has established its existing alowance for loan losses in accordance with generally accepted accounting principles,
there can be no assurance that regulators, in reviewing the Bank’ s loan portfolio, will not request the Bank to significantly increase its
allowance for loan losses. In addition, because future events affecting borrowers and collateral cannot be predicted with certainty, there can be
no assurance that the existing allowance for loan losses is adequate or that substantial increases will not be necessary should the quality of any
loans deteriorate as a result of the factors discussed above. Any material increase in the allowance for loan losses will adversely affect the
Bank’sfinancial condition and results of operations. Management periodically evaluates the adequacy of the allowance based upon historical
delinguency rates, the size of the Bank’ s loan portfolio and various other factors. See Notes 1 and 3 of Notes to Consolidated Financia
Statements for information concerning the Bank’ s provision and allowance for possible |oan losses.

The following table sets forth an analysis of the Bank’s allowance for loan losses for the periods indicated (dollars in thousands):

At September 30,
2003 2002 2001 2000 1999
Balance at beginning of year $ 1,371 $ 1,080 $ 1,360 $ 836 $ 827
L oans charged off:
Real estate (255) (127) (180) (85) —
Commerciad (11) (542) (2112) — —
Consumer (65) (82 (176) (129) (106)
Total charge-offs (331) (751) (567) (214) (206)
Recoveries:
Red estate 31 36 4 — —
Commercial 6 — 8 — —
Consumer 40 16 35 64 10
Total recoveries 77 52 47 64 10
Net charge-offs (254) (699) (520) (150) (96)
Merger additions — — — 449 —
Provision for loan losses (1) 725 990 240 225 105
Balance at end of year $ 1,842 $ 1,371 $ 1,080 $ 1,360 $ 836
Ratio of net charge-offs to average gross loans outstanding during
the period 0.16% 0.42% 0.32% 0.08% 0.07%

(1) See“Management’s Discussion and Analysis of Financial Condition and Results of Operations’ in the Annual Report for a discussion of
the factors responsible for changes in the provision for loan losses between the periods.

The Bank experienced bad debt charge-offs, net of recoveries, of approximately $254,000 in fiscal 2003 compared to $699,000 for fiscal 2002.
The decrease in bad debt charge-offs over the previous year was due to approximately $500,000 from one commercial |oan that was written
down in the 2002 fiscal year due to areduction in the market value of the supporting loan collateral. The allowance for loan losses to total
loans ratio at the end of fiscal 2003 was 1.19% compared to 0.83% at the end of fiscal 2002. Nonperforming assets, which includes
repossessed assets and loans on non-accrual, increased to $3.7 million at September 30, 2003 from $2.2 million at September 30, 2002.
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The following table sets forth the breakdown of the allowance for loan losses by |oan category and the percentage of loansin each category to
total loans for the periods indicated. Management believes that the allowance can be alocated by category only on an approximate basis. The
alocation of the allowance to each category is not necessarily indicative of further losses and does not restrict the use of the allowanceto
absorb losses in any category (dollars in thousands):

At September 30,
2003 2002 2001 2000 1999
% of Loans
% of Loans in Each % of Loans % of Loans % of Loans
in Each Category to in Each in Each in Each
Category to Total Category to Category to Category to
Amount Total Loans Amount Loans Amount Total Loans Amount Total Loans Amount Total Loans
Red estate $ 339 4345% $ 357 62.58% $ 400 73.31% $ 600 78.62% $ 400 82.00%
Commercid 1,182 37.05 778 20.81 100 13.11 200 8.79 75 6.84
Consumer 209 19.50 141 16.60 500 13.58 500 12.59 311 11.16
Unallocated 112 N/A 95 N/A 80 N/A 60 N/A 50 N/A

Total allowance
for loan losses $ 1,842 100.00% $ 1,371 100.00% $ 1,080 100.00% $ 1,360 100.00% $ 836 100.00%

The Bank adjusts balances on real estate acquired in settlement of loans to the lower of cost or market based on appraised value when the
property isreceived in settlement. These values reflect current market conditions and sales experience. See Notes 1 and 3 of Notesto
Consolidated Financial Statements.

Asset Classification . The Office of the Comptroller of the Currency requires national banks to classify problem assets. The Bank classifiesits
problem assets as “ substandard,” “doubtful” or “loss,” depending on the presence of certain characteristics. An asset is considered
“substandard” if it isinadequately protected by the current net worth and paying capacity of the borrower or of the collateral pledged, if any.
“Substandard” assets include those characterized by the “ distinct possibility” that the institution will sustain some lossif the deficiencies are
not corrected. Assets classified as * doubtful” have al of the weaknesses inherent in those classified as * substandard” with the added
characteristic that the weaknesses present make “ collection or liquidationin full,” on the basis of currently existing facts, conditions, and
values, “highly questionable and improbable.” Assets classified as“loss’ are those considered “uncollectible” and of such little value that their
continuance as assets without the establishment of a specific loss reserve is not warranted. Assets that do not currently expose the insured
ingtitution to sufficient risk to warrant classification in the above-mentioned categories but possess weaknesses are designated “ special
mention.”

When an institution classifies problem assets as either substandard or doubtful, it is required to establish general allowances for loan lossesin
an amount deemed prudent by management. General allowances represent 1oss allowances which have been established to recognize the
inherent risk associated with lending activities, but which, unlike specific allowances, have not been allocated to particular problem assets.
When an institution classifies problem assets or a portion of assets asloss, it is required either to establish a specific allowance for losses equal
to 100% of the amount of the asset or a portion thereof so classified or to charge-off such amount. An institution’s determination as to the
classification of its assets and the amount of its valuation allowancesis subject to review by the Comptroller of the Currency who can order the
establishment of additional general or specific loss allowances.

The following tables set forth the number and amount of classified loans at September 30, 2003 (dollars in thousands):

Loss Doubtful Substandard Special Mention
Number Amount Number Amount Number Amount Number Amount
Real estate = $ — — $ — 20 $ 650 20 $ 1,070
Commercial — — — — 6 2,568 3 2,519
Consumer — — — — 13 341 8 258
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