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PART 1

Certain matters discussed or incorporated by reference in this Annual Report of Form 10-K including, but not limited
to, those described in "Item 7 - Management's Discussion and Analysis of Financial Condition and Results of
Operations", are forward-looking statements as defined under the Securities Litigation Reform Act of 1995 that are
subject to risks and uncertainties that could cause actual results to differ materially from those projected in the
forward-looking statements. Such risks and uncertainties include, among others, (1) competitive pressure in the
banking industry increases significantly; (2) changes in the interest rate environment which may reduce margins and
devalue assets; (3) general economic conditions, either nationally or regionally, are less favorable than expected,
resulting in, among other things, a deterioration in credit quality; (4) changes in the regulatory environment; (5)
changes in business conditions and inflation; (6) changes in securities markets; (7) asset/liability matching risks and
liquidity risks; (8) potential impairment of goodwill and other intangible assets; (9) loss of key personnel; and (10)
operational interruptions including data processing systems failure and fraud. Therefore, the information set forth
therein should be carefully considered when evaluating the business prospects of the Company.

Item 1 - Business
General

United Security Bancshares (the “Company”) is a California corporation incorporated during March of 2001 and is
registered with the Board of Governors of the Federal Reserve System as a bank holding company under the Bank
Holding Company Act of 1956, as amended. The Company’s stock is listed on NASDAQ under the symbol “UBFO”.
United Security Bank (the “Bank™) is a wholly-owned bank subsidiary of the Company and was formed in 1987. United
Security Bancshares Capital Trust I (the “Trust”) was formed during June of 2001 as a Delaware business trust for the
sole purpose of issuing Trust Preferred securities. The Trust was originally formed as a subsidiary of the Company,
but was deconsolidated during 2004 pursuant to the adoption of FIN 46 (as revised), “Consolidation of Variable
Interest Entities”. During July 2007, the Trust Preferred Securities issued under USB Capital Trust I were redeemed,
and upon retirement, the USB Capital Trust I was dissolved. During July the Company formed United Security
Bancshares Capital Trust IT and issued $15.0 million in Trust Preferred Securities with terms similar to those
originally issued under USB Capital Trust I, except at a lower interest rate. At present, the Company does not engage
in any material business activities other than ownership of the Bank.

United Security Bank

On June 12, 2001, the Bank became the wholly owned subsidiary of United Security Bancshares, through a tax-free
holding company reorganization, accounted for on a basis similar to the pooling of interest method. In the transaction,
each share of Bank stock was exchanged for a share of Company stock on a one-to-one basis.

The Bank is a California state-chartered bank headquartered in Fresno, California. It is also a member of the Federal
Reserve System (“Fed member”). The Bank originally commenced business on December 21, 1987 as a national bank
and, during the fourth quarter of 1998, filed an application with the California Department of Financial Institutions
and other regulatory authorities to become a state-chartered bank. The shareholders approved the conversion in
January of 1999, and the Bank was granted approval to operate as a state-chartered bank on February 3, 1999. The
Bank’s operations are currently subject to federal and state laws applicable to state-chartered, Fed member banks and
its deposits are insured up to the applicable limits by the Federal Deposit Insurance Corporation (the "FDIC"). The
Bank is also subject to the Federal Deposit Insurance Act and regulatory reporting requirements of the FDIC. As a
state-chartered bank and a member of the Federal Reserve System, the Bank is subject to supervision and regular
examinations by the Board of Governors of the Federal Reserve System (the “FRB”) and the California Department of
Financial Institutions (the “DFI”). In addition, the Bank is required to file reports with the FRB and provide such
additional information as the FRB may require.
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USB Investment Trust Inc. was incorporated effective December 31, 2001 as a special purpose real estate investment
trust (“REIT”) under Maryland law. The REIT is a subsidiary of the Bank and was funded with $133.0 million in real
estate-secured loans contributed by the Bank. USB Investment Trust was originally formed to give the Bank flexibility
in raising capital, and reduce the expenses associated with holding the assets contributed to USB Investment Trust.

For further discussion of the REIT, refer to Item 7 — Management’s Discussion and Analysis of Financial Condition and
Results of Operations — Income Taxes.

Effective April 23, 2004, the Company completed a merger with Taft National Bank headquartered in Taft, California.
Taft National Bank (“Taft”) was merged into United Security Bank and Taft’s two branches operate as branches of
United Security Bank. The total consideration paid to Taft shareholders was 241,447 shares of the Company’s
Common Stock valued at just over $6 million. In the merger, the Company acquired $15.4 million in cash and
short-term investments, $23.3 million in loans, and $48.2 million in deposits. This transaction was accounted for using
the purchase method of accounting, and resulted in the purchase price being allocated to the assets acquired and
liabilities assumed from Taft based on the fair value of those assets and liabilities.
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On February 16, 2007, the Company completed its merger with Legacy Bank, N.A., located in Campbell, California,
with the acquisition of 100 percent of Legacy’s outstanding common shares. At merger, Legacy Bank’s one branch was
merged with and into United Security Bank, a subsidiary of the Company. The total value of the merger transaction
was $21.5 million, and the shareholders of Legacy Bank received merger consideration consisting of 976,411 shares

of common stock of the Company. The merger transaction was accounted for as a purchase transaction, and resulted in
the purchase price being allocated to the assets acquired and liabilities assumed from Legacy Bank based on the fair
value of those assets and liabilities. The net of assets acquired and liabilities assumed totaled approximately $8.6
million at the date of the merger. Fair value of Legacy assets and liabilities acquired, and resultant goodwill, has been
determined and recorded as of the date of the merger and the resulting operations thereafter have been included in the
consolidated financial statements.

During November 2007, the Company purchased the recurring contractual revenue stream and certain fixed assets
from ICG Financial, LLC. Additionally, the Company hired all but one of the former employees of ICG Financial,
LLC and its subsidiaries. The total purchase price was $414,000 including $378,000 for the recurring revenue stream
and $36,000 for the fixed assets. A newly formed department of the Bank, USB Financial Services provides wealth
management, employee benefit, insurance and loan products, as well as consulting services for a variety of clients,
utilizing employees hired from ICG Financial LLC. The Company believes the wealth management and related
services provided by USB Financial Services will enhance the products and services offered by the Company, and
increase noninterest income. The original capitalized cost of $378,000 for the recurring contractual revenue stream is
being amortized over a period of approximately three years.

At December 31, 2009, the Bank operates three branches (including its main office), one construction lending office,
and one financial services office in Fresno and one branch each, in Oakhurst, Caruthers, San Joaquin, Firebaugh,
Coalinga, Bakersfield, and Taft. In addition, the Company and Bank have administrative headquarters located at 2126
Inyo Street, Fresno, California, 93721.

At December 31, 2009, the consolidated Company had approximately $692.6 million in total assets, $492.7 million in
net loans, $561.7 million in deposits, and $75.8 million in shareholders' equity.

The following discussion of the Company's services should be read in conjunction with "MANAGEMENT'S
DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS."

Bank Services

As a state-chartered commercial bank, United Security Bank offers a full range of commercial banking services
primarily to the business and professional community and individuals located in Fresno, Madera, Kern, and Santa
Clara Counties.

The Bank offers a wide range of deposit instruments including personal and business checking accounts and savings
accounts, interest-bearing negotiable order of withdrawal ("NOW") accounts, money market accounts and time
certificates of deposit. Most of the Bank's deposits are attracted from individuals and from small and medium-sized
business-related sources.

The Bank also engages in a full complement of lending activities, including real estate mortgage, commercial and
industrial, real estate construction, as well as agricultural, lease financing, and consumer loans, with particular
emphasis on short and medium-term obligations. The Bank's loan portfolio is not concentrated in any one industry,
although approximately 68% of the Bank's loans are secured by real estate. A loan may be secured (in whole or in
part) by real estate even though the purpose of the loan is not to facilitate the purchase or development of real estate.
At December 31, 2009, the Bank had loans (net of unearned fees) outstanding of $507.7 million, which represented



Edgar Filing: UNITED SECURITY BANCSHARES - Form 10-K

approximately 90% of the Bank's total deposits and approximately 73% of its total assets.

Real estate mortgage loans are secured by deeds of trust primarily on commercial property. Repayment of real estate
mortgage loans is generally from the cash flow of the borrower. Commercial and industrial loans have a high degree
of industry diversification. Loans may be originated in the Company’s market area, or participated with other financial
institutions outside the Company’s market area. A substantial portion of commercial and industrial loans are secured
by accounts receivable, inventory, leases or other collateral. The remainder are unsecured; however extensions of
credit are predicated on the financial capacity of the borrower to repay the extension of credit. Repayment of
commercial loans is generally from the cash flow of the borrower. Real estate construction loans consist of loans to
residential contractors, which are secured by single-family residential properties. All real estate loans have established
equity requirements. Repayment of real estate construction loans is generally from long-term mortgages with other
lending institutions. Agricultural loans are generally secured by land, equipment, inventory and receivables.
Repayment of agricultural loans is from the expected cash flow of the borrower.
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In the normal course of business, the Bank makes various loan commitments and incurs certain contingent liabilities.
At December 31, 2009 and 2008, loan commitments of the Bank totaled $84.0 million and $112.3 million,
respectively, and letters of credit totaled $4.0 million and $7.1 million, respectively. Of the $84.0 million in loan
commitments outstanding at December 31, 2009, $65.4 million or 77.9% were for loans with maturities of one year or
less. Due to the nature of the business of the Bank's customers, there are no seasonal patterns or absolute predictability
to the utilization of unused loan commitments; therefore the Bank is unable to forecast the extent to which these
commitments will be exercised within the current year. The Bank does not believe that any such utilization will
constitute a material liquidity demand. The Company does however have collateralized and uncollateralized lines of
credit which could be utilized if such loan commitments were to be exercised in excess of normal expectations.

In addition to the loan and deposit services discussed above, the Bank also offers a wide range of specialized services
designed to attract and service the needs of commercial customers and account holders. These services include online
banking, safe deposit boxes, ATM services, payroll direct deposit, cashier's checks, traveler's checks, money orders,
and foreign drafts. In addition, the Bank offers a variety of specialized financial services, including wealth
management, employee benefit, insurance and loan products, as well as consulting services for a variety of clients.
The Bank does not operate a trust department; however, it makes arrangements with its correspondent bank to offer
trust services to its customers on request. Most of the Bank's business originates within Fresno, Madera, Kern, and
Santa Clara Counties. Neither the Bank’s business or liquidity is seasonal, and there has been no material effect upon
the Bank's capital expenditures, earnings or competitive position as a result of federal, state or local environmental
regulation.

Competition and Market Share

The banking business in California generally, and in the market area served by the Company specifically, is highly
competitive with respect to both loans and deposits. The Company competes for loans and deposits with other
commercial banks, savings and loan associations, finance companies, money market funds, credit unions and other
financial institutions, including a number that are substantially larger than the Company. Deregulation of the banking
industry, increased competition from non-bank entities for the cash balances of individuals and businesses, and
continuing developments in the computer and communications industries have had, and most likely will continue to
have, a significant impact on the Company's competitive position. With the enactment of interstate banking legislation
in California, bank holding companies headquartered outside of California will continue to enter the California market
and provide competition for the Company. Additionally, with the Gramm-Leach-Bliley Act of 1999, traditional
competitive barriers between insurance companies, securities underwriters, and commercial banks have been eased,
allowing a greater number of financial intermediaries to offer a wider assortment of financial services. Many of the
major commercial banks operating in the Company's market areas offer certain services such as trust and international
banking services, which the Company does not offer directly. In addition, banks with larger capitalization have larger
lending limits and are thereby able to serve larger customers.

The Company’s primary market area at December 31, 2009 was located in Fresno, Madera, and Kern Counties, in
which approximately 33 FDIC-insured financial institutions compete for business. Santa Clara County was added
during February 2007 with the Legacy Bank acquisition, in which approximately 55 FDIC-insured financial
institutions compete for business. The following table sets forth information regarding deposit market share and
ranking by county as of June 30, 2009, which is the most current information available.

Rank Share
Fresno County 9th 4.17%
Madera County 9th 4.02%
Kern County 13th 1.15%

8
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Total of Fresno, Madera, Kern Counties 10th 3.10%
Santa Clara County 46th 0.04%
5
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Supervision and Regulation
The Company

The Company is a bank holding company within the meaning of the Bank Holding Company Act of 1956, as amended
(the “BHC Act”), and is registered as such with the FRB. A bank holding company is required to file with the FRB
annual reports and other information regarding its business operations and those of its subsidiaries and is also subject
to examination by the FRB.

The BHC Act requires, among other things, prior approval before acquiring, directly or indirectly, ownership or
control of any voting shares of any bank, if after such acquisition it would directly or indirectly own or control more
than 5% of the voting stock of that bank, unless it already owns a majority of the voting stock of that bank. The BHC
Act also provides that the FRB shall not approve any acquisition that would result in or further the creation of a
monopoly, or the effect of which may be substantially to lessen competition, unless the anticompetitive effects of the
proposed transaction are clearly outweighed by the probable effect in meeting the convenience and needs of the
community served.

Furthermore, under the BHC Act, a bank holding company is, with limited exceptions, prohibited from (i) acquiring
direct or indirect ownership or control of more than 5% of the voting shares of any company which is not a bank or
(i1) engaging in any activity other than managing or controlling banks. With the prior approval of the FRB, however, a
bank holding company may own shares of a company engaged in activities which the FRB has determined to be so
closely related to banking or managing or controlling banks as to be proper incident thereto. Amendments to the BHC
Act expand the circumstances under which a bank holding company may acquire control of all or substantially all of
the assets of a bank located outside the State of California.

The BHC Act requires a bank holding company to serve as a source of financial and managerial strength to its
subsidiary banks. It is the FRB’s policy that a bank holding company should stand ready to use available resources to
provide adequate capital funds to subsidiary banks during periods of financial stress and should maintain the financial
flexibility and capital raising capacity to obtain additional resources for assisting a subsidiary bank. Under certain
conditions, the FRB may conclude that certain actions of a bank holding company, such as payment of cash dividends,
would constitute unsafe and unsound banking practices because they violate the FRB’s “source of strength” doctrine.

A bank holding company and its subsidiaries are prohibited from certain tie-in arrangements in connection with any
extension of credit, sale or lease of property or furnishing of services. For example, with certain exceptions, a bank
may not condition an extension of credit on a promise by its customer to obtain other services by it, its holding
company or other subsidiaries, or on a promise by its customer not to obtain services from a competitor. In addition,
federal law imposes certain restrictions between the Company and its subsidiaries, including the Bank. As an affiliate
of the Bank, the Company is subject, with certain exceptions, to provisions of federal law imposing limitations on, and
requiring collateral for, extensions of credit by the Bank to its affiliates.

As a public company, United Security Bancshares is subject to the Sarbanes-Oxley Act of 2002. The Sarbanes-Oxley
Act amends the Securities and Exchange Act of 1934, and is intended to protect investors by, among other things,
improving the reliability of financial reporting, increasing management accountability, and increasing the
independence of Directors and the Company’s external accountants.

The Company is subject to the periodic reporting requirements of the Securities Exchange Act of 1934, as amended,
which include but are not limited to the filing of annual, quarterly and other current reports with the SEC.

10
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The Bank

The Bank as a state-chartered bank is subject to regulation, supervision and regular examination by the California
Department of Financial Institutions. In addition, The Bank is also a member of the Federal Reserve System and, as
such, is subject to applicable provisions of the Federal Reserve Act and regulations issued thereunder and, is subject to
regulation, supervision and regular examination by the Federal Reserve Bank. The Bank is subject to California law,
insofar as they are not preempted by federal banking law. Deposits of the Bank are insured by the FDIC up to the
applicable limits in an amount up to $250,000 per customer, and, as such, the Bank is subject to the regulations of the
FDIC and the Federal Deposit Insurance Act. As a consequence of the extensive regulation of commercial banking
activities in California and the United States, the Bank’s business is particularly susceptible to changes in California
and federal legislation and regulation, which may have the effect of increasing the cost of doing business, limiting
permissible activities or increasing competition.

Various other requirements and restrictions under the laws of the United States and the State of California affect the
operations of the Bank. Federal and California statutes and regulations relate to many aspects of the Bank’s operations,
including capital requirements and disclosure requirements to depositors and borrowers, requirements to maintain
reserves against deposits, limitations on interest rates payable on deposits, loans, investments, and restrictions on
borrowings and on payment of dividends. The DFI regulates the number and location of branch offices of a
state-chartered bank, and may permit a bank to maintain branches only to the extent allowable under state law for state
banks. California law presently permits a bank to locate a branch in any locality in the state. Additionally, California
law exempts banks from California usury laws.

11
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Capital Standards. The FRB has risk-based capital adequacy guidelines intended to provide a measure of capital
adequacy that reflects the degree of risk associated with a banking organization’s operations for both transactions
reported on the balance sheet as assets, and transactions, such as letters of credit and recourse arrangements, which are
reported as off-balance-sheet items. Under these guidelines, nominal dollar amounts of assets and credit equivalent
amounts of off-balance-sheet items are multiplied by one of several risk adjustment percentages, which range from
0% for assets with low credit risk, such as certain U.S. government securities, to 100% for assets with relatively
higher credit risk, such as business loans.

A banking organization’s risk-based capital ratios are obtained by dividing its qualifying capital by its total
risk-adjusted assets and off-balance-sheet items. The regulators measure risk-adjusted assets and off-balance-sheet
items against both total qualifying capital (the sum of Tier 1 capital and limited amounts of Tier 2 capital) and Tier 1
capital. Tier 1 capital consists of common stock, retained earnings, noncumulative perpetual preferred stock and
minority interests in certain subsidiaries, less most other intangible assets. Tier 2 capital may consist of a limited
amount of the allowance for loan and lease losses and certain other instruments with some characteristics of

equity. The inclusion of elements of Tier 2 capital is subject to certain other requirements and limitations of the
federal banking agencies. Since December 31, 1992, the FRB and the FDIC have required a minimum ratio of
qualifying total capital to risk-adjusted assets and off-balance-sheet items of 8%, and a minimum ratio of Tier 1
capital to risk-adjusted assets and off-balance-sheet items of 4%.

In addition to the risk-based guidelines, the FRB requires banking organizations to maintain a minimum amount of
Tier 1 capital to average total assets, referred to as the leverage ratio. For a banking organization rated in the highest
of the five categories used by regulators to rate banking organizations, the minimum leverage ratio of Tier 1 capital to
total assets is 3%. It is improbable; however, that an institution with a 3% leverage ratio would receive the highest
rating by the regulators since a strong capital position is a significant part of the regulators’ ratings. For all banking
organizations not rated in the highest category, the minimum leverage ratio is at least 100 to 200 basis points above
the 3% minimum. Thus, the effective minimum leverage ratio, for all practical purposes, is at least 4% or 5%. In
addition to these uniform risk-based capital guidelines and leverage ratios that apply across the industry, the FRB and
FDIC have the discretion to set individual minimum capital requirements for specific institutions at rates significantly
above the minimum guidelines and ratios.

A bank that does not achieve and maintain the required capital levels may be issued a capital directive by the FDIC to
ensure the maintenance of required capital levels. As discussed above, we are required to maintain certain levels of
capital, as is the Bank. The regulatory capital guidelines as well as the actual capitalization for the Bank and the
Company as of December 31, 2009 follow:

Requirement for the

Bank to be:
Adequately Well
Capitalized Capitalized = Company Bank
Tier 1 leverage capital ratio 4.0% 5.0% 11.68% 11.19%
Tier 1 risk-based capital ratio 4.0% 6.0% 13.03% 12.47%
Total risk-based capital ratio 8.0% 10.0% 14.30% 13.70%

Prompt Corrective Action. Federal banking agencies possess broad powers to take corrective and other supervisory
action to resolve the problems of insured depository institutions, including those institutions that fall below one or
more prescribed minimum capital ratios described above. An institution that, based upon its capital levels, is
classified as well capitalized, adequately capitalized, or undercapitalized may be treated as though it were in the next
lower capital category if the appropriate federal banking agency, after notice and opportunity for hearing, determines
that an unsafe or unsound condition or an unsafe or unsound practice warrants such treatment. At each successive

12
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lower capital category, an insured depository institution is subject to more restrictions.

In addition to measures taken under the prompt corrective action provisions, commercial banking organizations may
be subject to potential enforcement actions by the federal regulators for unsafe or unsound practices in conducting
their businesses or for violations of any law, rule, regulation, or any condition imposed in writing by the agency or any
written agreement with the agency. Enforcement actions may include the imposition of a conservator or receiver, the
issuance of a cease-and-desist order that can be judicially enforced, the termination of insurance of deposits (in the
case of a depository institution), the imposition of civil money penalties, the issuance of directives to increase capital,
the issuance of formal and informal agreements, the issuance of removal and prohibition orders against
institution-affiliated parties and the enforcement of such actions through injunctions or restraining orders based upon a
judicial determination that the agency would be harmed if such equitable relief was not granted. Additionally, a
holding company’s inability to serve as a source of strength to its subsidiary banking organizations could serve as an
additional basis for a regulatory action against the holding company.

13
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Premiums for Deposit Insurance. The deposit insurance fund of the FDIC insures our customer deposits up to
prescribed limits for each depositor. The Federal Deposit Insurance Reform Act of 2005 and the Federal Deposit
Insurance Reform Conforming Amendments Act of 2005 amended the insurance of deposits by the FDIC and
collection of assessments from insured depository institutions for deposit insurance. The FDIC approved a final rule
in 2006 and amended the rule in February 2009 that sets an insured depository institution’s assessment rate on different
factors that pose a risk of loss to the Deposit Insurance Fund, including the institution’s recent financial ratios and
supervisory ratings, and level of reliance on a significant amount of secured liabilities or significant amount of
brokered deposits (except that the factor of brokered deposits will not be considered for well capitalized institutions
that are not accompanied by rapid growth). The FDIC also in February 2009 set the assessment base rates to range
between $0.12 to $0.16 per $100 of insured deposits on an annual basis. In May 2009, the FDIC imposed a special
assessment of 5 basis points on each insured depository institution’s assets less its Tier 1 capital payable on September
30, 2009 with a ceiling of 10 basis points of an institution’s domestic deposits. In November 2009, the FDIC approved
a final rule to require all insured depository institutions including the Bank to prepay three years of FDIC assessments
in the fourth quarter of 2009, except in the event such prepayment is waived by the FDIC. The prepayment provision
was waived for the Bank by the FDIC. Although the Bank was exempted from the three-year prepayment assessment,
amounts paid and expensed for the quarterly FDIC insurance assessment increased significantly during 2009 and may
reduce the cash and liquidity of the Bank in subsequent periods. Due to the significant losses at failed banks and
expected losses for banks that will fail, it is likely that FDIC insurance fund assessments on the Bank will increase,
and such assessments may materially adversely affect the profitability of the Bank.

Any increase in assessments or the assessment rate could have a material adverse effect on our business, financial
condition, results of operations or cash flows, depending on the amount of the increase. Furthermore, the FDIC is
authorized to raise insurance premiums under certain circumstances.

The FDIC is authorized to terminate a depository institution’s deposit insurance upon a finding by the FDIC that the
institution’s financial condition is unsafe or unsound or that the institution has engaged in unsafe or unsound practices
or has violated any applicable rule, regulation, order or condition enacted or imposed by the institution’s regulatory
agency. The termination of deposit insurance for the bank would have a material adverse effect on our business,
financial condition, results of operations and/or cash flows.

Federal Home Loan Bank System. The Bank is a member of the Federal Home Loan Bank of San Francisco (the
“FHLB-SF”). Among other benefits, each Federal Home Loan Bank (“FHLB”) serves as a reserve or central bank for its
members within its assigned region. Each FHLB is financed primarily from the sale of consolidated obligations of the
FHLB system. Each FHLB makes available loans or advances to its members in compliance with the policies and
procedures established by the Board of Directors of the individual FHLB. The FHLB-SF utilizes a single class of

stock with a par value of $100 per share, which may be issued, exchanged, redeemed and repurchased only at par

value. As an FHLB member, the Bank is required to own FHLB —SF capital stock in an amount equal to the greater of:

®a membership stock requirement with an initial cap of $25 million (100% of “membership asset value” as defined), or
o an activity based stock requirement (based on percentage of outstanding advances).

The FHLB — SF capital stock is redeemable on five years written notice, subject to certain conditions. At December 31,
2009 the Bank owned 41,595 shares of the FHLB-SF capital stock.

Federal Reserve. The FRB requires all depository institutions to maintain non-interest bearing reserves at specified

levels against their transaction accounts and non-personal time deposits. At December 31, 2009, we were in
compliance with these requirements.
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Regulatory Action

Effective March 23, 2010, United Security Bancshares (the "Company") and its wholly owned subsidiary, United
Security Bank (the "Bank"), entered into a written agreement with the Federal Reserve Bank of San Francisco. Under
the terms of the agreement, the Company and the Bank agreed, among other things, to strengthen board oversight of
management and the Bank's operations; submit an enhanced written plan to strengthen credit risk management
practices and improve the Bank’s position on the past due loans, classified loans, and other real estate owned; maintain
a sound process for determining, documenting, and recording an adequate allowance for loan and lease losses;
improve the management of the Bank's liquidity position and funds management policies; maintain sufficient capital
at the Company and Bank level; and improve the Bank’s earnings and overall condition. The Company and Bank have
also agreed not to increase or guarantee any debt, purchase or redeem any shares of stock, declare or pay any cash
dividends, or pay interest on the Company's junior subordinated debt or trust preferred securities, without prior written
approval from the Federal Reserve Bank.
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This agreement was a result of a regulatory examination that was conducted by the Federal Reserve and the California
Department of Financial Institutions in June 2009, and relates primarily to the Bank’s asset quality. Progress on these
items has been made since the completion of the examination and management and the Board are committed to
resolving all of the items addressed by the Federal Reserve in the agreement. Both the Company and the Bank will
submit quarterly written progress reports to the Federal Reserve Bank.

The Company and the Bank have also received notification from the California Department of Financial Institutions
of their intention to issue a regulatory order as a result of the June 2009 regulatory examination. The Company and the
Bank have not yet entered into an agreement with the California Department of Financial Institutions, but believe that
any agreement entered into, will be similar to the current agreement with the Federal Reserve Bank of San Francisco.

Effect of Governmental Policies and Recent Legislation

Banking has traditionally been a business that depends on rate differentials. In general, the difference between the
interest rate paid by the Company on its deposits and other borrowings and the interest rate received on loans extended
to its customers and securities held in the Company's portfolio comprise the major portion of the Company's earnings.
These rates are highly sensitive to many factors which are beyond the control of the Company. Accordingly, the
earnings and growth of the Company are subject to the influence of domestic and foreign economic conditions,
including, but not limited to, inflation, recession and unemployment.

Impact of Monetary Policies. The earnings and growth of the Company are affected not only by general economic
conditions, both domestic and foreign, but also by the monetary and fiscal policies of the United States government
and its agencies, particularly the Federal Reserve Board (“FRB”). The FRB implements national monetary policies
(with objectives such as to curb inflation and combat recession) by its open market operations in United States
Government securities, by adjusting the required level of reserves for financial institutions subject to reserve
requirements, and by varying the discount rates applicable to borrowing by banks which are members of the Federal
Reserve System. The actions of the FRB in these areas influence the growth of bank loans, investments and deposits
and also affect interest rates charged on loans and paid on deposits. The FRB’s policies have had a significant effect on
the operating results of commercial banks and are expected to continue to do so in the future. The nature and timing
of any future changes in monetary policies are not predictable. In addition, adverse economic conditions could make a
higher provision for loan losses a prudent course and could cause higher loan charge-offs, thus adversely affecting the
Company’s net income.

Extensions of Credit to Insiders and Transactions with Affiliates. The Federal Reserve Act and FRB Regulation O
place limitations and conditions on loans or extensions of credit to:

ea bank’s or bank holding company’s executive officers, directors and principal shareholders (i.e., in most cases, those
persons who own, control or have power to vote more than 10% of any class of voting securities),

. any company controlled by any such executive officer, director or shareholder, or
e any political or campaign committee controlled by such executive officer, director or principal shareholder.

Loans and leases extended to any of the above persons must comply with loan-to-one-borrower limits, require prior
full board approval when aggregate extensions of credit to the person exceed specified amounts, must be made on
substantially the same terms (including interest rates and collateral) as, and follow credit-underwriting procedures that
are not less stringent than, those prevailing at the time for comparable transactions with non-insiders, and must not
involve more than the normal risk of repayment or present other unfavorable features. In addition, Regulation O
provides that the aggregate limit on extensions of credit to all insiders of a bank as a group cannot exceed the bank’s
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unimpaired capital and unimpaired surplus. Regulation O also prohibits a bank from paying an overdraft on an
account of an executive officer or director, except pursuant to a written pre-authorized interest-bearing extension of
credit plan that specifies a method of repayment or a written pre-authorized transfer of funds from another account of
the officer or director at the bank.

Consumer Protection Laws and Regulations. The banking regulatory agencies are focusing greater attention on
compliance with consumer protection laws and their implementing regulations. Examination and enforcement have
become more intense in nature, and insured institutions have been advised to monitor carefully compliance with such
laws and regulations. The Company is subject to many federal and state consumer protection and privacy statutes and
regulations, some of which are discussed below.
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The Community Reinvestment Act (the “CRA”) is intended to encourage insured depository institutions, while
operating safely and soundly, to help meet the credit needs of their communities. The CRA specifically directs the
federal regulatory agencies, in examining insured depository institutions, to assess a bank’s record of helping meet the
credit needs of its entire community, including low- and moderate-income neighborhoods, consistent with safe and
sound banking practices. The CRA further requires the agencies to take a financial institution’s record of meeting its
community credit needs into account when evaluating applications for, among other things, domestic branches,
mergers or acquisitions, or holding company formations. The agencies use the CRA assessment factors in order to
provide a rating to the financial institution. The ratings range from a high of “outstanding” to a low of “substantial
noncompliance.” In its last examination for CRA compliance, as of August 2005, the Bank was rated “satisfactory.”

The Equal Credit Opportunity Act (the “ECOA”) generally prohibits discrimination in any credit transaction, whether
for consumer or business purposes, on the basis of race, color, religion, national origin, sex, marital status, age (except
in limited circumstances), receipt of income from public assistance programs, or good faith exercise of any rights
under the Consumer Credit Protection Act.

The Truth in Lending Act (the “TILA”) is designed to ensure that credit terms are disclosed in a meaningful way so that
consumers may compare credit terms more readily and knowledgeably. As a result of the TILA, all creditors must use
the same credit terminology to express rates and payments, including the annual percentage rate, the finance charge,

the amount financed, the total of payments and the payment schedule, among other things.

The Fair Housing Act (the “FH Act”) regulates many practices, including making it unlawful for any lender to
discriminate in its housing-related lending activities against any person because of race, color, religion, national
origin, sex, handicap or familial status. A number of lending practices have been found by the courts to be, or may be
considered, illegal under the FH Act, including some that are not specifically mentioned in the FH Act itself.

The Home Mortgage Disclosure Act (the “HMDA?”), in response to public concern over credit shortages in certain urban
neighborhoods, requires public disclosure of information that shows whether financial institutions are serving the
housing credit needs of the neighborhoods and communities in which they are located. The HMDA also includes a

"fair lending" aspect that requires the collection and disclosure of data about applicant and borrower characteristics as

a way of identifying possible discriminatory lending patterns and enforcing anti-discrimination statutes.

The Right to Financial Privacy Act (the “RFPA”) imposes a new requirement for financial institutions to provide new
privacy protections to consumers. Financial institutions must provide disclosures to consumers of its privacy policy,
and state the rights of consumers to direct their financial institution not to share their nonpublic personal information
with third parties.

Finally, the Real Estate Settlement Procedures Act (the “RESPA”) requires lenders to provide noncommercial borrowers
with disclosures regarding the nature and cost of real estate settlements. Also, RESPA prohibits certain abusive
practices, such as kickbacks, and places limitations on the amount of escrow accounts.

Penalties for noncompliance or violations under the above laws may include fines, reimbursement and other
penalties. Due to heightened regulatory concern related to compliance with CRA, ECOA, TILA, FH Act, HMDA,
RFPA and RESPA generally, the Company may incur additional compliance costs or be required to expend additional
funds for investments in its local communities.

From time to time, legislation is enacted which has the effect of increasing the cost of doing business, limiting or
expanding permissible activities or affecting the competitive balance between banks and other financial institutions.
Proposals to change the laws and regulations governing the operations and taxation of banks and other financial
institutions are frequently made in Congress, in the California legislature and before various bank regulatory agencies.
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The likelihood of any major change and the impact such change may have on the Company is impossible to predict.
Certain of the potentially significant changes which have been enacted recently and other which are currently under
consideration by Congress or various regulatory agencies or professional agencies are discussed below.

Recent Legislation and Other Changes
Federal and state laws affecting banking are enacted from time to time, and similarly federal and state regulations

affecting banking are also adopted from time to time. The following include some of the recent laws and regulations
affecting banking.

10
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In May 2009 the Helping Families Save Their Homes Act of 2009 was enacted to help consumers avoid mortgage
foreclosures on their homes through certain loss mitigation actions including special forbearance, loan modification,
pre-foreclosure sale, deed in lieu of foreclosure, support for borrower housing counseling, subordinate lien resolution,
and borrower relocation. The new law permits the Secretary of Housing and Urban Development (HUD), for
mortgages either in default or facing imminent default, to: (1) authorize the modification of such mortgages; and (2)
establish a program for payment of a partial claim to a mortgagee who agrees to apply the claim amount to payment of
a mortgage on a 1- to 4-family residence. In implementing the law, the Secretary of HUD is authorized to (1) provide
compensation to the mortgagee for lost income on monthly mortgage payments due to interest rate reduction; (2)
reimburse the mortgagee from a guaranty fund in connection with activities that the mortgagee is required to
undertake concerning repayment by the mortgagor of the amount owed to HUD; (3) make payments to the mortgagee
on behalf of the borrower, under terms defined by HUD; and (4) make mortgage modification with terms extended up
to 40 years from the modification date. The new law also authorizes the Secretary of HUD to: (1) reassign the
mortgage to the mortgagee; (2) act as a Government National Mortgage Association (GNMA, or Ginnie Mae) issuer,
or contract with an entity for such purpose, in order to pool the mortgage into a Ginnie Mae security; or (3) resell the
mortgage in accordance with any program established for purchase by the federal government of insured

mortgages. The new law also amends the Foreclosure Prevention Act of 2008, with respect to emergency assistance
for the redevelopment of abandoned and foreclosed homes (neighborhood stabilization), to authorize each state that
has received certain minimum allocations and has fulfilled certain requirements, to distribute any remaining amounts
to areas with homeowners at risk of foreclosure or in foreclosure without regard to the percentage of home
foreclosures in such areas.

Also in May 2009, the Credit Card Act of 2009 was enacted to help consumers and ban certain practices of credit card
issuers. The new law allows interest rate hikes on existing balances only under limited conditions, such as when a
promotional rate ends, there is a variable rate or if the cardholder makes a late payment. Interest rates on new
transactions can increase only after the first year. Significant changes in terms on accounts cannot occur without 45
days' advance notice of the change. The new law bans raising interest rates on customers based on their payment
records with other unrelated credit issuers (such as utility companies and other creditors) for existing credit card
balances, though card issuers would still be allowed to use universal default on future credit card balances if they give
at least 45 days' advance notice of the change. The new law allows consumers to opt out of certain significant
changes in terms on their accounts. Opting out means cardholders agree to close their accounts and pay off the
balance under the old terms. They have at least five years to pay the balance. Credit card issuers will be banned from
issuing credit cards to anyone under 21, unless they have adult co-signers on the accounts or can show proof they have
enough income to repay the card debt. Credit card companies must stay at least 1,000 feet from college campuses if
they are offering free pizza or other gifts to entice students to apply for credit cards.

The new law requires card issuers to give card account holders "a reasonable amount of time" to make payments on
monthly bills. That means payments would be due at least 21 days after they are mailed or delivered. Credit card
issuers would no longer be able to set early morning or other arbitrary deadlines for payments. When consumers have
accounts that carry different interest rates for different types of purchases payments in excess of the minimum amount
due must go to balances with higher interest rates first. Consumers must "opt in" to over-limit fees. Those who opt
out would have their transactions rejected if they exceed their credit limits, thus avoiding over-limit fees. Fees charged
for going over the limit must be reasonable. Finance charges on outstanding credit card balances would be computed
based on purchases made in the current cycle rather than going back to the previous billing cycle to calculate interest
charges. Fees on credit cards cannot exceed 25 percent of the available credit limit in the first year of the card. Credit
card issuers must disclose to cardholders the consequences of making only minimum payments each month, namely
how long it would take to pay off the entire balance if users only made the minimum monthly payment. Issuers must
also provide information on how much users must pay each month if they want to pay off their balances in 36 months,
including the amount of interest.
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On February 17, 2009, the American Recovery and Reinvestment Act of 2009 (“ARRA”) was enacted to provide
stimulus to the struggling US economy. ARRA authorizes spending of $787 billion, including about $288 billion for
tax relief, $144 billion for state and local relief aid, and $111 billion for infrastructure and science. In addition,
ARRA includes additional executive compensation restrictions for recipients of funds from the US Treasury under the
Troubled Assets Relief Program of the Emergency Economic Stimulus Act of 2008 (“EESA”). The provisions of EESA
amended by the ARRA include (i) expanding the coverage of the executive compensation limits to as many as the 25
most highly compensated employees of a TARP funds recipient and its affiliates for certain aspects of executive
compensation limits and (ii) specifically limiting incentive compensation of covered executives to one-third of their
annual compensation which is required to be paid in restricted stock that does not vest until all of the TARP funds are
no longer outstanding (note that if TARP warrants remain outstanding and no other TARP instruments are
outstanding, then such warrants would not be considered outstanding for purposes of this incentive compensation
restriction. In addition, the board of directors of any TARP recipient is required under EESA, as amended to have a
company-wide policy regarding excessive or luxury expenditures, as identified by the Treasury, which may include
excessive expenditures on entertainment or events; office and facility renovations; aviation or other transportation
services; or other activities or events that are not reasonable expenditures for staff development, reasonable
performance incentives, or other similar measures conducted in the normal course of the business operations of the
TARP recipient.
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EESA, as amended by ARRA, provides for a new incentive compensation restriction for financial institutions
receiving TARP funds. The number of executives and employees covered by this new incentive compensation
restriction depends on the amount of TARP funds received by such entity. For community banks that have or will
receive less than $25 million, the new incentive compensation restriction applies only to the highest paid employee.
This new incentive compensation restriction prohibits a TARP recipient from paying or accruing any bonus, retention
award, or incentive compensation during the period in which any TARP obligation remains outstanding, except that
such prohibition shall not apply to the payment of long-term restricted stock by such TARP recipient, provided that
such long-term restricted stock (i) does not fully vest during the period in which any TARP obligation remains
outstanding, (ii) has a value in an amount that is not greater than 1/3 of the total amount of annual compensation of the
employee receiving the stock; and (iii) is subject to such other terms and conditions as the Secretary of the Treasury
may determine is in the public interest. In addition, this prohibition does not prohibit any bonus payment required to
be paid pursuant to a written employment contract executed on or before February 11, 2009, as such valid
employment contracts are determined by the Treasury.

EESA was amended by ARRA to also provide additional corporate governance provisions with respect to executive
compensation including the following:

*ESTABLISHMENT OF STANDARDS - During the period in which any TARP obligation remains outstanding,
each TARP recipient shall be subject to the standards in the regulations issued by the Treasury with respect to
executive compensation limitations for TARP recipients, and the provisions of section 162(m)(5) of the Internal
Revenue Code of 1986, as applicable (nondeductibility of executive compensation in excess of $500,000).

¢ COMPLIANCE WITH STANDARDS - The Treasury is required to see that each TARP recipient meet the required
standards for executive compensation and corporate governance.

. SPECIFIC REQUIREMENTS FOR THE REQUIRED STANDARDS -

¢Limits on compensation that exclude incentives for senior executive officers of the TARP recipient to take
unnecessary and excessive risks that threaten the value of the financial institution during the period in which any
TARP obligation remains outstanding.

¢ A clawback requirement by such TARP recipient of any bonus, retention award, or incentive compensation paid to a
senior executive officer and any of the next 20 most highly-compensated employees of the TARP recipient based on
statements of earnings, revenues, gains, or other criteria that are later found to be materially inaccurate.

A prohibition on such TARP recipient making any golden parachute payment to a senior executive officer or any of
the next 5 most highly-compensated employees of the TARP recipient during the period in which any TARP
obligation remains outstanding.

¢ A prohibition on any compensation plan that would encourage manipulation of the reported earnings of such TARP
recipient to enhance the compensation of any of its employees.

¢ A requirement for the establishment of an independent Compensation Committee that meets at least twice a year to
discuss and evaluate employee compensation plans in light of an assessment of any risk posed to the TARP
recipient from such plans. For a non SEC company that is a TARP recipient that has received $25,000,000 or less
of TARP assistance, the duties of the compensation committee may be carried out by the board of directors of such
TARP recipient.
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In addition, EESA as amended by ARRA provides that for any TARP recipient, its annual meeting materials shall
include a nonbinding shareholder approval proposal of executive compensation for shareholders to vote. The SEC is
to establish regulations to implement this provision. While nonpublic companies are required to include this proposal,
it is not known what the regulations will provide as to executive compensation disclosure requirements of such TARP
recipients, and whether they will be as extensive as the existing SEC executive compensation requirements. In
addition, shareholders are allowed to present other nonbinding proposals with respect to executive compensation.

ARRA also provides $730 million to the SBA and makes changes to the agency’s lending and investment programs so
that they can reach more small businesses that need help. The funding includes:

¢ $375 million for temporarily eliminating fees on SBA-backed loans and raising SBA's guarantee percentage on
some loans to 90 percent.

o $255 million for a new loan program to help small businesses meet existing debt payments
¢ $30 million for expanding SBA’s Microloan program, enough to finance up to $50 million in new lending and $24

million in technical assistance grants to microlenders.
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On February 10, 2009, the U. S. Treasury, the Federal Reserve Board, the FDIC, the Office of the Comptroller of the
Currency, and the Office of Thrift Supervision all announced a comprehensive set of measures to restore confidence in
the strength of U.S. financial institutions and restart the critical flow of credit to households and businesses. This
program is intended to restore the flows of credit necessary to support recovery.

The core program elements include:

. A new Capital Assistance Program to help ensure that our banking institutions have sufficient capital to
withstand the challenges ahead, paired with a supervisory process to produce a more consistent and
forward-looking assessment of the risks on banks' balance sheets and their potential capital needs.

¢ A new Public-Private Investment Fund on an initial scale of up to $500 billion, with the potential to expand up to $1
trillion, to catalyze the removal of legacy assets from the balance sheets of financial institutions. This fund will
combine public and private capital with government financing to help free up capital to support new lending.

¢ A new Treasury and Federal Reserve initiative to dramatically expand — up to $1 trillion — the existing Term
Asset-Backed Securities Lending Facility (TALF) in order to reduce credit spreads and restart the securitized credit
markets that in recent years supported a substantial portion of lending to households, students, small businesses, and
others.

¢ An extension of the FDIC's Temporary Liquidity Guarantee Program to October 31, 2009. A new framework of
governance and oversight to help ensure that banks receiving funds are held responsible for appropriate use of those
funds through stronger conditions on lending, dividends and executive compensation along with enhanced reporting
to the public.

In October 2008, the President signed the Emergency Economic Stabilization Act of 2008 (“EESA”), in response to the
global financial crisis of 2008 authorizing the United States Secretary of the Treasury with authority to spend up to
$700 billion to purchase distressed assets, especially mortgage-backed securities, under the Troubled Assets Relief
Program (“TARP”) and make capital injections into banks under the Capital Purchase Program. EESA gives the
government the unprecedented authority to buy troubled assets on balance sheets of financial institutions under the
Troubled Assets Relief Program and increases the limit on insured deposits from $100,000 to $250,000 through
December 31, 2009. Some of the other provisions of EESA are as follows:

eaccelerated from 2011 to 2008 the date that the Federal Reserve Bank could pay interest on deposits of banks held
with the Federal Reserve to meet reserve requirements;

eto the extent that the U. S. Treasury purchases mortgage securities as part of TARP, the Treasury shall implement a
plan to minimize foreclosures including using guarantees and credit enhancements to support reasonable loan
modifications, and to the extent loans are owned by the government to consent to the reasonable modification of
such loans;

e limits executive compensation for executives for TARP participating financial institutions including a maximum
corporate tax deduction limit of $500,000 for each of the top five highest paid executives of such institution,
requiring clawbacks of incentive compensation that were paid based on inaccurate or false information, limiting
golden parachutes for involuntary and certain voluntary terminations to 2.99x their average annual salary and bonus
for the last five years, and prohibiting the payment of incentive compensation that encourages management to take
unnecessary and excessive risks with respect to the institution;
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eextends the mortgage debt forgiveness provision of the Mortgage Forgiveness Debt Relief Act of 2007 by three
years (2012) to ease the income tax burden on those involved with certain foreclosures; and

e qualified financial institutions may count losses on FNMA and FHLMC preferred stock against ordinary income,
rather than capital gain income.

On February 10, 2009, the Treasury Secretary announced a new comprehensive financial stability legislation (the
“Financial Stability Plan”), which earmarked the second $350 billion of unused funds originally authorized under the
EESA. The major elements of the Financial Stability Plan included: (i) a capital assistance program that has invested
in convertible preferred stock of certain qualifying institutions, (ii) a consumer and business lending initiative to fund
new consumer loans, small business loans and commercial mortgage asset-backed securities issuances, (iii) a
public/private investment fund intended to leverage public and private capital with public financing to purchase up to
$500 billion to $1 trillion of legacy “toxic assets” from financial institutions, and (iv) assistance for homeowners by
providing up to $75 billion to reduce mortgage payments and interest rates and establishing loan modification
guidelines for government and private programs.

On October 22, 2009, the Federal Reserve Board issued a comprehensive proposal on incentive compensation policies
intended to ensure that the incentive compensation policies of banking organizations do not undermine the safety and
soundness of such organizations by encouraging excessive risk-taking. The proposal, which covers all employees that
have the ability to materially affect the risk profile of an organization, either individually or as part of a group, is
based upon the key principles that a banking organization’s incentive compensation arrangements should (i) provide
incentives that do not encourage risk-taking beyond the organization’s ability to effectively identify and manage risks,
(ii) be compatible with effective internal controls and risk management, and (iii) be supported by strong corporate
governance, including active and effective oversight by the organization’s board of directors. The proposal also
contemplates a detailed review by the Federal Reserve Board of the incentive compensation policies and practices of a
number of “large, complex banking organizations.” Any deficiencies in compensation practices that are identified may
be incorporated into the organization’s supervisory ratings, which can affect its ability to make acquisitions or perform
other actions. In addition, the proposal provides that enforcement actions may be taken against a banking organization
if its incentive compensation arrangements or related risk-management control or governance processes pose a risk to
the organization’s safety and soundness and the organization is not taking prompt and effective measures to correct the
deficiencies. Similarly, on January 12, 2010, the FDIC announced that it would seek public comment through
advance notice of rule making on whether banks with compensation plans that encourage risky behavior should be
charged at higher deposit assessment rates than such banks would otherwise be charged.
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On September 3, 2009, the U.S. Treasury issued a policy statement entitled ‘“Principles for Reforming the U.S. and
International Regulatory Capital Framework for Banking Firms.” The statement was developed in consultation with
the U.S. bank regulatory agencies and sets forth eight “core principles” intended to shape a new international capital
accord. Six of the core principles relate directly to bank capital requirements. The statement contemplates changes to
the existing regulatory capital regime that would involve substantial revisions to, if not replacement of, major parts of
the Basel I and Basel II and affect all regulated banking organizations and other systemically important

institutions. The statement calls for higher and stronger capital requirements for bank and non-bank financial firms
that are deemed to pose a risk to financial stability due to their combination of size, leverage, interconnectedness and
liquidity risk. The statement suggested that changes to the regulatory capital framework be phased in over a period of
several years with a recommended schedule providing for a comprehensive international agreement by December 31,
2010, with the implementation of reforms by December 31, 2012, although it does remain possible that U.S. bank
regulatory agencies could officially adopt, or informally implement, new capital standards at an earlier

date. Following the issuance of the statement, on December 17, 2009, the Basel committee issued a set of proposals
(the “Capital Proposals”) that would significantly revise the definitions of Tier 1 capital and Tier 2 capital, with the most
significant changes being to Tier 1 capital. Most notably, the Capital Proposals would disqualify certain structured
capital instruments, such as trust preferred securities, from Tier 1 capital status. The Capital Proposals would also
re-emphasize that common equity is the predominant component of Tier 1 capital by adding a minimum common
equity to risk-weighted assets ratio and requiring that goodwill, general intangibles and certain other items that
currently must be deducted from Tier 1 capital instead be deducted from common equity as a component of Tier 1
capital. The Capital Proposals also leave open the possibility that the Basel committee will recommend changes to the
minimum Tier 1 capital and total capital ratios of 4.0% and 8.0%, respectively. Concurrently with the release of the
Capital Proposals, the Basel committee also released a set of proposals related to liquidity risk exposure (the “Liquidity
Proposals”). The Liquidity Proposals have three key elements, including the implementation of (i) a “liquidity coverage
ratio” designed to ensure that a bank maintains an adequate level of unencumbered, high-quality assets sufficient to
meet the bank’s liquidity needs over a 30-day time horizon under an acute liquidity stress scenario, (ii) a “net stable
funding ratio” designed to promote more medium and long-term funding of the assets and activities of banks over a
one-year time horizon, and (iii) a set of monitoring tools that the Basel committee indicates should be considered as
the minimum types of information that banks should report to supervisors and that supervisors should use in
monitoring the liquidity risk profiles of supervised entities.

In June 2009, the Administration proposed a wide range of regulatory reforms that, if enacted, may have significant
effects on the financial services industry in the United States. Significant aspects of the Administration’s proposals
included, among other things, proposals (i) that any financial firm whose combination of size, leverage and
interconnectedness could pose a threat to financial stability be subject to certain enhanced regulatory requirements, (ii)
that federal bank regulators require loan originators or sponsors to retain part of the credit risk of securitized
exposures, (iii) that there be increased regulation of broker-dealers and investment advisers, (iv) for the creation of a
federal consumer financial protection agency that would, among other things, be charged with applying consistent
regulations to similar products (such as imposing certain notice and consent requirements on consumer overdraft lines
of credit), (v) that there be comprehensive regulation of OTC derivatives, (vi) that the controls on the ability of
banking institutions to engage in transactions with affiliates be tightened, and (vii) that financial holding companies be
required to be “well-capitalized” and “well-managed” on a consolidated basis. The Congress, state lawmaking bodies and
federal and state regulatory agencies continue to consider a number of wide-ranging and comprehensive proposals for
altering the structure, regulation and competitive relationships of the nation’s financial institutions, including rules and
regulations related to the broad range of reform proposals set forth by the Obama administration described

above. Along with amendments to the Administration’s proposal there are separate comprehensive financial reform
bills intended to address in part or whole or vary in part or in whole from the proposals set forth by the Administration
were introduced in both houses of Congress in the second half of 2009 and in 2010 and remain under review by both
the U.S. House of Representatives and the U.S. Senate.
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The Temporary Liquidity Guarantee Program was implemented by the FDIC on October 14, 2008 to mitigate the lack
of liquidity in the financial markets. The Temporary Liquidity Guarantee Program has two primary components: the
Debt Guarantee Program, by which the FDIC will guarantee the payment of certain newly-issued senior unsecured
debt, and the Transaction Account Guarantee Program, by which the FDIC will guarantee certain noninterest-bearing
and low interest-bearing transaction accounts. The Debt Guarantee Program provides for an FDIC guarantee as to the
payment of all senior unsecured debt (with a term of more than 30 days) issued by a qualified participating entity
(insured depository institutions, bank and financial holding companies, and certain savings and loan holding
companies) up to a limit of 125 percent of all senior unsecured debt outstanding on September 30, 2008, and maturing
by June 30, 2009. The FDIC guarantee is until June 30, 2012, and the fee for such guarantee depends on the term with
a maximum of 100 basis points for terms in excess of 365 days. The Transaction Account Guarantee Program is the
second part of the FDIC’s Temporary Liquidity Guarantee Program. The FDIC provides for a temporary full
guarantee held at a participating FDIC-insured depository institution of noninterest-bearing and low interest-bearing
transaction accounts above the existing deposit insurance limit at the additional cost of 10 basis points per

annum. This coverage became effective on October 14, 2008, and would continue through December 31, 2009.

On July 30, 2008, the Housing and Economic Recovery Act was signed the President. It authorizes the Federal
Housing Administration to guarantee up to $300 billion in new 30-year fixed rate mortgages for subprime borrowers if
lenders write-down principal loan balances to 90 percent of current appraisal value. It is also intended to restore
confidence in Fannie Mae and Freddie Mac by strengthening regulations and injecting capital into them. States will
be authorized to refinance subprime loans using mortgage revenue bonds. It also establishes the Federal Housing
Finance Agency out of the Federal Housing Finance Board and Office of Federal Housing Enterprise Oversight.

In 2008, the Federal Reserve Board, the FDIC, the Office of the Comptroller of the Currency, and the Office of Thrift
Supervision amended their regulatory capital rules to permit banks, bank holding companies, and savings associations
(as to any of these a “financial institution”) to reduce the amount of goodwill that a banking organization must deduct
from Tier 1 capital by the amount of any deferred tax liability associated with that goodwill. However, a financial
institution that reduces the amount of goodwill deducted from Tier 1 capital by the amount of the deferred tax liability
is not permitted to net this deferred tax liability against deferred tax assets when determining regulatory capital
limitations on deferred tax assets. For these financial institutions, the amount of goodwill deducted from Tier 1
capital will reflect each institution’s maximum exposure to loss in the event that the entire amount of goodwill is
impaired or derecognized, an event which triggers the concurrent derecognition of the related deferred tax liability for
financial reporting purposes.

On October 7, 2008 the FDIC adopted a restoration plan that would increase the rates banks pay for deposit insurance,
and proposed rules for adjusting the system that determines what deposit insurance premium rate a bank pays the
FDIC. Currently, banks pay anywhere from five basis points to 43 basis points for deposit insurance. Under the
proposal rule, the assessment rate schedule would be raised uniformly by 7 basis points (annualized) beginning on
January 1, 2009. Beginning with the second quarter of 2009, changes would be made to the deposit insurance
assessment system to make the increase in assessments fairer by requiring riskier institutions to pay a larger

share. Together, the proposed changes would improve the way the system differentiates risk among insured
institutions and help ensure that the reserve ratio returns to at least 1.15 percent by the end of 2013. The proposed
changes to the assessment system include assessing higher rates to institutions with a significant reliance on secured
liabilities, which generally raises the FDIC's loss in the event of failure without providing additional assessment
revenue. The proposal also would assess higher rates for institutions with a significant reliance on brokered deposits
but, for well-managed and well-capitalized institutions, only when accompanied by rapid asset growth. Brokered
deposits combined with rapid asset growth have played a role in a number of costly failures, including some recent
ones. The proposal also would provide incentives in the form of a reduction in assessment rates for institutions to
hold long-term unsecured debt and, for smaller institutions, high levels of Tier 1 capital. The FDIC also voted to
maintain the Designated Reserve Ratio at 1.25 percent as a signal of its long term target for the fund.
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The Federal Reserve Board in October 2008 approved final amendments to Regulation C that revise the rules for
reporting price information on higher-priced mortgage loans. The changes are intended to improve the accuracy and
usefulness of data reported under the Home Mortgage Disclosure Act. Regulation C currently requires lenders to
collect and report the spread between the annual percentage rate (APR) on a mortgage loan and the yield on a
Treasury security of comparable maturity if the spread is greater than 3.0 percentage points for a first lien loan or
greater than 5.0 percentage points for a subordinate lien loan. This difference is known as a rate spread. Under the
final rule, a lender will report the spread between the loan's APR and a survey-based estimate of APRs currently
offered on prime mortgages of a comparable type ("average prime offer rate") if the spread is equal to or greater than
1.5 percentage points for a first lien loan or equal to or greater than 3.5 percentage points for a subordinate-lien loan.
The Board will publish average prime offer rates based on the Primary Mortgage Market Survey® currently
published by Freddie Mac. In setting the rate spread reporting threshold, the Board sought to cover subprime
mortgages and generally avoid covering prime mortgages. The changes to Regulation C conform the threshold for
rate spread reporting to the definition of higher-priced mortgage loans adopted by the Board under Regulation Z
(Truth in Lending) in July of 2008.
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The Federal Reserve Board in July 2008 approved a final rule for home mortgage loans to better protect consumers
and facilitate responsible lending. The rule prohibits unfair, abusive or deceptive home mortgage lending practices
and restricts certain other mortgage practices. The final rule also establishes advertising standards and requires certain
mortgage disclosures to be given to consumers earlier in the transaction. The final rule, which amends Regulation Z
(Truth in Lending) and was adopted under the Home Ownership and Equity Protection Act (HOEPA), largely follows
a proposal released by the Board in December 2007, with enhancements that address ensuing public comments,
consumer testing, and further analysis.

The final rule adds four key protections for a newly defined category of "higher-priced mortgage loans" secured by a
consumer's principal dwelling. For loans in this category, these protections will:

¢ Prohibit a lender from making a loan without regard to borrowers' ability to repay the loan from income and assets
other than the home's value. A lender complies, in part, by assessing repayment ability based on the highest
scheduled payment in the first seven years of the loan. To show that a lender violated this prohibition, a borrower
does not need to demonstrate that it is part of a "pattern or practice."

o Require creditors to verify the income and assets they rely upon to determine repayment ability.

*Ban any prepayment penalty if the payment can change in the initial four years. For other higher-priced loans, a
prepayment penalty period cannot last for more than two years.

eRequire creditors to establish escrow accounts for property taxes and homeowner's insurance for all first-lien
mortgage loans.

In addition to the rules governing higher-priced loans, the rules adopt the following protections for loans secured by a
consumer's principal dwelling, regardless of whether the loan is higher-priced:

¢ Creditors and mortgage brokers are prohibited from coercing a real estate appraiser to misstate a home's value.

¢ Companies that service mortgage loans are prohibited from engaging in certain practices, such as pyramiding late
fees. In addition, servicers are required to credit consumers' loan payments as of the date of receipt and provide a
payoff statement within a reasonable time of request.

¢ Creditors must provide a good faith estimate of the loan costs, including a schedule of payments, within three days
after a consumer applies for any mortgage loan secured by a consumer's principal dwelling, such as a home
improvement loan or a loan to refinance an existing loan. Currently, early cost estimates are only required for
home-purchase loans. Consumers cannot be charged any fee until after they receive the early disclosures, except a
reasonable fee for obtaining the consumer's credit history.

For all mortgages, the rule also sets additional advertising standards. Advertising rules now require additional
information about rates, monthly payments, and other loan features. The final rule bans seven deceptive or misleading
advertising practices, including representing that a rate or payment is "fixed" when it can change. The rule's definition
of "higher-priced mortgage loans" will capture virtually all loans in the subprime market, but generally exclude loans
in the prime market. To provide an index, the Federal Reserve Board will publish the "average prime offer rate,"
based on a survey currently published by Freddie Mac. A loan is higher-priced if it is a first-lien mortgage and has an
annual percentage rate that is 1.5 percentage points or more above this index, or 3.5 percentage points if it is a
subordinate-lien mortgage. The new rules take effect on October 1, 2009. The single exception is the escrow
*requirement, which will be phased in during 2010 to allow lenders to establish new systems as needed.
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In California, the enactment of AB329 in 2009, the Reverse Mortgage Elder Protection Act of 2009 prohibits a lender
or any other person who participates in the origination of the mortgage from participation in, being associated with, or
employing any party that participates in or is associated with any other financial or insurance activity or referring a
prospective borrower to anyone for the purchase of other financial or insurance products; and imposes certain
disclosure requirements on the lender.

The enactment of AB1160 in 2009, requires a supervised financial institution in California that negotiates primarily in
any of a number of specified languages in the course of entering into a contract or agreement for a loan or extension of
credit secured by residential real property, to deliver, prior to the execution of the contract or agreement, and no later
than 3 business days after receiving the written application, a specified form in that language summarizing the terms
of the contract or agreement; provides for administrative penalties for violations; and requires the California
Department of Corporations and the Department of Financial Institutions to create a form for providing translations
and make it available in Spanish, Chinese, Tagalog, Vietnamese and Korean. The statute becomes operative on July

1, 2010, or 90 days after issuance of the form, whichever occurs later.

The enactment of AB 1291 in 2009 makes changes to the California Unclaimed Property Law including (among other
things): allowing electronic notification to customers who have consented to electronic notice; requiring that notices
contain certain information and allow the holder to provide electronic means to enable the owner to contact the holder
in lieu of returning the prescribed form to declare the owner’s intent; authorizing the holder to give additional notices;
and requiring, beginning January 1, 2011, a banking or financial organization to provide a written notice regarding
escheat at the time a new account or safe deposit box is opened.
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The enactment of SB306 makes specified changes to clarify existing law related to filing a notice of default on
residential real property in California, including (among other things): clarifying that the provisions apply to
mortgages and deeds of trust recorded from January 1, 2003 through December 31, 2007, secured by owner-occupied
3 4 residential real property containing no more than 4 dwelling units; revising the declaration to be filed with the
notice of default; specifying how the loan servicers have to maximize net present value under their pooling and
servicing agreements applies to certain investors; specifying how and when the notice to residents of property subject
to foreclosure is to be mailed; and extending the time during which the notice of sale must be recorded from 14 to 20
days. The bill also makes certain changes related to short-pay agreements and short-pay demand statements.

On February 20, 2009, Governor Schwarzenegger signed ABX?2 7 and SBX2 7, which established the California
Foreclosure Prevention Act. The California Foreclosure Prevention Act modifies the foreclosure process to provide
additional time for borrowers to work out loan modifications while providing an exemption for mortgage loan
servicers that have implemented a comprehensive loan modification program. Civil Code Section 2923.52 requires an
additional 90 day period beyond the period already provided before a Notice of Sale can be given in order to allow all
parties to pursue a loan modification to prevent foreclosure of loans meeting certain criteria identified in that section.

A mortgage loan servicer who has implemented a comprehensive loan modification program may file an application
for exemption from the provisions of Civil Code Section 2923.52. Approval of this application provides the mortgage
loan servicer an exemption from the additional 90-day period before filing the Notice of Sale when foreclosing on real
property covered by the new law.

California Assembly Bill 1301 was signed by the Governor on July 16, 2008 and became law on January 1,

2009. Among other things, the bill eliminated unnecessary applications that consume time and resources of bank
licensees and which in many cases are now perfunctory. All of current Article 5 — “Locations of Head Office” of Chapter
3, and all of Chapter 4 — “Branch Offices, Other Places of Business and Automated Teller Machines” were repealed. A
new Chapter 4 — “Bank Offices” was added. The new Chapter 4 requires notice to the California Department of Financial
Institutions (“DFI”) the establishment of offices, rather than the current application process. Many of the current branch
applications are perfunctory in nature and/or provide for a waiver of application. Banks, on an exception basis, may

be subject to more stringent requirements as deemed necessary. As an example, new banks, banks undergoing a

change in ownership and banks in less than satisfactory condition may be required to obtain prior approval from the

DFI before establishing offices if such activity is deemed to create an issue of safety and soundness. The bill

eliminated unnecessary provisions in the Banking Law that are either outdated or have become undue restrictions to

bank licensees. Chapter 6 — “Powers and Miscellaneous Provisions” was repealed. A new Chapter 6 - “Restrictions and
Prohibited Practices” was added. This chapter brings together restrictions in bank activities as formerly found in

Chapter 18 — “Prohibited Practices and Penalties.” However, in bringing the restrictions into the new chapter, various
provisions were updated to remove the need for prior approval by the DFI Commissioner. The bill renumbered

current Banking Law sections to align like sections. Chapter 4.5 — “Authorizations for Banks” was added. The purpose of
the chapter is to provide exceptions to certain activities that would otherwise be prohibited by other laws outside of

the Financial Code. The bill added Article 1.5 - “Loan and Investment Limitations” to Chapter 10 — “Commercial
Banks.” This article is new in concept and acknowledges that investment decisions are business decisions — so long as
there is a diversification of the investments to spread any risk. The risk is diversified in this article by placing a
limitation on the loans and investments that can be made to any one entity. This section is a trade-off for elimination

of applications to the DFI for approval of investments in securities, which were repealed.

Other changes AB 1301 made to the Banking Law:

¢ Authorized a bank or trust acting in any capacity under a court or private trust to arrange for the deposit of securities
in a securities depository or federal reserve bank, and provided how they may be held by the securities depository;
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eReduced from 5% to 1% the amount of eligible assets to be maintained at an approved depository by an office of a
foreign (other nation) bank for the protection of the interests of creditors of the bank’s business in this state or for the
protection of the public interest;

o Enabled the DFI to issue an order against a bank licensee parent or subsidiary;
e Provided that the examinations may be conducted in alternate examination periods if the DFI concludes that an
examination of the state bank by the appropriate federal regulator carries out the purpose of this section, but the DFI

may not accept two consecutive examination reports made by federal regulators;

¢ Provided that the DFI may examine subsidiaries of every California state bank, state trust company, and foreign
(other nation) bank to the extent and whenever and as often as the DFI shall deem advisable;

eEnabled the DFI issue an order or a final order to now include any bank holding company or subsidiary of the bank,

trust company, or foreign banking corporation that is violating or failing to comply with any applicable law, or is
conducting activities in an unsafe or injurious manner;
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eEnabled the DFI to take action against a person who has engaged in or participated in any unsafe or unsound act with
regard to a bank, including a former employee who has left the bank.

It is impossible to predict what effect the enactment of certain of the above-mentioned legislation will have on the
Company. Moreover, it is likely that other bills affecting the business of banks may be introduced in the future by the
United States Congress or California legislature.

Employees

At December 31, 2009, the Company employed 141 persons on a full-time equivalent basis. The Company believes its
employee relations are excellent.

Available Information

The Company files period reports and other reports under the Securities and Exchange Act of 1934 with the Securities
and Exchange Commission (SEC). These reports, as well as the Company’s Code of Ethics, are posted and are
available at no cost on the Company’s website at http://www.unitedsecuritybank.com as soon as reasonably practical
after the Company files such reports with the SEC. The Company’s periodic and other reports filed with the SEC are
also available at the SEC’s website (http://www.sec.gov).

Item 1A. Risk Factors

There are risk factors that may affect the Company’s business and impact the results of operations, some of which are
beyond the control of the Company.

Difficult market conditions and economic trends have adversely affected the banking industry and could continue to
adversely affect the Company’s business, financial condition, results of operations and cash flows.

The Company is operating in a challenging and uncertain economic environment, including generally uncertain
conditions nationally and locally in its markets. Financial institutions continue to be affected by declines in the real
estate market that have negatively impacted the credit performance of construction, commercial real estate loans, and
residential mortgage loans and resulted in significant write-downs of assets by many financial institutions. Concerns
over the stability of the financial markets and the economy have resulted in decreased lending by financial institutions
to their customers and to each other. The Company retains direct exposure to the residential and commercial real
estate markets, and it is affected by these events. Continued declines in real estate values, home sales volumes and
financial stress on borrowers as a result of the uncertain economic environment, including job losses, could have an
adverse affect on the Company’s borrowers or their customers, which could adversely affect the Company’s business,
financial condition, results of operations and cash flows.

The Company’s ability to assess the creditworthiness of customers and to estimate the losses inherent in its credit
portfolio is made more complex by these difficult market and economic conditions. The Company also expects to face
increased regulation and government oversight as a result of these downward trends. This increased government
action may increase the Company’s costs and limit its ability to pursue certain business opportunities. In addition, the
Company may be required to pay even higher FDIC deposit insurance premiums than the recently increased level,
because financial institution failures resulting from the depressed market conditions and other factors have depleted
and may continue to deplete the deposit insurance fund and reduce its ratio of reserves to insured deposits.

A prolonged national economic recession or further deterioration of these conditions in the Company’s markets could
drive losses beyond that which is provided for in its allowance for credit losses and result in the following
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consequences:
increases in loan delinquencies;
increases in nonperforming assets and foreclosures;

decreases in demand for the Company’s products and services, which could adversely affect its
liquidity position; and

decreases in the value of the collateral securing the Company’s loans, especially real estate, which
could reduce customers’ borrowing power.
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A worsening of these conditions would likely exacerbate the adverse effects of these difficult economic conditions on
the Company, its customers and the other financial institutions in its market. As a result, the Company may experience
increases in foreclosures, delinquencies and customer bankruptcies, as well as more restricted access to funds.

The U.S. Treasury and the FDIC have initiated programs to address economic stabilization, yet the efficacy of these
programs in stabilizing the economy and the banking system at large are uncertain.

The Bank is subject to certain operating restrictions.

As the result of a recent written agreement with the Federal Reserve Bank (see Regulatory Action included in
Supervision and Regulation section of Item 1) , the Bank’s results of operations and financial condition will be
impacted by its ability to address certain conditions or achieve certain financial ratios, including strengthening board
oversight of management and the Bank's operations; enhancing credit risk management practices and improving the
Bank’s position on the past due loans, classified loans, and other real estate owned; maintaining a sound process for
determining, documenting, and recording an adequate allowance for loan and lease losses; improving the management
of the Bank's liquidity position and funds management policies; maintaining sufficient capital at the Company and
Bank level; and improving the Bank’s earnings and overall condition. Although management of the Bank expects to
fully address each of these matters, no assurances can be given that the actions of management will be successful. The
failure to address these operating concerns could negatively impact results of operations and the Bank’s financial
condition and lead to additional regulatory action.

Current levels of market volatility are unprecedented and could adversely impact the Company’s results of operations
and access to capital.

The capital and credit markets have been experiencing volatility and disruption for more than a year. In recent months,
the volatility and disruption has reached unprecedented levels. In some cases, the markets have produced downward
pressure on stock prices and credit capacity for certain issuers without regard to those issuers’ underlying financial
strength. If the current levels of market disruption and volatility continue or worsen, there can be no assurance that the
Company will not experience further adverse effects, which may be material, on its ability to access capital and on its
business, financial condition and results of operations.

Liquidity risk could impair the Company’s ability to fund operations and jeopardize its financial condition.

Liquidity is essential to the Company’s business. An inability to raise funds through deposits, borrowings, the sale of
loans and other sources could have a substantial negative effect on its liquidity. The Company’s access to funding
sources in amounts adequate to finance its activities or on terms which are acceptable to it could be impaired by
factors that affect the Company specifically or the financial services industry or economy in general. Factors that
could detrimentally impact the Company’s access to liquidity sources include a decrease in the level of its business
activity as a result of a downturn in the markets in which its loans are concentrated or adverse regulatory action
against it. The Company’s ability to borrow could also be impaired by factors that are not specific to it, such as a
disruption in the financial markets or negative views and expectations about the prospects for the financial services
industry in light of the recent turmoil faced by banking organizations and the continued deterioration in credit
markets.

The Company’s financial performance is subject to interest rate risk.
The Company’s operations are greatly influenced by general economic conditions and by related monetary and fiscal
policies of the federal government. Deposit flows and the funding costs are influenced by interest rates of competing

investments and general market rates of interest. Lending activities are affected by the demand for loans, which in
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turn is affected by the interest rates at which such financing may be offered and by other factors affecting the
availability of funds.

The Company’s performance is substantially dependent on net interest income, which is the difference between the
interest income received from interest-earning assets and the interest expense incurred in connection with our
interest-bearing liabilities. To reduce the Company’s exposure to interest rate fluctuations, management seeks to
manage the balances of interest sensitive assets and liabilities, and maintain appropriate maturity and repricing
parameters for these assets and liabilities. A mismatch between the amount of rate sensitive assets and rate sensitive
liabilities in any time period may expose the Company to interest rate risk. Generally, if rate sensitive assets exceed
rate sensitive liabilities, the net interest margin will be positively impacted during a rising rate environment and
negatively impacted during a declining rate environment. When rate sensitive liabilities exceed rate sensitive assets,
the net interest margin will generally be positively impacted during a declining rate environment and negatively
impacted during a rising rate environment.
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Increases in the level of interest rates may reduce the overall level of loans originated by the Company, and, thus, the
amount of loan and commitment fees earned, as well as the market value of investment securities and other
interest-earning assets. Moreover, fluctuations in interest rates may also result in disintermediation, which is the flow
of funds away from depository institutions into direct investments, such as corporate securities and other investment
vehicles which, because of the absence of federal deposit insurance, generally pay higher rates of return than
depository institutions.

The continued deterioration of local economic conditions in the Company’s market area could hurt profitability.

The Company’s operations are located primarily in Fresno, Madera, Kern, and Santa Clara Counties, and are
concentrated in Fresno County and surrounding areas. As a result of this geographic concentration, the Company’s
financial results depend largely upon economic conditions in these areas. The local economy in the Company’s market
areas rely heavily on agriculture, real estate, professional and business services, manufacturing, trade and tourism. The
significant economic downturn experienced in the sub-prime lending and credit markets since the later part of 2007,
has negatively impacted the Company’s operations and financial condition, and may further worsen with further
deterioration of local and state-wide economic conditions. Poor economic conditions could cause the Company to
incur additional losses associated with higher default rates and decreased collateral values in the loan portfolio.

Concentrationsin commercial and industrial loans, real estate-secured commercial loans, and real estate construction
loans, may expose the Company to increased lending risks, especially in the event of a recession.

The Company has significant concentrations in commercial real estate and real estate construction loans. As of
December 31, 2009, 23.0%, and 20.7% of the Company’s loan portfolio was concentrated in these two categories,
respectively. In addition, the Company has many commercial loans to businesses in the construction and real
estate industry. There has been significant volatility in real estate values in the Company’s market area in recent
years, and an extended real estate recession affecting these market areas would likely reduce the security for
many of the Company’s loans and adversely affect the ability of many of borrowers to repay loan balances due the
Company and require increased provisions to the allowance for loan losses. Therefore, the Company’s financial
condition and results of operations may continue to be adversely affected by a decline in the value of the real
estate securing the Company’s loans.

Ifthe Company forecloses on collateral property, we may be subject to the increased costs associated with the
ownership of real property, resulting in reduced revenues.

The Company has and may continue to foreclose on collateral property to protect its investment and may thereafter
own and operate such property, in which case we will be exposed to the risks inherent in the ownership of real
estate. The amount that the Company, as a mortgagee, may realize after a default is dependent upon factors
outside of the Company’s control, including, but not limited to: (i) general or local economic conditions;

(ii) neighborhood values; (iii) interest rates; (iv) real estate tax rates; (v) operating expenses of the mortgaged
properties; (vi) environmental remediation liabilities; (vii) ability to obtain and maintain adequate occupancy of
the properties; (viii) zoning laws; (ix) governmental rules, regulations and fiscal policies; and (x) acts of God.
Certain expenditures associated with the ownership of real estate, principally real estate taxes, insurance, and
maintenance costs, may adversely affect the income from the real estate, and as a result, the Company may be
required to dispose of the real property at a loss. The foregoing expenditures and costs could adversely affect the
Company’s ability to generate revenues, resulting in reduced levels of profitability.

Thesmall to medium-sized businesses that the Company lends to may have fewer resources to weather a downturn in

the economy, which may impair a borrower’s ability to repay a loan to the Company that could materially harm the
Company’s operating results.
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The Company targets its business development and marketing strategy primarily to serve the banking and financial
services needs of small to medium-sized businesses. These small to medium-sized businesses frequently have
smaller market share than their competition, may be more vulnerable to economic downturns, often need

substantial additional capital to expand or compete and may experience significant volatility in operating results.

Any one or more of these factors may impair the borrower’s ability to repay a loan. In addition, the success of a
small to medium-sized business often depends on the management talents and efforts of one or two persons or a
small group of persons, and the death, disability or resignation of one or more of these persons could have a

material adverse impact on the business and its ability to repay a loan. Economic downturns and other events that

negatively impact the Company’s market areas could cause the Company to incur substantial credit losses that
could negatively affect the Company’s results of operations, financial condition and cash flows.
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The Company faces strong competition, which may adversely affect its operating results.

Inrecent years, competition for bank customers, the source of deposits and loans for the Company has greatly
intensified. This competition includes:

e larger regional and national banks and other FDIC insured depository institutions in many of the communities the
Company serves;

efinance companies, investment banking and brokerage firms, and insurance companies that offer bank-like products;

ecredit unions, which can offer highly competitive rates on loans and deposits because they receive tax advantages not
available to commercial banks; and

etechnology-based financial institutions including large national and super-regional banks offering on-line deposit,
bill payment, and mortgage loan application services.

Someof the financial services organizations with which the Company competes are not subject to the same degree of
regulation as is imposed on bank holding companies and federally insured financial institutions. As a result,
these non-bank competitors have certain advantages over the Company in accessing funding and in providing
various banking-related services.

By virtue of their larger capital position, regional and national banks have substantially larger lending limits than the
Company, and can provide certain services to their customers which the Company is not able to offer directly, such
as trust and international services. Many of these larger banks also operate with greater economies of scale which
result in lower operating costs than the Company on a per-unit basis.

Otherexisting single or multi-branch community banks, or new community bank start-ups, have marketing strategies
similar to United Security Bancshares. These other community banks can open new branches in the
communities the Company serves and compete directly for customers who want the high level of service
community banks offer. Other community banks also compete for the same management personnel and the same
potential acquisition and merger candidates. Ultimately, competition can drive down the Company’s interest
margins and reduce profitability, as well as make it more difficult for the Company to achieve its growth
objectives.

The Company may need to raise additional capital in the future and such capital may not be available when needed or
at all.

The Company may need to raise additional capital in the future to provide it with sufficient capital resources and
liquidity to meet its commitments and business needs. In addition, the Company may elect to raise additional capital
to support its business or to finance acquisitions, if any. The Company’s ability to raise additional capital, if needed,
will depend on, among other things, conditions in the capital markets at that time, which are outside of its control, and
its financial performance. The ongoing liquidity crisis and the loss of confidence in financial institutions may increase
the Company’s cost of funding and limit its access to some of its customary sources of capital, including, but not
limited to, inter-bank borrowings, repurchase agreements and borrowings from the discount window of the Federal
Reserve.

The Company cannot assure you that such capital will be available to it on acceptable terms or at all. Any occurrence

that may limit its access to the capital markets, such as a decline in the confidence of investors, depositors of the
Banks or counterparties participating in the capital markets, may adversely affect the Company’s capital costs and its

40



Edgar Filing: UNITED SECURITY BANCSHARES - Form 10-K

ability to raise capital and, in turn, its liquidity. An inability to raise additional capital on acceptable terms when
needed could have a material adverse effect on the Company’s business, financial condition and results of operations.

The Company could experience loan losses, which exceed the overall allowance for loan losses.

The risk of credit losses on loans and leases varies with, among other things, general economic conditions, the type of
loan being made, the creditworthiness of the borrower, and, in the case of collateralized loans, the value and
marketability of the collateral. The Company maintains an allowance for loan losses based upon, among other things,
historical experience, an evaluation of economic conditions, and regular reviews of delinquencies and loan portfolio
quality. Based upon such factors, management makes various assumptions and determinations about the ultimate
collectibility of the loan portfolio and provides an allowance for losses based upon a percentage of the outstanding
balances and for specific loans where their collectibility is considered to be questionable.

As of December 31, 2009, the Company’s allowance for loan losses was approximately $15.0 million representing
2.96% of gross outstanding loans. Although management believes that the allowance is adequate, there can be no
absolute assurance that it will be sufficient to cover future loan losses. Although the Company uses the best
information available to make determinations with respect to adequacy of the allowance for loan losses, future
adjustments may be necessary if economic conditions change substantially from the assumptions used or if negative
developments occur with respect to non-performing or performing loans. If management’s assumptions or conclusions
prove to be incorrect and the allowance for loan losses is not adequate to absorb future losses, or if Company’s
regulatory agencies require an increase in the allowance for loan losses, the Company’s earnings, and potentially its
capital, could be significantly and adversely impacted.
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The Company is Subject to Other-than-temporary Impairment Risk

The Company recognizes an impairment charge when the decline in the fair value of equity, debt securities and
cost-method investments below their cost basis are judged to be other-than-temporary. Significant judgment is used to
identify events or circumstances that would likely have a significant adverse effect on the future use of the investment.
The Company considers various factors in determining whether an impairment is other-than-temporary, including the
severity and duration of the impairment, forecasted recovery, the financial condition and near-term prospects of the
investee, and our ability and intent to hold the investment for a period of time sufficient to