=
|33
[3

Capitol Research Division
SNL Financial
1-800-969-4121

Grand Central Financial Corp.

2 0 0 2

ANNUAL
REPORT







U.S. SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-KSB

X] ANNUAL REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF
1934

For the Fiscal Year Ended December 31, 2002

(1 TRANSITION REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the transition period from to
Commission File Number: 0-25045
GRAND CENTRAL FINANCIAL CORP.
(Name of small business issuer in its charter)
Delaware 34-1877137
(State or other jurisdiction of (L.R.S. Employer Identification No.)
incorporation or organization)
601 Main Street, Wellsville, Ohio 43968
(Address of principal executive offices) (Zip Code)

Issuer’s telephone number: (330) 532-1517

Securities registered under Section 12(b) of the Exchange Act:
None

Securities registered under Section 12(g) of the Exchange Act:

Corumon Stock, par value $.01 per share
(Title of Class)

Check whether the issuer: (1) filed all reports required to be filed by Section 13 or 15(d) of the Exchange Act
during the past 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has
been subject to such filing requirements for the past 90 days. YES __ X NO

Check if there is no disclosure of delinquent filers in response to Item 405 of Regulation S-B contained in this form,
and no disclosure will be contained, to the best of the registrant’s knowledge, in definitive proxy or information
statements incorporated by reference in Part Il of this Form 10-KSB or any amendment to this Form 10-KSB. [X]

As of December 31, 2002, the Registrant’s revenues were $7.7 million.

The aggregate market value of the voting and non-voting common equity held by non-affiliates as of February 27,

2003 was approximately $16,854,231. As of February 27, 2003, there were 1,645,921 shares of the Registrant’s
Common Stock outstanding.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Proxy Statement for the 2003 Annual Meeting of Stockholders to be held on April 23, 2003
are incorporated herein by reference to Part III of this Form 10-KSB.

Transitional Small Business Disclosure Format (Check One): YES ;NO_ X




INDEX

Page
PART1]
Item 1. Description Of BUSINESS .......ccocciveccrcrcneinisvnnenmrsssiseneseseesssssssssssessssasrsssssanns 3
Item2. DesCription Of PrOPEILY .......c.cviueemiiiisinistinmnisssnsnessnsnsessesnessasasssesssaresseseseas 29
Itern 3. Legal Proceedings ........ccveenririninisncsscstesressescssnseenesssesessssenssvessssesorsssssns 29
Item 4. Submission of Matters to a Vote of Security Holders.........ccccoeceuerrrrerernnnnee. 29
PART I
Item 5. Market for Common Equity and Related Stockholder Matters...................... 30
Item 6. Management’s Discussion and Analysis or Plan of Operation ...................... 31
Item7. Financial StAEMENtS. .. ...coceieeermrercneereecenisuresnerstensasessessssssssensssssnesssnnssneses 40
Item 8. Changes In and Disagreements With Accountants on Accounting and
Financial DiSClOSULE ........ccceveereenmeririneninnisnsesessssssensanssesessressesesessesssssnsssrens 41
PARTIII
Item 9. Directors, Executive Officers, Promoters and Control Persons;
Compliance with Section 16(a) of the Exchange Act.........cccocererinrererenrenunnen. 41
Item 10. Executive COmPenSation.........cccevevreruererreenerreressssrersasasssssessssssssssssssssessressass 41
Item 11. Security Ownership of Certain Beneficial Owners and Management
and Related Stockholder Matters ..........cviericniiimeninnininnncssneseeeesrnenns 41
Item 12. Certain Relationships and Related Transactions..........c.c.ocvreeerverenerenenssnnennns 41
PART IV
Item 13. Exhibits and Reports on Form 8-K.......ccceuuemiiecccniviinnccrninsinninesniesenenees 42
Item 14. Controls and Procedures........coccveervverriinininnineinninnnennenersesninierennssssssesensnns 43
SIGNATURES
CERTIFICATIONS




Certain statements contained in this report that are not historical facts are forward-looking
statements that are subject to certain risks and uncertainties. When used herein, the terms “anticipates,”
“plans,” “expects,” “believes,” and similar expressions as they relate to the Company or its
management are intended to identify such forward-looking statements. The Company’s actual results,
performance or achievements may materially differ from those expressed or implied in the forward-
looking statements. Risks and uncertainties that could cause or contribute to such material differences
include, but are not limited to, general economic conditions, interest rate environment, competitive
conditions in the financial services industry, changes in law, governmental policies and regulations, and
rapidly changing technology affecting financial services. The Company does not undertake, and
specifically disclaims any obligation, to publicly release the result of any revisions which may be made to
any forward-looking statements to reflect events or circumstances after the date of such statements or to
reflect the occurrence of anticipated or unanticipated events.

PARTI

Item 1. Description of Business.

General

Grand Central Financial Corp. (the “Company™) was organized as a Delaware corporation in
September 1998 as the holding company for Central Federal Savings and Loan Association (the
“Association’”) in connection with the Association’s conversion from a mutual to stock form of
organization. As a savings and loan holding company, the company is subject to regulation by the Office
of Thrift Supervision (the “OTS”). Currently, the Company does not transact any material business other
than through the Association. At December 31, 2002, the Company had total assets of $110.5 million and
stockholders’ equity of $17.6 million.

The Association is a community-oriented savings institution which was originally organized in
1892. The Association’s principal business consists of attracting deposits from the general public in its
primary market area and investing those deposits and other funds, generated from operations, and from
Federal Home Loan Bank of Cincinnati (“FHLB”) advances, primarily in conventional mortgage loans
secured by single-family residences. The Association also invests in consumer loans, primarily indirect
automobile loans and loans originated directly or on the Association’s behalf by automobile dealers at the
time of sale. To a significantly lesser extent, the Association invests in home equity, multi-family,
commercial real estate, construction and land loans. The Association also invests in mortgage-backed
securities, primarily those guaranteed or insured by government agencies such as Ginnie Mae, Fannie
Mae and Freddie Mac, and other investment grade securities. The Association’s revenues are derived
principally from the generation of interest and fees on loans originated and, to a lesser extent, interest and
dividends on investment securities. The Association’s primary sources of funds- are retail savings
deposits and, to a lesser extent, principal and interest payments on loans and investment securities, FHLB
advances and proceeds from the sale of loans. The Association operates through its home office located in
Wellsville, Ohio, and a full service branch office in East Liverpool, Ohio.

Market Area and Competition

The Association’s primary market area is a competitive market for financial services and the
Association faces significant competition both in making loans and in attracting deposits. The
Association faces direct competition from a number of financial institutions operating in its market area,
many with a state-wide or regional presence, and in some cases, a national presence. Many of these
financial institutions are significantly larger and have greater financial resources than the Association.
The Association’s competition for loans comes principally from savings institutions, mortgage banking
companies, commercial banks and credit unions. Its most direct competition for deposits has historically
come from savings institutions and commercial banks. In addition, the Association faces increasing




competition for deposits and other financial products from non-bank institutions such as brokerage firms
and insurance companies in mutual funds and annuities. Competition may also increase as a result of the
lifting of restrictions on the interstate operations of financial institutions.

Lending Activities

Loan Portfolio Composition. The Association’s loan portfolio consists primarily of conventional
first mortgage loans secured by single-family residences. At December 31, 2002, the Association had
gross loans receivable of $63.1 million, of which $48.4 million were single-family, residential mortgage
loans, or 76.6% of the Association’s gross loans receivable. The remainder of the portfolio consisted of:
consumer loans of $13.0 million, or 20.6% of gross loans receivable; $128,000 of construction and land
loans, or .20% of gross loans receivable; $1.5 million of multi-family mortgage and commercial real
estate loans, or 2.4% of gross loans receivable; and $120,000 of commercial loans, or .2% of gross loans
receivable. At that same date, 70.1% of the Association’s loan portfolio had fixed interest rates. The
Association had no single-family residential mortgage loans held-for-sale at December 31, 2002.

The types of loans that the Association may originate are subject to federal and state law and
regulations. Interest rates charged by the Association on loans are affected by the demand for such loans
and the supply of money available for lending purposes and the rates offered by competitors. In tum,
these factors are affected by, among other things, economic conditions, fiscal policies of the federal
government, the monetary policies of the Federal Reserve Board and legislative tax policies.

The following table sets forth the composition of the Association’s loan portfolio in dollar
amounts and as a percentage of the portfolio at the dates indicated.

At December 31,
2002 2001 2000
Percent Percent Percent
Amount of Total Amount of Total Amount of Total
(Dollars in thousands)
Real estate loans:
Single-family™.......o.ooveuervieinniinnns $ 48,365 76.62%  $ 59,246 74.57%  $64,234 73.93%
Multi-family and commercial........... 1,536 2.44 1,381 1.74 1,185 1.36
(0001 T30 1 1151+ [ 128 0.20 675 0.85 810 0.93
Total real estate loans............c.... 50,029 79.26 61302 77.16 66,229 76.22
Consumer loans:
Home equity 1oans.........coeevrevveeerennens 1,378 2.18 2,416 3.04 3,038 3.50
Automobile......cccooveeiiirirernnninrrnene. 10,719 16.98 15,549 19.57 17,292 19.90
10711 T=) 876 1.39 —_ — — —
Total consumer loans........cceevee. 12,973 20.55 17,965 22.61 20,330 23.40
Commercial 10ans........cocoveeereeeeiveesrenn. 120 0.19 184 0.23 331 0.38
Total 10ans ....cvvrevvernvvnsvereeevrverena 63,122 100.00% 79,451 100.00% 86,390 100.00%
Less:
Deferred loan origination
fees and discounts..........c.oveeeeeen. (196) (287) (271)
Allowance for loan losses................. (361) (373) (354)
Total loans, net .........cccreeeceicnennen $ 62,565 $ 78791 3 86265

(1) Includes loans held-for-sale.




Loan Maturity. The following table shows the remaining contractual maturity of the
Association’s commercial and construction loans at December 31, 2002. The table does not include the
effect of future principal prepayments.

At December 31, 2002
Construction (1) Commercial Total

(Dollars in thousands)

Amounts due in:

ONE YEATr OF 1888 1.uvererereererrececereri et reesarrsrsrreeneeesene $ — $ 46 3 46
After one year:
More than one year to three Years ......coovvecviiiiicecccenenn. - 46 46
More than three years to five years .......ooooveveiereiincinnn - 146 146
More than five years to 10 years .......c..ccuvvvvvervinneneene 329 329
More than 10 years to 15 years .........ccocuuveivecericicnnennns 128 547 675
More than 15 Years..........cccvmvimiisininiecrciricrenceresessnnes - 541 541
Total amount due...........ccceveerinrermvrereeesersrnrnseressenes 5 128 $ 1,655 § 1,783

(1) Construction loans, which consist of loans to the owner for the construction of single-family residences, automatically
convert to permanent financing upon completion of the construction phase.

The following table sets forth, at December 31, 2002, the dollar amount of commercial loans

contractually due after December 31, 2003, and whether such loans have fixed interest rates or adjustable
interest rates.

Due After December 31, 2003

Fixed Adjustable Total
(Dollars in thousands)
Commercial 10ans .........cco.vevieienenns §1.417 $ 238 $1,655

Origination of Loans. The Association’s mortgage lending activities are conducted through its
home office and its branch office. Although the Association may originate both adjustable-rate and fixed-
rate mortgage loans, a substantial majority of the Association’s loan originations have been fixed-rate
mortgage loans. The Association’s ability to originate loans depends upon the relative customer demand
for fixed-rate or adjustable-rate mortgage loans, which is affected by the current and expected future level
of interest rates. The Association has not emphasized the origination of adjustable-rate mortgage loans
due to the relatively low demand for such loans in the Association’s primary market area. The
Association sells a portion of the mortgage loans that it originates, primarily to Freddie Mac, and retains
only loans that bear an interest rate above levels established from time to time by the Association’s board
of directors based on current market rates. At December 31, 2002, there were no single-family residential
mortgage loans categorized as held-for-sale. The Association also emphasizes the origination of home
equity loans and construction loans secured primarily by owner-occupied properties.




The following table sets forth the Association’s loan originations, purchases, sales and principal
repayments for the periods indicated:

For the Year Ended December 31,

2002 2001 2000
(Dollars in thousands)
Loans at beginning of period .......cccovvevvivvvinnininnnnnininnn, $78.791 $86,265 $73.324
Originations:
Real estate:

Single-family ......coovvvvrniiinniinc e 14,447 23,462 16,938
Multi-family and commercial ......o.cocurvevrceciiiiiiininn 450 458 313
CONSHUCHION 1o e verctrcrererarereesessesseesterarsrennsesesssasssssos 306 1,034 1,137
CONSUIMET .....oiiiiiairmrerrsreeessstesssessssssssrrnssnsonmmsssssassnnsnns 5,063 8,367 12,071
Commercial.....coevvre et eses s eess 120 27 389
Total loans originated ..........ccccocnnniceccinenmenciinne 20,386 33,348 30,848
Principal loan repayments and prepayments.........ocvuvereees (16,180) (29,166) (17,459)
Loan sales ......ccovvecievreervenncnns fererevenserrerarerararsasatnisasanres (20,005) (11,430) (410)
Transfers to REO .....ocovvvrvevrerecciiniesnesinrsrnssecssissssennens (151) (145) —
Change in unearned origination fees............cocovvnvinnenene. (288) (62) (53)
Change in allowance for loan 1088€s .........covvvvreevrccccns 12 (19) 15
Net 10an aCtiVILY.....ccoiviiiiiirrrnre s csssessees (16.226) (71.474) 12,941
Loans at end of period™ ........c.coverceirrvsivscseiseernnrcees $62.565 378,791 $86.265

(1) Loans at clnd of period include loans in process of $116,000, $688,000 and $814,000 for fiscal years 2002, 2001 and 2000,

respectively.

Single-Family Mortgage Lending. The primary lending activity of the Association has been and
continues to be the origination of permanent conventional mortgage loans secured by single-family
residences located in the Association’s primary market area. The Association sells a portion of the fixed-
rate loans that it originates. The Association retains the servicing rights on the loans it sells. The
Association retains fixed-rate loans with a rate of interest higher than the level established by the
Association’s board of directors as high in relation to the current market based on Freddie Mac’s levels.
At December 31, 2002, the Association retained 30-year loans with a rate of interest of 7.5% or higher
and 15-year loans with a rate of interest of 7.0% or higher. The Association generally retains for its
portfolio any adjustable rate mortgage (“ARM”) loans that it originates. Most single-family mortgage
loans are underwritten according to Freddie Mac guidelines. Loan originations are obtained from the
Association’s loan officers and their contacts with the local real estate industry, existing or past
customers, and members of the local communities. The Association primarily originates fixed-rate loans
in the current low interest rate environment, but also offers adjustable-rate mortgage loans. At December
31, 2002, single-family mortgage loans totaled $48.5 million, or 76.9% of total loans at such date. At that
date, of the Association’s mortgage loans secured by single-family residences, $29.8 million, or 61.6%,
were fixed-rate loans.

The Association’s policy is to originate single-family residential mortgage loans in amounts up to
80% of the appraised value of the property securing the loan and up to 95% of the appraised value if
private mortgage insurance is obtained. Mortgage loans originated by the Association generally include
due-on-sale clauses which provide the Association with the contractual right to deem the loan
immediately due and payable in the event the borrower transfers ownership of the property without the




Association’s consent. Due-on-sale clauses are an important means of adjusting the rates on the
Association’s fixed-rate mortgage loan portfolio and the Association exercises its rights under these
clauses. The residential mortgage loans originated by the Association are generally for terms to maturity
of up to 30 years.

The Association offers several adjustable-rate loan programs with terms of up to 25 years and
interest rates that adjust either annually or every three years. Of the Association’s mortgage loans secured
by single-family residences, $6.5 million, or 11.0%, had adjustable rates. Certain of the Association’s
one-year ARM loans have a maximum adjustment limitation of 2% per year and a 6% lifetime cap on
adjustments. The Association has additional one-year ARM loans that have no caps. The Association’s
three-year ARM loan has a maximum adjustment limitation of 1.5% per change and a 6% lifetime cap.
The interest rate adjustments on ARM loans currently offered are indexed to the monthly average rate on
a variety of established indices.

The volume and types of ARM loans originated by the Association have been affected by such
market factors as the level of interest rates, consumer preferences, competition and the availability of
funds. In recent years, demand for ARM loans in the Association’s primary market area has been weak
due to the low interest rate environment and consumer preference for fixed-rate loans. Consequently, in
recent years the Association has not originated a significant amount of ARM loans as compared to its
originations of fixed-rate loans. The ARM loans offered by the Association do not provide for initial
deep discount interest rates or for negative amortization. Although the Association expects to offer ARM
loans, the Association cannot be certain that in the future it will be able to originate a sufficient volume of
ARM loans to constitute a significant portion of the Association’s loan portfolio.

Multi-Family and Commercial Real Estate Lending. On a limited basis, the Association
occasionally originates multi-family mortgage loans generally secured by properties located in the
Association’s primary market area. In reaching its decision on whether to make a multi-family loan, the
Association considers a number of factors including: the net operating income of the mortgaged premises
before debt service and depreciation; the debt service ratio (the ratio of net operating income to debt
service); and the ratio of loan amount to appraised value. Pursuant to the Association’s current
underwriting policies, a multi-family mortgage loan may be made in an amount up to 80% of the
appraised value of the underlying property. In addition, the Association generally requires a debt service
ratio of 120%. Properties securing a multi-family loan are appraised by an independent appraiser.

When evaluating a multi-family loan, the Association also considers the financial resources and
income level of the borrower, the borrower’s experience in owning or managing similar property, and the
Association’s lending experience with the borrower. The Association’s underwriting policies reguire that
the borrower be able to demonstrate strong management skills and the ability to maintain the property
from current rental income. The borrower is required to present evidence of the ability to repay the
mortgage and a satisfactory credit history. In making its assessment of the creditworthiness of the
borrower, the Association generally reviews the financial statements, employment and credit history of
the borrower, as well as other related documentation.

On a limited basis, the Association originates commercial real estate loans that are generally
secured by properties used for business or religious purposes such as farms, churches, small office
buildings or retail facilities located in its primary market area. The Association’s underwriting
procedures provide that commercial real estate loans may be made in amounts up to 70% of the appraised
value of the property. The Association’s underwriting standards and procedures are similar to those
applicable to its multi-family loans, whereby the Association considers the net operating income of the
property, the debt service ratio and the borrower’s expertise, credit history and profitability. The largest
commercial real estate loan in the Association’s portfolio at December 31, 2002 was $250,000. The loan
was current and performing in accordance with its contractual terms at December 31, 2002.




Multi-family and commercial real estate loans are generally considered to involve a greater
degree of risk than single-family residential mortgage loans. Because payments on loans secured by
multi-family and commercial real estate properties are dependent on successful operation or management
of the properties, repayment of such loans may be subject to a greater extent to adverse conditions in the
real estate market or the economy. The Association secks to minimize these risks through its
underwriting policies, which require such loans to be qualified at origination on the basis of the property’s
income and debt coverage ratio.

The Association’s multi-family and commercial real estate loan portfolio at December 31, 2002
totaled $1.5 million or 2.3% of gross loans receivable.

Commercial Lending. On a very limited basis, the Association makes commercial business loans
generally secured by business equipment, inventory, accounts receivable and other business assets. At
December 31, 2002, the Association’s commercial loan portfolio was $120,000, or 2% of gross loans
receivable, none of which were in non-accrual status. The Association does not currently anticipate that
commercial lending activities will significantly increase in the immediate future.

Construction and Land Lending. The Association generally originates construction and land
development loans to contractors and individuals in its primary market area. The Association’s
construction loans primarily are made to finance the construction of owner-occupied single-family
residential properties and, to a significantly lesser extent, individual properties built by developers for
future sale. The Association’s construction loans to individuals are primarily fixed-rate loans which, after
a four-month construction period, convert to permanent loans with maturities of up to 30 years. The
Association’s policies provide that construction loans may be made in amounts up to 80% of the
appraised value of the property for construction of single-family residences. The Association requires an
independent appraisal of the property. Loan proceeds are disbursed in increments as construction
progresses and as inspections warrant. The Association requires regular inspections to monitor the
progress of construction. Land loans are determined on an individual basis, but generally they do not
exceed 75% of the actual cost or current appraised value of the property, whichever is less. The largest
construction and land loan in the Association’s portfolio at December 31, 2002 had a balance of $128,000
and is secured by a mortgage. This loan is currently performing in accordance with its terms. At
December 31, 2002, the Association had $189,000 of construction and land loans totaling .3% of the
Association’s gross loans receivable. ' '

Construction and land financing is considered to involve a higher degree of credit risk than long-
term financing on improved, owner-occupied real estate. Risk of loss on a construction loan is dependent
largely upon the accuracy of the initial estimate of the property’s value at completion of construction or
development compared to the estimated cost (including interest) of construction. If the estimate of value
proves to be inaccurate, the Association may be confronted with a project, when completed, having a
value which is insufficient to assure full repayment.

Consumer and Other Lending. The Association’s originated consumer loans generally consist
of automobile loans, second mortgage loans, home equity loans and loans secured by deposits. The
Association originates a relatively small number of home equity lines of credit, which are generally ARM
loans with the rate adjusting monthly at 2% above the prime rate of interest as disclosed in The Wall
Street Journal. At December 31, 2002, the Association’s consumer loan portfolio was $12.8 million, or
20.3%, of gross loans receivable.

Loans secured by rapidly depreciable assets such as automobiles entail greater risks than single-
family residential mortgage loans. In such cases, repossessed collateral for a defaulted loan may not
provide an adequate source of repayment of the outstanding loan balance, since there is a greater
likelihood of damage, loss or depreciation of the underlying collateral. Further, consumer loan
collections on these loans depend on the borrower’s continuing financial stability and, therefore, are more




likely to be adversely affected by job loss, divorce, illness or personal bankruptcy. Finally, the
application of various federal and state laws, including federal and state bankruptcy and insolvency laws,
may limit the amount which can be recovered on such loans in the event of a default. A significant
portion of the Association’s automobile loans are originated on the Association’s behalf by automobile
dealers at the time of sale. This indirect lending requires the maintenance of relationships with such
dealers. Such loans do not have the benefit of direct interaction between the borrowers and the
Association’s lending officers during the underwriting process.

Loan Approval Procedures and Authority. The Board of Directors establishes the lending
policies of the Association. Consumer loans in amounts up to $25,000 may be approved by the
Association’s loan officers. Loans in excess of $25,000 and up to $50,000 must be approved by the
President or Vice President. Consumer loans in excess of $50,000 must be approved by the Board of
Directors. All mortgage loans are approved by the Executive Committee. Pursuant to OTS regulations,
loans to one borrower cannot exceed 15% of the Association’s unimpaired capital and surplus. The
Association will not make loans to one borrower that are in excess of regulatory limits.

Delinquencies and Classified Assets. The Board of Directors performs a quarterly review of all
delinquent loans thirty days or more past due. The procedures taken by the Association with respect to
delinquencies vary depending on the nature of the loan and period of delinquency. When a borrower fails
to make a required payment on a loan, the Association takes a number of steps to have the borrower cure
the delinquency and restore the loan to current status. The Association sends the borrower a written
notice of non-payment after the loan is first past due and if payment is not received, then the Association
sends out additional letters and makes phone calls. If management believes that the loan is well-secured,
the Association generally will try to work with the borrower to have the loan brought current. If the loan
is still not brought current and it becomes necessary for the Association to take legal action, the
Association will commence foreclosure proceedings against any real property that secures the loan. If a
foreclosure action is instituted and the loan is not brought current, paid in full, or refinanced before the
foreclosure sale, the real property securing the loan is foreclosed upon and sold at a sheriff’s sale.

Federal regulations and the Association’s Classification of Assets Policy require that the
Association use an internal asset classification system as a means of reporting problem and potential
problem assets. The Association has incorporated the OTS internal asset classifications as a part of its
credit monitoring system. The Association currently classifies problem and potential problem assets as
“substandard,” “doubtful” or “loss” assets. An asset is considered *substandard” if it is inadequately
protected by the current net worth and paying capacity of the obligor or of the collateral pledged, if any.
“Substandard” assets include those characterized by the “distinct possibility” that the insured institution
will sustain “some loss” if the deficiencies are not comrected. Assets classified as “doubtful” have all of
the weaknesses inherent in those classified “substandard” with the added characteristic that the
weaknesses make “collection or liquidation in full,” on the basis of currently existing facts, conditions,
and values, “highly questionable and improbable.” Assets classified as “loss” are those considered
“uncollectible” and having so little value that their continuance as assets without the establishment of a
specific loss allowance is not warranted. Assets are required to be designated “special mention” when
they posses weaknesses but do not currently expose the insured institution to sufficient risk to warrant
classification in one of these categories.

When an insured institution classifies one or more assets, or portions thereof, as substandard or
doubtful, under current OTS policy the Association is required to consider establishing a general
valuation allowance in an amount deemed prudent by management. The general valuation allowance,
which is a regulatory term, represents a loss allowance which has been established to recognize the
inherent credit risk associated with lending and investing activities, but which, unlike specific allowances,
has not been allocated to particular problem assets. When an insured institution classifies one or more
assets, or portions thereof, as “loss,” it is required either to establish a specific allowance for losses equal
to 100% of the amount of the asset so classified or to charge off such amount.




A savings institution’s determination as to the classification of its assets and the amount of its
valuation allowances is subject to review by the OTS which can order the establishment of additional
general or specific loss allowances. The OTS, in conjunction with the other federal banking agencies, has
adopted an interagency policy statement on the allowance for loan and lease losses. The policy statement
provides guidance for financial institutions on both the responsibilities of management for the assessment
and establishment of adequate allowances and guidance for banking agency examiners to use in
determining the adequacy of general valuation allowances. Generally, the policy statement recommends
that institutions have effective systems and controls to identify, monitor and address asset quality
problems; that management has analyzed all significant factors that affect the collectibility of the portfolio
in a reasonable manner; and that management has established acceptable allowance evaluation processes
that meet the objectives set forth in the policy statement. Management believes that an adequate
allowance for loan losses has been established. However, actual losses are dependent upon future events
and, as such, further additions to the level of allowances for estimated loan losses may become necessary.

The Association’s Classification of Assets Committee reviews and classifies the Association’s
assets on a quarterly basis and the Board of Directors reviews the results of the reports on a quarterly
basis. The Association classifies assets in accordance with the management guidelines described above.,
At December 31, 2002, the Association had no assets designated as special mention, $1.38 million of
assets classified as substandard consisting of 24 loans, and no assets classified as doubtful and loss.

The following table!” sets forth the delinquencies in the Association’s loan portfolio as of the
dates indicated.

December 31, 2002 December 31, 2001
60-89 Days 90 Days or More 60-89 Days 90 Days or More
Number Principal Number Principal Number  Principal Number  Principal
of Balance of of Balance of of Balance of of Balance of
Loans Loans Loans Loans Loans Loans Loans Loans

(Dollars in thousands)

Real estate loans:

Single-family ..o 10 8559 10 $761 5 5134 — —
Multi-family and commercial..... — — —_ —_
Consumer Loans:
Home equity loans and lines
of credit.......ccoeeereeenraeaacrniins — — — —
1 5 3 19 2 10 — —
1 1 — — - —
2 6 7 1 — —
13 $570 14 5781 14 8145 = —
Delinquent loans to total loans ...... 0.90 % 0.18%

(1) The table does not include delinquent loans less than 60 days past due. At December 31, 2002 and 2001, total loans past due
30 to 59 days amounted to $517,000 and $662,000, respectively.

Non-Performing Assets and Impaired Loans. The following table sets forth information
regarding non-accrual loans and real estate owned (“REO”). At December 31, 2002, non-accrual loans
totaled $781,000 consisting of 14 loans. It is the policy of the Association to cease accruing interest on
loans 90 days or more past due (unless the loan principal and interest are determined by management to
be fully secured and in the process of collection) and to charge off all accrued interest. At December 31,
2002, the amount of additional interest income that would have been recognized on non-accrual loans if
such loans had continued to perform in accordance with their contractual terms was $88,954. At
December 31, 2002 and 2001, the Association had no impaired loans.
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At December 31,

2002 2001 2000
(Dollars in thousands)
Non-accruing loans:
Single-family real €State ........ccccvvvvveereniiiniicrser st $761 $871 $465
CONSUITIET cuveereiererrreemeecsssonrernreasassasnsnrmtsinsashssanrssmrsstsths st assnsrnessstessassansnstans 20 12 24
COMMETCIAL. c.ecuverreectveieessnr v esicestarrreeaacesastessaersresseesbssssssnsssmasstsashssrasnnsans e = -
TOAID ..ot setb s srare st s ss s essssbe s erserbr b e enasaes 781 883 489
Real estate owned (REO).......ccouiimniiiminimic s eecsissrersessssans 0 98 —
Other repoSSESSEd ASSELS ..vvvvrererreciisisisssr sttt s ressasssbsssaens _2 4 o—
Total nonperforming assets®.........ceruirrieemrerissrrisesoneisssrerecisssassses 783 985 489
Troubled debt TEStIUCIUTINES «...oooeiriirrrrrrierenieisisnrr e s bsa s ee e ety _ 0 _— =
Troubled debt restructurings and total nonperforming assets ..........cooeeceinae $783 $985 $489
Total nonperforming loans and troubled debt restructurings 1.24% L%  0.56%
as a percentage of total 10ANS ......covvereeecccniiine st
Total nonperforming assets and troubled debt restructurings 0.70% 0.81% 0.35%
as a percentage of total ASSELS ......ovvureecm et

(1) Total non-accruing loans equals total nonperforming loans.
(2) Nonperforming assets consist of nonperforming loans (and impaired loans), other repossessed assets and REO.

Allowance for Loan Losses. The allowance for loan losses is established through a provision for
loan losses based on management’s evaluation of the risks inherent in the Association’s loan portfolio and
the general economy. The allowance for loan losses is maintained at an amount management considers
adequate to cover estimated losses in loans receivable which are deemed probable and estimable. The
allowance is based upon a number of factors, including current economic conditions, actual loss
experience and industry trends. In addition, various regulatory agencies, as an integral part of their
examination process, periodically review the Association’s allowance for loan losses. Such agencies may
require the Association to make additional provisions for loan losses based upon information available at
the time of the review. As of December 31, 2002, the Association’s allowance for loan losses was .57%
of gross loans receivable as compared to 0.47% as of December 31, 2001. The Association had non-
accrual loans of $781,000 and $883,000 at December 31, 2002 and December 31, 2001, respectively. The
Association will continue to monitor and modify its allowances for loan losses as conditions dictate.
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The following table sets forth activity in the Association’s allowance for loan losses for the
periods indicated.

At or for the Year Ended December 31,
2002 2001 2000

(Dollars in thousands)

Allowance for loan losses, beginning of year ..............c..... $373 $354 $369
Charged-off loans:
Single-family real estate ........ccoovvoviiiimrerrversrsieennn, — — —
Multi-family and commercial real estate .......cocoviviivnnne — — —
CONSUITIET ... veeieeeeearerarsesseemceemersressteaasesenssssaassnssanscranss _35 _ 53 _22
Total charged-off 10ans.........ccccovnincicccimniniiiiennn,s 35 53 22
Recoveries on loans previously charged off:
Single-family real estate .....cococevvveincniiicrncsenis s — —_ —_
COMNSUMIET c..everrrrereieerite e erresssenaceancrrrnssressensernrrarsssstssstsian _ 4 10 1
TOtal TECOVETIES. ..uviicrinitiniice et 4 10 7
Net loans charged-off.........coviiiiiicmniiii s 31 43 15
Provision for loan 10s8es .....ccocovrevirenimnrescnsvinniecccine _19 _ 62 —_
Allowance for loan losses, end of period........cocoeeecrerienns $361 $373 $ 354
Allowance for loan losses to total loans..........cciicnnns 0.57% 0.47% 0.41%
Allowance for loan losses to nonperforming loans
and troubled debt restructuring .......ociveeeniiniincnnnnn, 46.10% 42.24% 72.39%
Net loans charged-off to allowance
fOr 1080 LOSSES .....ccecrveriiiieerc s 8.60% 11.53% 4.24%
Net loans charged-off to average loans........ociiiiimvniinnis 0.05% 0.05% 0.02%

The following table sets forth the Association’s allowance for loan losses in each of the
categories listed at the dates indicated and the percentage of such amounts to the total allowance and to
total loans.

At December 31,
2002 2001 2000
% of Percent % of Percent % of Percent
Allowance  of Loans Allowance of Loans Allowance of Loans
in each in Each in each in Each in each in Each
Category Category Category Category Category Category
to Total to Total to Total to Total to Total to Total
Amonnt Allowance Loans Amount Allowance Loans Amount Allowance Loans
(Dollars in thousands)
Real estate.......cccooevvreneenens $296 82.00% 79.54%  $280 75.07% 77.16% $276 77.97% 75.85%
ConsUMET....oouerireiraarereeeeees 64 17.73 20.27 90 24.13 22.61 66 18.64 23.77
Commercial ........ccevrmrnnnne. 1 027 0.19 3 0.80 0.23 12 3.39 0.38
Unallocated.......ccccvvvvreennen. — — — — — — — —_ —
Total allowance for
loan losses.........ococeeune $361 100.00% 10000% $373  100.00% 100.00% $354 100.00%  100.00%
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Real Estate Owned
At December 31, 2002, the Association had no real estate owned.
Investment Activities

Federally-chartered savings institutions have the authority to invest in various types of
liquid assets, including United States Treasury obligations, securities of various federal agencies,
certificates of deposit of insured banks and savings institutions, bankers’ acceptances and federal
funds. Subject to various restrictions, federally-chartered savings institutions may also invest
their assets in commercial paper, investment-grade corporate debt securities and mutual funds
whose assets conform to the investments that a federally-chartered savings institution is otherwise
authorized to make directly. Additionally, the Association must maintain minimum levels of
investments that qualify as liquid assets under OTS regulations. Historically, the Association has
maintained liquid assets above the minimum OTS requirements and at a level considered to be
more than adequate to meet its normal daily activities.

The investment policy of the Association as established by the Board of Directors
attempts to provide and maintain liquidity, generate a favorable return on investments without
incurring undue interest rate and credit risk, and complement the Association’s lending activities.
The Association’s policies generally limit investments to government and federal agency
securities. The Association’s policies provide the authority to invest in United States Treasury
and federal agency securities meeting the Association’s guidelines and in mortgage-backed
securities guaranteed by the U.S. government and agencies thereof. The Association funds such
investments not only through payments on deposit accounts and the proceeds from the repayment
of loans and the Association’s operations, but also through FHLB advances. The success of such
use of FHLB advances depends on management’s ability to maintain a positive spread between
the interest eamed on the investment securities and the interest cost of the FHLB advances. At
December 31, 2002, the Association had investment and mortgage-backed securities with a
carrying value of $19.3 million and a market value of $19.6 million. At December 31, 2002, the
Association had $1.4 million in mortgage-backed and investment securities classified as
available-for-sale and $17.8 million in investment and mortgage-backed securities classified as
held-to-maturity. Of the Association’s mortgage-backed securities, $1.4 million had adjustable
rates at December 31, 2002.

At December 31, 2002, all of the Association’s mortgage-backed securities were insured
or guaranteed by either Freddie Mac, Fannie Mae or Ginnie Mae. In addition, the Association
owned one CMO which failed a stress test at December 31, 2002. The security failed the portion
of the test in which the life of the security would shorten beyond the prescribed limit in the event
interest rates drop 200 basis points or more. The security failed the portion of the test in which
the percentage change in price would drop more than the prescribed amount in the event interest
rates rise 300 basis points or more. The risk involved is the inability to sell the security to
reinvest at more favorable rates. Management does not consider this security to be high risk.
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The following table sets forth certain information regarding the amortized cost and fair value of
the Association’s securities at the dates indicated.

At December 31,
2002 2001 2000
Amortized Fair Amortized Fair Amortized Fair
Cost Value Cost Value Cost Value

(Dollars in thousands)
Investment securities:

Debt securities held-to-maturity:
Obligations of U.S. government

BRENCIES ...errrrereerssiessiiremsarenrerarssesseesresens $ 2,527 $ 2557 $ 2,000 $ 2,017 $ 7993 § 7866
Corporate obligations ...........ccoveeeeceinen 1.996 1,996 e — — —
Total vt 4,523 4,553 2,000 2,017 7.993 7,866
Total debt securities.........urerecreeeerens — — 2,000 2,017 7,993 7.866

Equity securities available for sale:

Fannie Mae Stock.......cocviiniiccnniiniinncnns — — 78 79 — —
Mortgage-related securities:

Mortgage-related securities held-to-

maturity:
Freddie Mac.........oovveiiiceeremnnseieninnnns 776 780 12,590 12,750 15,442 15,241
Fannie Mae........ccoorevenvesencecccenninseessnannss 12,521 12,834 5,270 5,283 6,454 6,386
Collateralized Mortgage Obligations....... 2 2 3483 3478 5,907 5,158
Total mortgage-related securities
held-to-maturity.........coeceevivnnerecninnaes 13,299 _13.,616 21343 21,511 27.803 27,385
Mortgage-related securities available-
for-sale:
Freddie Mac..........covcevriccrmnnrnnenssisinsisenna 152 151 181 178 217 215
Fannie Mae..........cocomiviencncerenninnivineens 558 579 753 750 1,223 1,233
Ginnie Mag.....covvevnnicicniescnvnnesneienins 685 709 1,056 1,085 1,627 1,642
Total mortgage-related
securities available-for-sale .............. 1,395 1,439 1,990 2.013 3.067 3,090
Total mortgage-related securities ...... 14,694 15,054 23,333 _23.524 30.870 _30.475
Net unrealized gains on
available-for-sale securities................ 44 — 24 — 23 —
Total securities .........cocoovrirvveereerencncnn, $19.261 $19,608 $25,435 $25,620 $38,880 $38,341
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The following table sets forth the Association’s securities activities for the periods indicated.

For the Year Ended December 31,
2002 2001 2000
(Dollars in thousands)

Investment securities:

Investment securities, beginning of period(1) .......corvvirirererens $25,435 $38,886 $58,503
Purchases:

Investment securities — held-to-maturity ........cooceiiviinnnnnes 21,508 — —

Investment securities — available-for-sale ............ccoununeee. 290 233 174
Sales:

Investment securities — available-for-sale .............ovinnninnins (386) (230) (227)
Calls, maturities and payments:

Investment securities — held-to-maturity .........cccovinimninnnnens (27,056) (12,493) (18,950)

Investment securities — available-for-sale ..........ocrcvveiinnns (594) (1,077) (788)
Net increase (decrease) in premium amortization and discount accretion. . ... 44 114 191
Net increase (decrease) in unrealized gain (1088)..........covevvniviiniinininnnn. 20 2 (17
Net increase (decrease) in investment securities ..........c.cccuueueni. $(6.174) $13.451 $(19.617)
Investment securities, end of period.........cccoevricevnvrvecnerannas $19.261 $25,435 $38,886

(1) Includes mortgage-related securities.
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The table below sets forth certain information regarding the carrying value, weighted average yields and contractual maturities of the
Association’s investment securities and mortgage-related securities as of December 31, 2002.

At December 31, 2002
More than More than
One Year Five Years More than
One Year or Less to Five Years to Ten Years Ten Years Total
Weighted Weighted Weighted Weighted Weighted
Carrying  Average  Carrying Average Carrying Average Carrying Average Carrying Average
Value Yield Value Yield Value Yield Value Yield Value Yield
(Dollars in thousands)
Held-to-maturity securities:
Investment securities:
Obligations of U.S.
SOVEINMEN! agencCies. ..o veneuere $ 509 321% % 2018 3.30% $ 2527 3.28%
Corporate obligations $ 199% 2.12% 1,996 2.12%
Mortgage-related securities:
Freddie Mac....ccccoccrivcimnrivenen, $ 693 6.00% $ 83 7.00% 776 6.11%
Fannie Mag ......cocevvervrcrecinecevnn 1,286 4.76% 1,516 6.01% 9,719 6.59% 12,521 6.33%
- Collateralized Mortgage
> Obligations......cccveerrveesccrnsernens 2 6.50% 2 6.50%

‘Total securities at
amortized COSt.vvvcvvesrrerir. 32,505 234% $_3304  387% $ 2200 601% $ 9804  659% § 17.822 5.42%
Available-for-sale securities:
Mortgage-related securities:

Freddie MaC....cccvvververmmisermecrrnnne $ 151 435% $ 151 4.35%
Fannie Mag .......oovcvveerieerncrinesrinns 579 5.45% 579 5.45%
Ginnie Mae .....cooveveiivvsiinersenarinns 709 6.70% 700 6.70%

Total securities at fair value...... § 1439 595% $_ 1439 595%




Sources of Funds

General. Deposits, loan repayments and prepayments and cash flows generated from operations
are the primary sources of the Association’s funds for use in lending, investing and for other general
purposes. The Association has historically also used FHLB advances as a source of funds.

Deposits. The Association offers a variety of deposit accounts with a range of interest rates and
terms. The Association’s deposits consist of passbook accounts, savings and club accounts, NOW
accounts, money market accounts and certificates of deposit. For the year ended December 31, 2002,
certificates of deposit constituted 55.8% of total average deposits. The term of the certificates of deposit
offered by the Association vary from six months to four years and the offering rates are established by the
Association on a weekly basis. Once a certificate account is established, no additional amounts are
permitted to be deposited in that account, with the exception of Individual Retirement Account
certificates. Specific terms of an individual account vary according to the type of account, the minimum
balance required, the time period funds must remain on deposit and the interest rate, among other factors.
The flow of deposits is influenced significantly by general economic conditions, changes in money
market rates, prevailing interest rates and competition. At December 31, 2002, the Association had $21.9
million of certificate accounts maturing in less than one year. The Association expects that most of these
accounts will be reinvested and does not believe that there are any material risks associated with the
respective maturities of these certificates. The Association’s deposits are obtained predominantly from the
area in which its banking offices are located. The Association relies primarily on a willingness to pay
market-competitive interest rates to attract and retain these deposits. Accordingly, rates offered by
competing financial institutions significantly affect the Association’s ability to attract and retain deposits.

The following table presents the deposit activity of the Association for the periods indicated:

For the Year Ended December 31,

2002 2001 2000
(Dollars in thousands)
Increase (decrease) before interest credited................. $ (504) $ (508) $(2,503)
Interest Credited .....ccoveeeiieeirerniieresreerssreeemsecaaenes 1,982 2,679 667
Net increase (decrease) ... oervarrereeeerereseeeeeereecersanrene $1.478 $2.171 $(1.836)

At December 31, 2002, the Association had $5.1 million in certificate accounts in amounts of
$100,000 or more maturing as follows:

Weighed

Maturity Average
Period Amount Rate
(Dollars in thousands)
Three months or 1€85......ccccovrvrrernne $1,090 5.17%
Over 3 through 6 months.................... 210 3.61%
Over 6 through 12 months................. 599 3.29%
Over 12 months ........cccoveiencnicernnnns 3.222 3.89%
Total....cociiinnn e $5,121 4.07%
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The following table sets forth the distribution of the Association’s average deposit accounts for

the periods indicated and the weighted average interest rates on each category of deposits presented and
such information at December 31, 2002. Averages for the periods presented utilize month-end balances.

NOW aceounts.....oevnreesnnens
Money market accounts
Savings accounts...............
Certificates of deposit ...............
Non-interest-bearing deposits:
Demand deposits...........ccrrven.
Total average deposits

For the Year Ended December 31,

2002 2001 2000
Percent of Percent of Percent of

Total Average Total Average Total Average
Average Average Rate Average  Average Rate Average  Average Rate
Balance Deposits Paid Balance  Deposits Paid Balance  Deposits Paid

(Dollars in thousands)

$8,748 11.43% 1.66% § 8,611 11.28% 1.64% $5,496 754 %  3.09%
7,038 9.20 1.49 7.038 922 338 5,813 7.98 4.58
17,633 23.07 1.69 17,653 23.12 242 19,849 27.23 2.81
42,338 55.32 4.63 42,338 55.46 5.76 40,271 55.25 5.51
7154 0.99 — 702 0.92 _ 1461 2.00 —
$76,531 100.00% _ 3.32% $76342 100.00% 4.29% $72.890 10000 %  4.43

The following table presents by various rate categories, the amount of certificate accounts
outstanding at the dates indicated and the periods to maturity of the certificate accounts outstanding.

Certificate accounts:

010 3.99% .conrirciriecerrisieernen
4.00t0 4.99% ...ocrverereririennns
5.00to 5.99%
6.00 to 6.99%
7.00 to 7.99%
Over 8.00% ..covveeveiceeririicans

Total certificate accounts ...

........................

Period to Maturity from December 31, 2002 At December 31,
Two to Over
Less than One to Three Three
One Year Two Years Years Years Total 2001 2000 1999
(Dollars in thousands)

$12,638 $ 9,821 $ 107 $ 793 $23,359 $ 5725 § 99 $ 20
5,108 2,520 1,675 2,864 12,167 11,271 6,357 13,448
2,465 499 457 3,421 17,299 16,406 25,292
1,487 60 1,547 6,447 13,694 2,383
160 160 2,690 3,010 —
52 5 — 10 67 240 374 96
$21,910 $12.905 £2239 $3667 $40721 @ $43,672 $39.940  $41.239

Borrowings. The Association utilizes FHLB advances as an alternative to retail deposits to fund
its operations as part of its operating strategy. These FHLB advances are collateralized primarily by
certain of the Association’s mortgage loans and mortgage-backed securities and secondarily by the
Association’s investment in capital stock of the FHLB. FHLB advances are made pursuant to several
credit programs, each of which has its own interest rate and range of maturities. The maximum amount

that the FHLB will advance to member institutions, including the Association, fluctuates from time to
time in accordance with the policies of the FHLB.



The following table sets forth certain information regarding the Association’s borrowed funds at
or for the periods ended on the dates indicated:

At or For the Year Ended
December 31,

2002 2001 2000
(Dollars in thousands)

FHILB advances and other borrowings:

Average balance outstanding .......c..oecveniseiiiinnreiininins $ 13,802 $ 31,367 $ 38,815
Maximum amount outstanding at any month-end

during the Period.......coeoviiniiinininnin e ssesess 12,370 36,678 40,536
Balance outstanding at end of period........c..occeeiiienennnn. 11,430 18,393 40,536
Weighted average interest rate during the period............. 4.81% 5.00% 5.74%
Weighted average interest rate at end of period................ 5.53% 4.62% 5.74%

Subsidiary Activities

As of December 31, 2002, the Company maintained the Association as a wholly owned
subsidiary. The Association has no subsidiaries.

Personnel

As of December 31, 2002, the Association had 30 full-time employees and 8 part-time
employees. The employees are not represented by a collective bargaining unit and the Association
believes it has a good relationship with its employees.
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SELECTED FINANCIAL AND OTHER DATA OF THE COMPANY

The selected financial and other data of the Company set forth below is derived in part from, and
should be read in conjunction with, the Financial Statements of the Company and Notes thereto presented
elsewhere in this report.

At December 31,
2002 2001 2000 1999 1998
(Dollars in thousands)
Selected Financial Data:

TOtal ASSELS..vuveeeerrrteiiereeeeeeeeeeeeoesse $110,519 $120,927 $140933  $142,497 $133,436
Cash and cash equivalents ........................ 12,879 4,380 2,930 4,928 26,026
Loans, net®. ..o 62,565 78,791 86,265 73,177 64,101
Securities held-to-maturity:

Mortgage-related securities, net.............. 13,299 21,343 27,803 33,216 30,137

Investment securities, net..........ov.o........ 4,523 2,000 7,993 21,492 2,492
Securities available-for-sale:

Mortgage-related securities, net............. 1,439 2,013 3,090 3,770 4,970

Investment securities, net..........oouo....... —_ 79 —_ 25 179
DEPOSIS .ot 74,690 76,168 73,997 75,833 84,638
FHLB advances..........ccccoovuveemeoeonn 11,430 18,393 40,536 36,419 16,029
Total €qUItY ...ovcvvveeeeeeeee e 17,583 18,160 17,833 29,200 31,773
Real estate owned, net..............oooooovovnoo.. — 98 —_ 11 -—
Nonperforming assets and troubled

debt restructurings............ceveeveeerenonnn 781 985 489 104 39

For the Year Ended December 3,
2002 2001 2000 1999 1998
(Dollars in thousands)

Selected Operating Data:

Total interest income ...........ovvovveoonn . $ 7,083 $9,588 $9,834 $9,303 $8,787
Interest expense.........ouuuvcveeeereeoireiin 3470 3,308 5.802 4714 4,963
Net interest income ..........ooveeeoveeeeonoo 3,613 4,280 4,032 4,589 3,824
Provision for loan losses............................ 19 62 — — 154
Net interest income after provision 3,594 4,218 4,032 4,589 3,670
for loan 108ses ..........ooveeecrvvrerrerrsn.
Non-interest income;
Net gain (loss) on sale of securities ....... 16 15 10 38 21
Other ..., 664 179 284 276 318
Total non-interest income .................. 680 194 294 314 339
Non-interest expense..............co.ovvevmoooon. 3287 3.502 3,900 4.956 3,681
Income (loss) before income taxes............. 987 910 426 (53) 328
INCOME taXeS ...evvveeemeeese 313 312 150 (11) 117
Net income (10S$) .vuvveevvvereremerren, 3674 $ 598 $ 276 $ 4 $ 21]

(See footnotes on next page)
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At or for the Year Ended December 31,

2002 2001 2000 1999 1998
Selected Operating Ratios and Other Data:
Performance Ratios:
Average yield on interest-earning assets™.......... 7.00% 7.71% 7.42% 697%  7.44%
Average rate paid on interest-bearing liabilities .. 3.64 4.66 5.01 4.55 4.73
Average interest rate spread®............cccooovrrnnrinnn. 3.36 3.05 2.21 2.42 2.71
Net interest Margin®.......coo.e.uoervvrersomesevenssecssenses 3.57 3.44 2.96 3.44 3.31
Ratio of interest-earning assets to
interest-bearing liabilities............ooeeeemnicniirens 106.09 109.07 120.16 12768 11243
Efficiency ratio™ .......cooverveverriercrerrrrecessvsssinne 76.85 78.54 90.36 101.75 88.87
Non-interest expense as a percent of average
ASSEES ettt enr e e 2.85 2.63 2.82 3.60 3.03
Return On aVErage assetS......cceievemrueveerseratiannancane 0.58 0.45 0.20 (0.03) 0.17
Return on average equity ......coounemrmreecsieenniinns 3.76 3.32 1.27 (0.14) 141
Ratio of average equity to average assets ............ 13.54 15.68 22.48 12.36
Earnings per shares™ .........co..corvuvrerrmemsmrrasernanssnns 0.44 0.38 0.17 (0.02) —
Regulatory Capital Ratios:
Tangible capital ratio ........ovrveeeecee e 18.90 18.40 15.60 15.10 16.10
Core capital ratio...........cccovninvninininrm e 18.90 18.40 15.60 15.10 16.10
Risk-based capital ratio.......o.erreevererirrcrcecersaenens 38.60 35.70 32.40 34.10 36.80
Asset Quality Ratios:
Nonperforming loans and troubled debt
restructurings as a percent of total loans® ........ 1.24 1.11 0.56 0.13 0.06
Nonperforming assets and troubled debt
restructurings as a percent of total assets” ....... 0.70 081 . 035 0.07 0.03
Allowance for loan losses as a percent
OF tOtal J0ANS. ... ccoveeereererrtirreeeccctstseeeaesesenene 0.57 0.47 0.4] 0.50 0.59
Allowance for loan losses as a percent of
nozmperforminﬁ loans and troubled debt
restructurings® e 0.46% 0.42% 0.72% 397%  9.72%
Full service offices at end of period .......oreerreeenn-s 2 2 3 4 6

(1) Loans, net, represents gross loans receivable and loans held for sale net of the allowance for loan losses, loans in process and
deferred loan origination fees. The allowance for loan losses at December 31, 2002, 2001, 2000, 1999 and 1998 was
$361,000, $373,000, $354,000, $369,000 and $379,000, respectively.

(2) Asset Quality Ratios and Regulatory Capital Ratios are end of period ratios. With the exception of end of period ratios, all
ratios are based on average monthly balances during the indicated periods.

(3) Calculations of yield are presented on a taxable equivalent basis using the Federal income tax rate of 34%.

(4) The average interest rate spread represents the difference between the weighted average yield on average interest-earning
assets and the weighted average cost of average interest-bearing liabilities.

(5) The net interest margin represents net interest income as a percent of average interest-earning assets.

(6) Equals non-interest expense divided by net interest income plus non-interest income (excluding gains or losses on securities
transactions).

(7) Earnings per shares is not applicable for 1998,

(8) Non-performing loans consist of all non-accrual loans and all other loans 90 days or more past due. The Association ceases
t0 accrue interest on loans 90 days or more past due (unless the loan principal and interest are determined by management to
be fully secured and in the process of collection) and to charge off all accrued interest.

(9) Non-performing assets consist of non-performing loans, other repossessed assets and REO.




REGULATION AND SUPERVISION

General

As a savings and loan holding company, the Company is required by federal law to report to, and
otherwise comply with the rules and regulations of, the Office of Thrift Supervision ("OTS"). The
Association is subject to extensive regulation, examination and supervision by the OTS, as its primary
federal regulator, and the Federal Deposit Insurance Corporation (“FDIC”), as the deposit insurer. The
Association is a member of the Federal Home Loan Bank System and, with respect to deposit insurance,
of the Savings Association Insurance Fund (“SAIF”) managed by the FDIC. The Association must file
reports with the OTS and the FDIC concerning its activities and financial condition in addition to
obtaining regulatory approvals prior to entering into certain transactions such as mergers with, or
acquisitions of, other savings institutions. The OTS and/or the FDIC conduct periodic examinations to
test the Association's safety and soundness and compliance with various regulatory requirements. This
regulation and supervision establishes a comprehensive framework of activities in which an institution
can engage and is intended primarily for the protection of the insurance fund and depositors. The
regulatory structure also gives the regulatory authorities extensive discretion in connection with their
supervisory and enforcement activities and examination policies, including policies with respect to the
classification of assets and the establishment of adequate loan loss reserves for regulatory purposes. Any
change in such regulatory requirements and policies, whether by the OTS, the FDIC or Congress, could
have a material adverse impact on the Company, the Association and their operations. Certain regulatory
requirements applicable to the Association and to the Company are referred to below or elsewhere herein.
The description of statutory provisions and regulations applicable to savings institutions and their holding
companies set forth in this Form 10-KSB does not purport to be a complete description of such statutes
and regulations and their effects on the Association and the Company.

Holding Company Regulation

The Company is a nondiversified unitary savings and loan holding company within the meaning
of federal law. Under prior law, a unitary savings and loan holding company, such as the Company, was
not generally restricted as to the types of business activities in which it may engage, provided that the
Association continued to be a qualified thrift lender. See "Federal Savings Institution Regulation - QTL
Test." The Gramm-Leach-Bliley Act of 1999 provides that no company may acquire control of a savings
association after May 4, 1999 unless it engages only in the financial activities permitted for financial
holding companies under the law or for multiple savings and loan holding companies as described below.
Further, the Gramm-Leach-Bliley Act specifies that existing savings and loan holding companies may
only engage in such activities. The Gramm-Leach-Bliley Act, however, grandfathered the unrestricted
anthority for activities with respect to unitary savings and loan holding companies existing prior to May
4, 1999, so long as the holding company’s savings association subsidiary continues to comply with the
QTL Test. The Company does qualify for the grandfathering. Upon any non-supervisory acquisition by
the Company of another savings institution or savings bank that meets the qualified thrift lender test and
is deemed to be a savings institution by the OTS, the Company would become a multiple savings and loan
holding company (if the acquired institution is held as a separate subsidiary) and would generally be
limited to activities permissible for bank holding companies under Section 4(c)(8) of the Association
Holding Company Act, subject to the prior approval of the OTS, and certain activities authorized by OTS
regulation. However, the OTS has issued an interpretation concluding that muitiple savings and loan
holding companies may also engage in activities permitted for financial holding companies.

A savings and loan holding company is prohibited from, directly or indirectly, acquiring more
than 5% of the voting stock of another savings institution or savings and loan holding company, without
prior written approval of the OTS and from acquiring or retaining control of a depository institution that
is not insured by the FDIC. In evaluating applications by holding companies to acquire savings
institutions, the OTS considers the financial and managerial resources and future prospects of the




company and institution involved, the effect of the acquisition on the risk to the deposit insurance funds,
the convenience and needs of the community and competitive factors.

The OTS may not approve any acquisition that would result in a multiple savings and loan
holding company controlling savings institutions in more than one state, subject to two exceptions: (i) the
approval of interstate supervisory acquisitions by savings and loan holding companies and (ii) the
acquisition of a savings institution in another state if the laws of the state of the target savings institution
specifically permit such acquisitions. The states vary in the extent to which they permit interstate savings
and loan holding company acquisitions.

Although savings and loan holding companies are not currently subject to specific capital
requirements or specific restrictions on the payment of dividends or other capital distributions, federal
regulations do prescribe such restrictions on subsidiary savings institutions as described below. The
Association must notify the OTS 30 days before declaring any dividend to the Company. In addition, the
financial impact of a holding company on its subsidiary institution is a matter that is evaluated by the
OTS and the agency has authority to order cessation of activities or divestiture of subsidiaries deemed to
pose a threat to the safety and soundness of the institution.

Acquisition of the Holding Company. Under the Federal Change in Bank Control Act
(“CIBCA”), a notice must be submitted to the OTS if any person (including a company), or group acting
in concert, seeks to acquire 10% or more of the Company’s outstanding voting stock, unless the OTS has
found that the acquisition will not result in a change of control of the Company. Under the CIBCA, the
OTS has 60 days from the filing of a complete notice to act, taking into consideration certain factors,
including the financial and managerial resources of the acquirer and the anti-trust effects of the
acquisition. Any company that acquires control would then be subject to regulation as a savings and loan
holding company.

Federal Savings Institution Regulation

Business Activities. The activities of federal savings associations are governed by federal law
and regulations. These laws and regulations delineate the nature and extent of the activities in which
federal associations may engage. In particular, certain lending authority for federal associations, e.g.,
commercial, non-residential real property loans and consumer loans, is limited to a specified percentage
of the institution’s capital or assets.

Capital Requirements. The OTS capital regulations require savings institutions to meet three
minimum capital standards: a 1.5% tangible capital to total assets ratio, a 4% leverage ratio (3% for
institutions receiving the highest rating on the CAMELS examination rating system) and an 8% risk-
based capital ratio. In addition, the prompt corrective action standards discussed below also establish, in
effect, a minimum 2% tangible capital standard, a 4% leverage ratio (3% for institutions receiving the
highest CAMELS rating), and, together with the risk-based capital standard itself, a 4% Tier 1 risk-based
capital standard. The OTS regulations also require that, in meeting the tangible, leverage and risk-based
capital standards, institutions must generally deduct investments in and loans to subsidiaries engaged in
activities as principal that are not permissibie for a national bank.

The risk-based capital standard for savings institutions requires the maintenance of Tier 1 (core)
and total capital (which is defined as core capital and supplementary capital) to risk-weighted assets of at
least 4% and 8%, respectively. In determining the amount of risk-weighted assets, all assets, including
certain off-balance sheet assets, are multiplied by a risk-weight factor of 0% to 100%, assigned by the
OTS capital regulation based on the risks belicved inherent in the type of asset. Core (Tier 1) capital is
defined as common stockholders’ equity (including retained earnings), certain noncumulative perpetual
preferred stock and related surplus, and minority interests in equity accounts of consolidated subsidiaries
less intangibles other than certain mortgage servicing rights and credit card relationships. The
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components of supplementary capital currently include cumulative preferred stock, long-term perpetual
preferred stock, mandatory convertible securities, subordinated debt and intermediate preferred stock, the
allowance for loan and lease losses limited to a maximum of 1.25% of risk-weighted assets and up to 45%
of unrealized gains on available-for-sale equity securities with readily determinable fair market values.
Overall, the amount of supplementary capital included as part of total capital cannot exceed 100% of core
capital.

The OTS also has authority to establish individual minimum capital requirements in appropriate
cases upon a determination that an institution’s capital level is or may become inadequate in light of the
particular circumstances. At December 31, 2002, the Association met each of its capital requirements.

The following table presents the Association's capital position at December 31, 2002:

Excess Capital
Actual Required (Deficiency) Actual Required
Capital Capital Amount Percent Percent

(Dollars in thousands)

Tangible ............. $20.802 $1,651 $19.151 18.89% 1L.5%
Core (Leverage) . $20,802 $4,403 $16,399 18.89% 4%
Risk-based.......... $21,163 $4,385 $16,778 38.60% 8%

Prompt Corrective Regulatory Action. The OTS is required to take certain supervisory actions
against undercapitalized institutions, the severity of which depends upon the institution's degree of
undercapitalization. Generally, a savings institution that has a ratio of total capital to risk weighted assets
of less than 8%, a ratio of Tier 1 (core) capital to risk-weighted assets of less than 4% or a ratio of core
capital to total assets of less than 4% (3% or less for institutions with the highest examination rating) is
considered to be "undercapitalized." A savings institution that has a total risk-based capital ratio less than
6%, a Tier 1 capital ratio of less than 3% or a leverage ratio that is less than 3% is considered to be
"significantly undercapitalized” and a savings institution that has a tangible capital to assets ratio equal to
or less than 2% is deemed to be "critically undercapitalized." Subject to a narrow exception, the OTS is
required to appoint a receiver or conservator for an institution that is "critically undercapitalized." The
regulation also provides that a capital restoration plan must be filed with the OTS within 45 days of the
date a savings institution receives notice that it is "undercapitalized,” "significantly undercapitalized" or
"critically undercapitalized." Compliance with the plan must be guarantced by any parent holding
company. In addition, numerous mandatory supervisory actions become immediately applicable to an
undercapitalized institution, including, but not limited to, increased monitoring by regulators and
restrictions on growth, capital distributions and expansion. The OTS could also take any one of a number
of discretionary supervisory actions, including the issuance of a capital directive and the replacement of
senior executive officers and directors.

Insurance of Deposit Accounts. The Association is a member of the SATF. The FDIC maintains
arisk-based assessment system by which institutions are assigned to one of three categories based on their
capitalization and one of three subcategories based on examination ratings and other supervisory
information. An institution's assessment rate depends upon the categories to which it is assigned.
Assessment rates for SAIF member institutions are determined semi-annually by the FDIC and currently
range from zero basis points for the healthiest institutions to 27 basis points of assessable deposits for the
riskiest.




In addition to the assessment for deposit insurance, institutions are required to make payments on
bonds issued in the late 1980s by the Financing Corporation ("FICO") to recapitalize the predecessor to
the SAIF. During fiscal 2002, FICO payments for SAIF members approximated 1.75 basis points of
assessable deposits.

The Association's assessment rate for the fiscal year 2002 was .0001715 and the total assessment
paid for this period (including the FICO assessment) was $13,571. The FDIC has authority to increase
insurance assessments. A significant increase in SATF insurance premiums would likely have an adverse
effect on the operating expenses and results of operations of the Association. Management cannot predict
what insurance assessment rates will be in the future.

Insurance of deposits may be terminated by the FDIC upon a finding that the institution has
engaged in unsafe or unsound practices, is in an unsafe or unsound condition to continue operations or has
violated any applicable law, regulation, rule, order or condition imposed by the FDIC or the OTS. The
management of the Association does not know of any practice, condition or violation that might lead to
termination of deposit insurance.

Loans to One Borrower. Federal law provides that savings institutions are generally subject to
the limits on loans to one borrower applicable to national banks. A savings institution may not make a
loan or extend credit to a single or related group of borrowers in excess of 15% of its unimpaired capital
and surplus. An additional amount may be lent, equal to 10% of unimpaired capital and surplus, if
secured by specified readily-marketable collateral. At December 31, 2002, the Association's limit on
loans to one borrower was $5.2 million, and the Association's largest aggregate outstanding balance of
loans to one borrower was $450,000.

QTL Test. The HOLA requires savings institutions to meet a qualified thrift lender test. Under
the test, a savings association is required to either qualify as a "domestic building and loan association"
under the Internal Revenue Code or maintain at least 65% of its "portfolio assets" (total assets less: (i)
specified liquid assets up to 20% of total assets; (ii) intangibles, including goodwill; and (iii) the value of
property used to conduct business) in certain "qualified thrift investments" (primarily residential
mortgages and related investments, including certain mortgage-backed securities) in at least 9 months out
of each 12 month period.

A savings institution that fails the qualified thrift lender test is subject to certain operating
restrictions and may be required to convert to a bank charter. As of December 31, 2002, the Association
maintained 93% of its portfolio assets in qualified thrift investments and, therefore, met the qualified
thrift lender test. Recent legislation has expanded the extent to which education loans, credit card loans
and small business loans may be considered "qualified thrift investments."

Limitation on Capital Distributions. OTS regulations impose limitations upon all capital
distributions by a savings institution, including cash dividends, payments to repurchase its shares and
payments to shareholders of another institution in a cash-out merger. Under the regulation, an application
to and the prior approval of the OTS is required prior to any capital distribution if the institution does not
meet the criteria for “expedited treatment” of applications under OTS regulations (i.e., generally,
examination ratings in the two top categories), the total capital distributions for the calendar year exceed
net income for that year plus the amount of retained net income for the preceding two years, the
institution would be undercapitalized following the distribution or the distribution would otherwise be
contrary to a statute, regulation or agreement with the OTS. If an application is not required, the
institution must still provide prior notice to the OTS of the capital distribution if, like the Bank, it is a
subsidiary of a holding company. In the event the Association's capital fell below its regulatory
requirements or the OTS notified it that it was in need of increased supervision, the Association's ability
to make capital distributions could be restricted. In addition, the OTS could prohibit a proposed capital
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distribution by any institution, which would otherwise be permitted by the regulation, if the OTS
determines that such distribution would constitute an unsafe or unsound practice.

Assessments. Savings institutions are required to pay assessments to the OTS to fund the
agency’s operations. The general assessments, paid on a semi-annual basis, are computed upon the
savings institution’s total assets, including consolidated subsidiaries, as reported in the Association’s latest
quarterly thrift financial report. The assessments paid by the Association for the fiscal year ended
December 31,2002 totaled $38,215.

Transactions with Related Parties. The Association’s authority to engage in transactions with
“affiliates” (e.g., any company that controls or is under common control with an institution, including the
Company and its non-savings institution subsidiaries) is limited by federal law. The aggregate amount of
covered transactions with any individual affiliate is limited to 10% of the capital and surplus of the
savings institution. The aggregate amount of covered transactions with all affiliates is limited to 20% of
the savings institution’s capital and surplus. Certain transactions with affiliates are required to be secured
by collateral in an amount and of a type described in federal law. The purchase of low quality assets from
affiliates is generally prohibited. The transactions with affiliates must be on terms and under
circumstances, that are at least as favorable to the institution as those prevailing at the time for
comparable transactions with non-affiliated companies. In addition, savings institutions are prohibited
from lending to any affiliate that is engaged in activities that are not permissible for bank holding
companies and no savings institution may purchase the securities of any affiliate other than a subsidiary.

The recently enacted Sarbanes Oxley Act generally prohibits loans by the Company to its
executive officers and directors. However, that act contains a specific exception for loans by the
Association to its executive officer’s and directors in compliance with federal banking laws. Under such
laws the Association's authority to extend credit to executive officers, directors and 10% shareholders
("insiders™), as well as entities such persons control, is limited. The law limits both the individual and
aggregate amount of loans the Association may make to insiders based, in part, on the Association's
capital position and requires certain board approval procedures to be followed. Such loans are required to
be made on terms substantially the same as those offered to unaffiliated individuals and not involve more
than the normal risk of repayment. There is an exception for loans made pursuant to a benefit or
compensation program that is widely available to all employees of the institution and does not give
preference to insiders over other employces.

Enforcement. The OTS has primary enforcement responsibility over savings institutions and has
the authority to bring actions against the institution and all institution-affiliated parties, including
stockholders, and any attorneys, appraisers and accountants who knowingly or recklessly participate in
wrongful action likely to have an adverse effect on an insured institution. Formal enforcement action
may range from the issuance of a capital directive or cease and desist order to removal of officers and/or
directors to institution of receivership, conservatorship or termination of deposit insurance. = Civil
penalties cover a wide range of violations and can amount to $25,000 per day, or even $1 million per day
in especially egregious cases. The FDIC has the authority to recommend to the Director of the OTS that
enforcement action to be taken with respect to a particular savings institution. If action is not taken by the
Director, the FDIC has authority to take such action under certain circumstances. Federal law also
establishes criminal penalties for certain violations.

Standards for Safety and Soundness. The federal banking agencies have adopted Interagency
Guidelines prescribing Standards for Safety and Soundness. The guidelines set forth the safety and
soundness standards that the federal banking agencies use to identify and address problems at insured
depository institutions before capital becomes impaired. If the OTS determines that a savings institution
fails to meet any standard prescribed by the guidelines, the OTS may require the institution to submit an
acceptable plan to achieve compliance with the standard.




Federal Home Loan Bank System

The Association is a member of the Federal Home Loan Bank System, which consists of 12
regional Federal Home Loan Banks. The Federal Home Loan Bank provides a central credit facility
primarily for member institutions. The Association, as a member of the Federal Home Loan Bank, is
required to acquire and hold shares of capital stock in that Federal Home Loan Bank in an amount at least
equal to 1.0% of the aggregate principal amount of its unpaid residential mortgage loans and similar
obligations at the beginning of each year, or 1/20 of its advances (borrowings) from the Federal Home
Loan Bank, whichever is greater. The Association was in compliance with this requirement with an
investment in Federal Home Loan Bank stock at December 31, 2002 of $3.5 million.

The Federal Home Loan Banks are required to provide funds for the resolution of insolvent thrifts
in the late 1980s and to contribute funds for affordable housing programs. These requirements could
reduce the amount of dividends that the Federal Home Loan Banks pay to their members and could also
result in the Federal Home Loan Banks imposing a higher rate of interest on advances to their members.
If dividends were reduced, or interest on future Federal Home Loan Bank advances increased, The
Association’s net interest income would likely also be reduced. Recent legislation has changed the
structure of the Federal Home Loan Banks funding obligations for insolvent thrifts, revised the capital
structure of the Federal Home Loan Banks and implemented entirely voluntary membership for Federal
Home Loan Banks. Management cannot predict the effect that these changes may have with respect to its
Federal Home Loan Bank membership.

Federal Reserve System

The Federal Reserve Board regulations require savings institutions to maintain non-interest
earning reserves against their transaction accounts (primarily Negotiable Order of Withdrawal (NOW)
and regular checking accounts). The regulations generally provide that reserves be maintained against
aggregate transaction accounts as follows: a 3% reserve ratio is assessed on net transaction accounts up
to and including $42.1 million; a 10% reserve ratio is applied above $42.1. The first $6.0 million of
otherwise reservable balances (subject to adjustments by the Federal Reserve Board) are exempted from
the reserve requirements. These amounts are adjusted annually. The Association complies with the
foregoing requirements.

FEDERAIL AND STATE TAXATION
Federal Taxation

General. The Company and the Association report their income on a fiscal year, consolidated
basis and the accrual method of accounting, and are subject to federal income taxation in the same manner
as other corporations with some exceptions, including particularly the Association’s reserve for bad debts
discussed below. The following discussion of tax matters is intended only as a summary and does not
purport to be a comprehensive description of the tax rules applicable to the Association or the Company.
For its 2002 taxable year, the Association is subject to a maximum federal income tax rate of 34%.

Bad Debt Reserve. Historically, savings institutions such as the Association which met certain
definitional tests primarily related to their assets and the nature of their business (“qualifying thrifts™)
were permitted to establish a reserve for bad debts and to make annual additions thereto, which may have
been deducted in arriving at their taxable income. The Association’s deductions with respect to
“qualifying real property loans,” which are generally loans secured by certain interest in real property,
were computed using an amount based on the Association’s actual loss experience, or a percentage equal
to 8% of the Association’s taxable income, computed with certain modifications and reduced by the
amount of any permitted addition to the non-qualifying reserve. Due to the Association’s loss experience,
the Association generally recognized a bad debt deduction equal to 8% of taxable income.
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In August 1996, the provisions repealing the above thrift bad debt rules were passed by Congress
as part of “The Small Business Job Protection Act of 1996.” The new rules eliminate the 8% of taxable
income method for deducting additions to the tax bad debt reserves for all thrifts for tax years beginning
after December 31, 1995. Those rules also require that all thrift institutions recapture all or a portion of
their bad debt reserves added since the base year (last taxable year beginning before January 1, 1988).
The Association has previously recorded a deferred tax liability equal to the bad debt recapture and as
such, the new rules will have no effect on net income or federal income tax expense. For taxable years
beginning after December 31, 1995, the Association’s bad debt deduction will be equal to net charge-offs.
The new rules allowed an institution to suspend the bad debt reserve recapture for the 1996 and 1997 tax
years if the institution’s lending activity for those years was equal to or greater than the institution’s
average mortgage lending activity for the six taxable years preceding 1996. For this purpose, only home
purchase and home improvement loans are included and the institution can elect to have the tax years
with the highest and lowest lending activity removed from the average calculation. If an institution was
permitted to postpone the reserve capture, it was required to begin its six year recapture no later than the
1998 tax year. The unrecaptured base year reserves will not be subject to recapture as long as the
institution continues to carry on the business of banking. In addition, the balance of the pre-1988 bad
debt reserves continue to be subject to a provision of present law referred to below that require recapture
in the case of certain excess distributions to shareholders.

Distributions. Under the 1996 Act, if the Association makes “non-dividend distributions” to the
Company, such distributions will be considered to have been made from the Association’s unrecaptured
tax bad debt reserves (including the balance of its reserves as of December 31, 1987) to the extent thereof,
and then from the Association’s supplemental reserve for losses on loans, to the extent thereof, and an
amount based on the amount distributed (but not in excess of the amount of such reserves) will be
included in the Association’s income. Non-dividend distributions include distributions in excess of the
Association’s current and accumulated eamings and profits, as calculated for federal income tax purposes,
distributions in redemption of stock, and distributions in partial or complete liquidation.

Dividends paid out of the Association’s current or accumulated earnings and profits will not be so
included in the Association’s income.

The amount of additional taxable income triggered by a non-dividend is an amount that, when
reduced by the tax attributable to the income, is equal to the amount of the distribution. Thus, if the
Association makes a non-dividend distribution to the Company, approximately one and one-half times the
amount of such distribution (but not in excess of the amount of such reserves) would be includable in
income for federal income tax purposes, assuming a 35% federal corporate income tax rate. The
Association does not intend to pay dividends that would result in a recapture of any portion of its bad debt
reserves.

Ohio Taxation

The Company is subject to the Ohio corporation franchise tax, which, as applied to the Company,
is a tax measured by both net earnings and net worth. In general, the tax liability is the greater of 5.1% on
the first $50,000 of computed Ohio taxable income and 8.5% of computed Ohio taxable income in excess
of $50,000 or 0.4% times of taxable net worth. Under these alternative measures of computing tax
liability, complex formulas determine the jurisdictions to which total net income and total net worth are
apportioned or allocated. The minimum tax is $50 per year and maximum tax liability as measured by net
worth is limited to $150,000 per year.

A special litter tax also applies to all corporations, including the Company, subject to the Ohio
Corporation franchise tax. This litter tax does not apply to “financial institutions.” If the franchise tax is
paid on the net income basis, the litter tax is equal to 0.11% of the first $50,000 of computed Ohio taxable




income and 0.22% of computer Ohio taxable income in excess of $50,000. If the franchise tax is paid on
the net worth basis, the litter tax is equal to 0.014% times taxable net worth.

Certain holding companies, such as the Company, will qualify for complete exemption from the
net worth tax if certain conditions are met. The Company will most likely meet these conditions, and
thus, calculate its Ohio franchise tax on the net income basis.

The Association is a “financial institution” for State of Ohio tax purposes. As such, it is subject
to the Ohio corporate franchise tax on “financial institutions,” which is imposed annually at a rate of 1.3%
for 2000 and 1.4% for 1999 and thereafter of the Association’s apportioned book net worth, determined in
accordance with Generally Accepted Accounting Principles, less any statutory deduction. As a “financial
institution,” the Association is not subject to any tax based upon net income or net profits imposed by the
State of Ohio.

Delaware Taxation. As a Delaware holding company not eaming income in Delaware, the
Company is exempted from Delaware corporate income tax but is required to file an annual report with
and pay an annual franchise tax to the State of Delaware.

Item 2. Description of Property.

The Association conducts its business through two banking offices located in Columbiana and
Jefferson Counties, Ohio.

Net Book Value
Original of Property or
Year Date of Leasehold
Leased or Lease Improvements at
Location Acquired Expiration December 31, 2002
(In thousands)

Administrative/Home Office:
601 Main Street
Wellsville, Ohio 43968 $409

Branch Office:
49028 Foulks Drive
East Liverpool, Ohio 43920

Item 3. Legal Proceedings.

Neither the Company nor the Association is a party to any pending legal proceedings.
Periodically, there have been various claims and lawsuits involving the Association, such as claims to
enforce liens, condemnation proceedings on properties in which the Association holds security interests,
claims involving the making and servicing of real property loans and other issues incident to the
Association’s business. The Association is not a party to any pending legal proceedings that it believes
would have a material adverse effect on the financial condition or operations of the Association.

Item 4. Submission of Matters to a Vote of Security Holders.

None.




PART I

Item 5. Market for Common Equity and Related Stockholder Matters.

The Company's common stock is traded on the Nasdaq SmallCap Market under the
symbol “GCFC.” As of December 31, 2002, there were 1,645,921 shares of common stock
outstanding and 580 stockholders, excluding persons or entities who hold stock in nominee or
“street name.” Dividend payments by the Company are dependent primarily on dividends
received by the Company from the Association. Under federal regulations, the dollar amount of
dividends the Association may pay is dependent upon its capital position and recent net income.
Generally, if the Association satisfies its regulatory capital requirements, it may make dividend
payments up to the limits prescribed in the OTS regulations. However, institutions that have
converted to the stock form of ownership may not declare or pay a dividend on, or repurchase any
of, its common stock if the effect thereof would cause the regulatory capital of the institution to
be reduced below the amount required for the liquidation account which was established in the
conversion in accordance with the OTS regulations.

The table below shows the price range of common stock and dividends paid for the years
ended December 31, 2002 and 2001. This information was provided by the Nasdaq SmallCap

Market.
Fiscal 2002 Fiscal 2001
High Low Dividends High Low Dividends
First Quarter .......... $11.00 $9.90 $0.09 $14.50 $9.00 $0.07
Second Quarter...... 11.36 10.40 0.09 10.50 8.90 0.07
Third Quarter......... 10.79 9.03 0.09 9.87 8.51 0.08
Fourth Quarter....... 10.00 9.10 0.09 10.25 8.51 0.09

The following table sets forth information about the Company’s common stock that may
be issued upon exercise of options and rights under the Company’s equity compensation plan as

of December 31, 2002.

Plan category Number of securities to be | Weighted-average Number of securities
issued upon exercise of exercise price of remaining available for
outstanding options, outstanding options, future issuance under
warrants and rights warrants and rights equity compensation plans

(excluding securities .
reflected in colurn (a))
(a) (b) (c)

Equity compensation 182,497 $9.22

plans approved by _

security holders

*Equity compensation

plans not approved by _ . _

security holders

Total 182,497 $9.22 —
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Item 6. Management’s Discussion and Analysis or Plan of Operation.

General

The Company’s results of operations are dependent primarily on net interest income,
which is the difference (“spread”) between the interest income earned on its loans, mortgage-
backed securities, and securities portfolio and its cost of funds, consisting of interest paid on its
deposits and borrowed funds. The interest rate spread is affected by regulatory, economic and
competitive factors that influence interest rates, loan demand and deposit flows. The Company’s
net income is also affected by, among other things, loan fee income, provisions for loan losses,
service charges, operating expenses and franchise and income taxes. The Company’s revenues
are derived primarily from interest on mortgage loans, consumer loans, mortgage-backed
securities and securities, as well as income from service charges and loan originations. The
Company’s operating expenses principally consist of employee compensation and benefits,
occupancy, federal deposit-insurance premiums and other general and administrative expenses.
The Company’s results of operations are also significantly affected by general economic and
competitive conditions, particularly changes in market interest rates, government policies and
actions of regulatory authorities. Future changes in applicable law, regulations or government
policies may materially impact the Company.

Management Strategy

The Company is a community-oriented financial institution offering a variety of financial
services to meet the needs of the communities it serves. The Company attracts deposits from the
general public and uses such deposits, together with borrowings and other funds, to originate
single-family residential mortgage loans and short-term consumer loans. To a lesser extent, the
Company also originates residential construction loans in its market area and a limited amount of
commercial business loans and loans secured by multi-family and non-residential real estate.
Management’s efforts in increasing the Company’s volume of shorter-term consumer loans have
been intended to help reduce interest rate risk, as well as to build on the Company’s residential
mortgage business. The Company’s deposits are insured up to the maximum allowable amount
by the SAIF, and administered by the FDIC. The Company also invests in mortgage-backed
securities, most of which are insured or guaranteed by federal agencies, as well as securities
issued by the U.S. government or agencies thereof.

As part of the Company’s long-term growth strategy, the Company currently anticipates
that it will consider expansion into one or more additional geographic markets. In connection
with such expansion, the Company would expect to increase the Company’s Board of Directors
by adding one or more directors familiar with such a new market or markets. The Company’s
Board of Directors has authorized the issuance by the Company of additional shares of the
Company’s common stock through a private placement. The number of such shares to be issued
is expected to equal up to, but be less than, 20 percent of the total number of shares outstanding
on the date of the issuance of the new shares. The price at which such shares would be issued is
expected to equal the book value of the outstanding shares at the time of issuance. The new
shares are expected to be issued to accredited investors, who have previously expressed an
interest in purchasing shares in Founders Capital Corporation, which was founded by the
Company’s Chairman and Chief Executive Officer.

The Company is not aware of any market or institutional trends, events or uncertainties
that are expected to have a material effect on liquidity, capital resources or operations, except as
discussed below. The Company is also not aware of any current recommendations by its
regulators which would have a material effect if implemented, except as discussed below.
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Management of Market Risk

General. Market risk is the risk of loss from adverse changes in market prices and rates. The
Association’s market risk arises primarily from interest-rate risk inherent in its lending and deposit-taking
activities. The Association, like other financial institutions, is subject to interest rate risk to the extent that
its interest-earning assets reprice differently than its interest-bearing liabilities. One of the Association’s
principal financial objectives is to achieve long-term profitability while reducing and managing its
exposure to fluctuations in interest rates. To that end, management actively monitors and manages its
interest rate risk exposure.

Qualitative Aspects of Market Risk. The principal objective of the Association’s interest rate risk
management function is to evaluate the interest rate risk included in certain balance sheet accounts,
determine the level of risk appropriate to the Association’s business strategy, operating environment,
capital and liquidity requirement and performance objectives, and manage the risk consistent with Board
of Directors’ approved guidelines. Through such management, the Association seeks to reduce the
vulnerability of its operations to changes in interest rates. The Association monitors its interest rate risk
as such risk relates to its operating strategies. The Association’s Board of Directors has established an
Asset/Liability Committee, responsible for reviewing its asset/liability policies and interest rate risk
position, which meets on a monthly basis and reports trends and interest rate risk position to the Board of
Directors. The extent of the movement of interest rates is an uncertainty that could have a negative
impact on earnings of the Association.

The Association has sought to reduce exposure of its earnings to changes in market interest rates
by managing asset and liability maturities and interest rates primarily through the use of adjustable-rate
mortgage-backed securities and, subject to market conditions, adjustable-rate mortgage loans and by
extending the maturities of it interest-bearing liabilities. In the current interest rate environment,
customer demand for adjustable-rate mortgage loans has been limited.

Quantitative Aspects of Market Risk. As part of its interest rate risk analysis, the Association
uses an interest rate sensitivity model which generates estimates of the change in the Association’s net
portfolio value (“NPV”) over a range of interest rate scenarios and which is prepared by the OTS on a
quarterly basis. NPV is the present value of expected cash flows from assets, liabilities and off-balance
sheet contracts. The NPV ratio, under any interest rate scenario, is defined as the NPV in that scenario
divided by the market value of assets in the same scenario. The OTS produces such analysis using its
own model, based upon data submitted on the Association’s quarterly Thrift Financial Reports, including
estimated loan prepayment rates, reinvestment rates and deposit decay rates. The following table sets
forth the Association’s NPV as of December 31, 2002, as calculated by the OTS.

The following table sets forth the Association’s NPV as of December 31, 2002, as calculated by
the OTS.

Net Portfolio Value NPV as a % of Portfolio
Change in Interest {(Dollars in Thousands) Value of Assets
Rates In Basis Points NPV

{Rate Shock) Amount $ Change % Change Ratio Change

300 $ 15436 $ (1,367 (8)% 14.73 % (75) bp

200 16,478 (324) 2 15.47 (1) bp

100 17,053 250 1 15.80 32 bp

Static 16,803 —_ — 15.48 —
(100) 16,129 (674) 4) 14.81 (67) bp
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Because of the market rates of interest at December 31, 2002, the NPV for a decline of 200 and
300 basis points cannot be reasonably calculated.

As illustrated in the table, the Association’s NPV declines in a rising interest rate environment.
Specifically, the table indicates that, at December 31, 2002, the Association’s NPV was $16.80 million
(or 15.48% of the market value of portfolio assets) and that, based upon the assumptions utilized, an
immediate increase in market interest rates of 200 basis points would result in a $324,000 or 2% decline
in the Association’s NPV and would result in a 1 basis point or 10.1% decline in the Association’s NPV
ratio to 15.47%. The percentage decline in the Association’s NPV at December 31, 2002 was within the
limit in the Association’s Board-approved guidelines.

In evaluating the Association’s exposure to interest rate risk, certain shortcomings inherent in the
method of analysis presented in the foregoing table must be considered. For example, although certain
assets and liabilities may have similar maturities or periods to repricing, they may react in different
degrees to changes in market interest rates. In addition, the interest rates on certain types of assets and
liabilities may fluctuate in advance of changes in market interest rates, while interest rates on other types
may lag behind changes in market rates. Furthermore, in the event of a change in interest rates,
prepayments and early withdrawal levels would likely deviate significantly from those assumed in
calculating the table. Finally, the ability of many borrowers to service their debt may decrease in case of
an interest rate increase. Therefore, the actual effect of changing interest rates may differ from that
presented in the foregoing table.

The Board of Directors and management of the Association believe that certain factors afford the
Association the ability to operate successfully despite its exposure to interest rate risk. The Association
manages its interest rate risk by attempting to originate adjustable-rate loans as market conditions allow,
purchasing adjustable-rate mortgage-backed securities, maintaining capital well in excess of regulatory
requirements and by selling fixed rate one-to four-family real estate loans, except such loans that bear an
interest rate above levels established from time to time by the Association’s board of directors based on
current market rates.
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Average Balance Sheet. The following table sets forth certain information relating to the
Association at and for the years ended December 31, 2002 and 2001. The average yields and costs are
derived by dividing income or expense by the average balance of interest-ecarning assets or interest-
bearing liabilities, respectively, for the periods shown, except where otherwise noted, and reflect
annualized yields and costs. Average balances are derived from average monthly balances. Management
does not believe that the use of average monthly balances instead of average daily balances has caused

any material differences in the information presented. The yields and costs include fees which are
considered adjustments to yields.

For the Years Ended December 31,

2002 2001
Average Average
Average Yield/ Average Yield/
Balance  Interest Rate Balance Interest Rate

(Dollars in thousands)

Interest earning assets:
Investment securities (1):

Taxable.....ooceeecrrinriistce e $ 23,852 % 1,534 6.43% § 32,757 $2,481 1.57%
Time deposits with other bank .........cocvierecnene 7,105 137 1.93 5,646 207 1.67
L0ANS (2) cocirreetcerccacresrnrss e e 68,847 5,255 7.86 82,676 6,685 8.09
FHLB SOCK......oviciereieeeeeecnsisrcsieee s stvrssnnnns 3,406 157 4.60 3.224 215 6.67
Total interest-eaming assets..........ocovevvveccrenrens 101,210 7,083 7.00 124,303 9,588 7.71
Non-interest-earning assets 14,055 8.928
TOtAl ASSELS....ocvvvrerererereeerineserensrereenererevassrens $115,265 $133,231
Interest-bearing liabilities:
DEPOSILS ...eeeererrcsreireereeerns s sbemesn e esrsnesseenns $ 75,498 2,509 3.32 $ 5,640 3,245 4.29
FHLB advances and other borrowings 13,802 664 4.81 31,367 1,569 5.00
Loan Payable.......ccoeecivvnneenersnisrstresssnenns 6,100 297 4.87 6.850 494 7.21
Total interest-bearing liabilities.............c.occoeene. 95,400 3,470 3.64 113,857 5,308 4,66
Non-interest-bearing liabilities.........c.cocvevviniennnn 1,958 1,336
Total Habilities ........covveereerercececamrarirnrrireneeenns 97,358 115,193
EQUitY...ooooiecececonrccicccecsnnsessn e 17,907 18,038
Total liabilities and equity........ccceeeerecvvrreennn, $ 15,265 $133231
Net interest-earning assets.........ccvrerismsiviriscececsens
Net interest income/interest rate spread (3)........... § 3613 3.36% $4,280 3.05%
Net interest margin as a percenfage
of interest-earning assets (4) ...o.eeecececrrnrierennnes 3.57% 331%
Ratio of interest-ecarning assets
to interest-bearing liabilities..........covoeenveriennnne ~106.09% 109.07%

(1) Includes investment securities available-for-sale and held-to-maturity, mortgage-related securities available-for-sale and
held-to-maturity.

(2) Balances are net of deferred loan origination costs, undisbursed proceeds of construction loans in process, and include
nonperforming loans.

(3) Net interest rate spread represents the difference between the weighted average yield on interest-earning assets and the
weighted average cost of interest-bearing liabilities.

(4) Net interest margin represents net interest income as a percentage of average interest-carning assets.
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Rate/Volume Analysis. The following table presents the extent to which changes in interest rates
and changes in the volume of interest-carning assets and interest-bearing liabilitics have affected the
Association’s interest income and interest expense during the periods indicated. Information is provided
in each category with respect to: (i) changes attributable to changes in volume (changes in volume
multiplied by prior rate); (ii) changes attributable to changes in rate (changes in rate multiplied by prior
volume); and (iii) the net change (the sum of the prior columns). The changes attributable to the
combined impact of volume and rate have been allocated on a proportional basis between changes in rate
and volume,

Year Ended Year Ended
December 31, 2002 December 31, 2001
Compared to Year Ended Compared to Year Ended
December 31, 2001 December 31, 2000
Increase/ (Decrease) Increase/(Decrease) Due
Due to to
Rate Volume Net Rate Volume Net
(Dollars in thousands)
Interest-earning assets:

Interest-earning deposits .......corrrecvrncecenriiresrreseseene. $ — 3 — 5 —$ — 5 am s amn

Investment securities:
TAXADIC ccv i vivvire e ceeeeresn s ene e (338) (609) 947 —_ 1) m
NON-EAXABIE - v eereeeeeesereeeeesessessessemeeseseeeresees — — — 449 (780)  (331)
Time deposits with other banks.........ccc.ccoveeurenne (115) 45 (70) (179) 25 (154)
LLOANS. - eeenteemerrsreeremerense st st a et sabe s sa s (359) (1,071) (1,430) 217 198 415
FHLB ..ot st b stssns e (70) 12 (38) (21 17 4
Total interest-earning ASSELS ....oovvsvrrnrcrcrecisssinns § (882) $ (1,623) $ (2505 . _ 466 §_(712) § (240)
Interest-bearing liabilities:

Deposits. . oo vt 5 (730) £ (6) $ (736) $ (104) $ 183 § 79
FHLB advances and other borrowings (58) (847) (905) (265) (395) (660)
Loan Payable.........ccccooievinmnmnnimninnenineinnins (147) (50) (197) (30) 117 87

Total interest-bearing liabilities.............ccceviienne (935) (903) (1.838) (399) 95) (494)
Increase(decrease) in net interest income..........oooveereee $ 53 8.(720) $._(667) §__ 865 S _(617) §. 248

Comparison of Financial Condition at December 31, 2002 and December 31, 2001

Total assets of the Company were $110.5 million at December 31, 2002, compared to $120.9
million at December 31, 2001, representing a decrease of $10.4 million, or 8.6%.

Cash and cash equivalents. Cash and cash equivalents increased $8.5 million, from $4.4 million
at December 31, 2001 to $12.9 million at December 31, 2002. The increase is due to the additional funds
from the reduction in the security and loan portfolios as mentioned below.

Securities. 'Total securities decreased $6.2 million, or 24.27%, from $25.4 million at December
31, 2001 to $19.3 million at December 31, 2002. Most of the proceeds from maturing securities, pay-
downs, and securities sold were used to pay down Federal Home Loan Bank advances and loans payable
during 2002,

Loans. Loans, including loans held for sale, decreased $16.2 million, or 20.59% from $78.8
million at December 31, 2001 to $62.6 million at December 31, 2002. Average loans comprised 68.02%

35




of interest-earning assets in 2002 compared to 66.51% in 2001. The increase was due to the decrease in
interest-carnings assets from 2001 to 2002, Refinancing was at an all-time high throughout the United
States of America and the 30-year fixed mortgage rate hit its lowest rate in over 40 years. As a result, the
Company sold long term, relatively low interest rate single-family real estate loans during 2002 instead of
holding them in its portfolio. The company has also had a decline in consumer loans, which are mostly
automobile loans, of $5.0 million or 27.79% due to local competition from dealers offering special rebates
and financing programs. The Company currently grants loans for both new and used automobile
purchases. The weighted average rate earned on new and used automobile was 7.07% at December 31,
2002, Maturities for new and used automobile loans range from 12 months to 66 months. The Company
does not originate sub-prime automobile loans.

Other assets. During the third quarter of 2002, the Association purchased $3.0 million of Bank
Owned Life Insurance (“BOLI”) to help fund future deferred compensation plans. This transaction
accounted for the majority of the change in other assets, which increased by $3.2 million from December
31, 2001 to December 31, 2002.

Deposits and Borrowings. The Company’s deposits are obtained primarily from individuals and
businesses in its market area. Total deposits decreased $1.5 million, or 1.94%, from $76.2 million at
December 31, 2001 to $74.7 million at December 31, 2002. The decrease in deposits was due to normal
fluctuations in customer balances. Deposits are still the primary funding source for loans, and the
Company will use FHLB advances as a secondary funding source as needed. The Company used the
proceeds from the sale of loans, pay downs of securities, and repayment of loans to repay FHLB
advances, which decreased from $18.4 million at December 31, 2001 to $11.4 million at December 31,
2002. The Company also used some of the funds to reduce the loan payable from $7.0 million at
December 31, 2001 to $4.9 million at December 31, 2002 per the loan agreement.

Shareholders’ Equity. Shareholders’ equity decreased $577,000 or 3.18% from $18.2 million at
December 31, 2001 to $17.6 million at December 31, 2002. Equity decreased primarily due to the
purchase of treasury stock of $1.0 million in 2002, which was due to the Company’s stock repurchase
program. This decrease was offset partially by an increase of $674,000 from earnings which was
substantially offset by dividends paid of $551,000.

Comparison of Results of Operations for the Years Ended December 31, 2002 and
December 31, 2001

General. Net income for the year ended December 31, 2002 increased by $76,000 from
$598,000 for the year ended December 31, 2001 to $674,000 for the year ended December 31, 2002. The
increase was primarily due to the increase in non-interest income of $486,000 or 250.5% and a decrease
in non-interest expense of $215,000. The Company also benefited from a reduction in interest expense of
$1.8 million, which was offset by the reduction of interest income of $2.5 million during 2002.

Net Interest Income. Net interest income is the largest component of the Company’s net income,
and consists of the difference between interest income generated on interest-earning assets and interest
expense incurred on interest-bearing liabilities. Net interest income is primarily affected by the volumes,
interest rates and composition of interest-earning assets and interest-bearing liabilities.

Net interest income decreased approximately $667,000 or 15.6%, from $4.2 million for the year
ended December 31, 2001 to $3.6 million for the year ended December 31, 2002. The decrease was due
to a $2.51 million, or 26.1% decrease in interest income, which was offset by a $1.84 million, or 34.6%,
decrease in interest expense. As mentioned earlier, rates for one- to —four-family mortgages have been at
historic lows over the past twelve months resulting in high refinancing activity. Due to refinancing, the
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Company has a smaller portfolio earning at a lower rate, resulting in lower interest income. The
Company experienced similar circumstances with automobile loans. Management is in the process of
reviewing its lending policies in relation to current market conditions and has introduced new adjustable
rate products to stimulate loan growth.

The Company also earned less interest from its securities portfolio during the year ended
December 31, 2002, sustaining a decrease of $1.0 million or 37.3% when compared to 2001. Most of the
Company’s investments are in mortgage-backed instruments, which experienced rate reductions and
prepayments similar to those on one-to-four family mortgages.

The decrease in interest income was offset substantially by the decrease in interest expense.
Interest expense for 2002 decreased $1.84 million or 34.6% compared to 2001. The decrease was due to
the declining interest rate environment during 2002, The Company also was able to reduce its advances
with the FHLB with the funds received from loan and security repayments. As a result, the Company
reduced interest expense for FHLB advances by $905,000, when compared to 2001.

Average loans outstanding for the year ended December 31, 2002 decreased $13.8 million, or
16.73%, compared to average loans outstanding for the year ended December 31, 2001, and average
securities decreased $7.4 million, or 19.39%, compared to the prior year. For the year ended December
31, 2002, the Association experienced a decrease in average yield on assets of 71 basis points and a
decrease in the average cost of liabilities of 102 basis points. The combination of the decrease in average
interest-bearing assets coupled with the decrease in interest rates resulted in a $667,000 decrease in net
interest income over net interest income for the year ended December 31, 2002. Average net interest
margin increased 26 basis points from 3.31% for the year ended December 31, 2001 to 3.57% for the year
ended December 31, 2002. The Association’s average interest rate spread increased 31 basis points from
3.05% for the year ended December 31 2001 to 3.36% for the year ended December 31, 2002.

The tables appearing elsewhere in this annual report provide a more detailed analysis of the
changes in average balances, yields/rates and net interest income identifying that portion of change in
average volume versus that portion due to changes in average rates. See “Average Balance Sheet,”
“Rate/Volume Analysis” and “Weighted Average Yields.”

Provision for Loan Losses. The provision for loan losses is based on management’s regular
review of the loan portfolio, which considers factors such as past experience, prevailing general economic
conditions, considerations applicable to specific loans, such as the ability of the borrower to repay the
loan and the estimated value of the underlying collateral, as well as changes in the size and growth of the
loan portfolio. A provision for loan losses was recorded during the year ended December 31, 2001 of
$62,000, and $19,000 for the year ended December 31, 2001 as a result of management’s quarterly
calculations, and its estimate of losses which can be reasonably estimated, taking into account the current
economic climate. At December 31, 2002, the allowance for loan losses represented 0.57% of total loans
compared to 0.53% at December 31, 2001. Management believes the allowance for loan losses represents
a reasonable estimate of probable losses; however future additions to the allowance may be necessary
based on changes in economic conditions.

Noninterest Income. The Company experienced a $486,000, or 250.5% increase in noninterest
income for the year ended December 31, 2002 compared to the year ended December 31, 2001. The
majority of the increase was due to the gain on sale of loans. Gain on sale of loans for 2002 increased
$412,000 from a loss of $40,000 in the 2001 period to a gain of $372,000 in 2002. The Company sold
$19.6 million of loans during 2002. Management decided to sell low rate long-term assets instead of
holding them in its portfolio. Management has sold loans in the past and will continue to do so depending
on the market environment. Other income grew as well in 2002 due to income from the BOLI and a
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$40,000 gain on sale of other real estate owned. The overall increase in non-interest income was offset by
the decrease in income from service charges on deposits, due to the closing of branches during 2001. The
decreasing trend stabilized during 2002 and management believes service charges in 2003 will not
experience further declines.

Noninterest Expense. Noninterest expense for the year ended December 31, 2002 decreased
$215,000, or 6.1%, as compared with the year ended December 31, 2001. The majority of the decrease is
due to management’s decision to close a branch during 2001. As a result of the closing, salaries and
employee benefits, occupancy expense, data processing expense and other expenses decreased. There
was also a charge of $154,000 related to branch closing in 2001, which were not repeated in 2002, The
decreases in these areas were slightly offset by the increase in loan expense, due to the refinancing
activity mentioned earlier, and professional fees.

Income Taxes. The income tax expense totaled $313,000 for the year ended December 31, 2002
compared to $312,000 for the year ended December 31, 2001, due to the increase in income before
income taxes.

Comparison of Results of Operations for the Years Ended December 31, 2001 and December 31,
2000

General. Net income for the year ended December 31, 2001 increased by $322,000 from
$276,000 for the year ended December 31, 2000 to $598,000 for the year ended December 31, 2001. The
increase was primarily due to the increase in net interest income of $248,000 or 6.15%. The Company
also benefited from a reduction in non-interest expense of $398,000 which was partially offset by a
reduction in non-interest income of $100,000 during 2001.

Net Interest Income. Net interest income is the largest component of the Company’s net income,
and consists of the difference between interest income generated on interest-earning assets and interest
expense incurred on interest-bearing liabilities. Net interest income is primarily affected by the volumes,
interest rates and composition of interest-caming assets and interest-bearing liabilities.

Net interest income increased approximately $248,000 or 6.15%, from $4.0 million for the year
ended December 31, 2000 to $4.3 million for the year ended December 31, 2001. The increase was due
to a $494,000, or 8.62% decrease in interest expense, which was off-set by a $246,000, or 2.04%,
decrease in interest income.

Average loans outstanding for the year ended December 31, 2001 increased $2.5 million, or
3.11%, compared to average loans outstanding for the year ended December 31, 2000, and average
securities decreased $11.0 million, or 25.11%, compared to the prior year. For the year ended December
31, 2001, the Association experienced an increase in average yield on assets of 19 basis points and a
decrease in the average cost of liabilities of 36 basis points. The combination of the increase in average
interest-bearing liabilities coupled with the decrease in interest rates resulted in a $246,000 increase in net
interest income over net interest income for the year ended December 31, 2000. Average net interest
margin increased 35 basis points from 2.96% for the year ended December 31, 2000 to 3.31% for the year
ended December 31, 2001. The Association’s average interest rate spread increased 54 basis points from
2.21% for the year ended December 31 2000 to 2.75% for the year ended December 31, 2001. In
addition, the 2000 results were significantly affected by the Company’s return of capital and the
additional compensation recorded due to the return of capital distributions on stock in the Incentive Plan
being passed through to plan participants.

The tables appearing elsewhere in this annual report provide a more detailed analysis of the
changes in average balances, yields/rates and net interest income identifying that portion of change in
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average volume versus that portion due to changes in average rates. See “Average Balance Sheet,”
“Rate/Volume Analysis” and “Weighted Average Yields.”

Provisions for Loan Losses. The provision for loan losses is based on management’s regular
review of the loan portfolio, which considers factors such as past experience, prevailing general economic
conditions, considerations applicable to specific loans, such as the ability of the borrower to repay the
loan and the estimated value of the underlying collateral, as well as changes in the size and growth of the
loan portfolio. No provision for loan losses was recorded during the year ended December 31, 2000, but
the Company recorded a provision of $62,000 for 2001. The Company experienced higher consumer loan
charge-offs during 2001 compared to 2000 due to the recession in the economy and higher consumer
bankruptcy levels. Total nonperforming loans increased from $489,000 at December 31, 2000 to
$985,000 at December 31, 2001 or an increase of 101%. Management increased the provision as a result
of the increased charge-offs and the increase in nonaccrual loans. At December 31, 2001, the allowance
for loan losses represented 0.53% of total loans compared to 0.41% at December 31, 2000 and
management believed the allowance was adequate to cover probable losses.

Noninterest Income. The Company experienced a $100,000 decrease in noninterest income for
the year ended December 31, 2001 compared to the year ended December 31, 2000. The decrease was
primarily due to the loss the Company recognized on the loans sold. The Company recognized a net gain
on the sale of loans originated and sold during the year of $74,000, which was offset by the loss
recognized on the $114,000 aggregate decline in value of loans held for sale at December 31, 2001.
Gains on sales of securities increased $5,000 to $15,000 at December 31, 2001 and slightly offset the
decrease in gains on sale of loans.

Noninterest Expense. Noninterest expense for the year ended December 31, 2001 decreased
$398,000, or 10.21%, as compared with the year ended December 31, 2000. Salaries and benefits
decreased $450,000 or 19.45% due primarily to a decrease in the expense related to the recognition and
retention plan of $474,000 from 2000 to 2001 due to the higher cost in 2000 resulting from the return of
capital in 2000. In addition, salary expense was reduced as a result of the reduction in staffing due to the
branch closing in 2001, which was offset by normal inflationary increases in salary costs and increases in
the cost of the ESOP plan in 2001. Occupancy expense decreased $100,000 primarily as a result of the
branch closure. However, the decrease was offset by $154,000 of one-time charges related to the closing
of the branch.

Income Taxes. The income tax expense totaled $312,000 for the year ended December 31, 2001
compared to $150,000 for the year ended December 31, 2000, due to the increase in income before
income taxes.

Liquidity and Capital Resources

The Company’s primary sources of funds are deposits and other borrowings, including advances
from the FHLB, loan and mortgage-backed securities repayments and other funds provided by operations.
The Company also has a limited ability to borrow additional funds from the FHLB. The Company
maintains investments in liquid assets based upon management’s assessment of: (i) the Company’s need
for funds; (ii) expected deposit flows; (ii1) the yields available on short-term liquid assets; and (iv) the
objectives of the Company’s asset/liability management program. The Company’s average liquidity
ratios were 26.60%, 13.26%, and 18.70% for the years ended December 31, 2002, 2001 and 2000,
respectively. The Company’s liquidity ratio increased due the funds received from the sale of the stock
on December 31, 1999. As the conversion proceeds are utilized, management expects the liquidity ratio
to continue to return to more historical levels.

The Company’s cash flows are comprised of three primary classifications: cash flows from
operating activities, investing activities and financing activities. Cash flows from operating activities
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were $8,829, $(7,303) and $1,110 for the years ended December 31, 2002, 2001 and 2000, respectively.
Net cash from investing activities consisted primarily of disbursements for loan organizations and the
purchase, sales and maturities of investments and mortgage-backed securities and the purchase of BOLI
Net cash from financing activities consisted primarily of the net proceeds from sale of stock, activity in
deposit accounts, FHLB advances and loans payable.

At December 31, 2002, the Company exceeded all of its regulatory capital requirements with a
core capital level of $20.8 million, or 18.9%, of adjusted total assets, which is above the required level of
$4.4 million, or 4.00%; Tier I capital of $20.8 million, or 38.0%, of risk-weighted assets, which is above
the required level of $2.2 million, or 4.00%; and risk-based capital of $21.2 million, or 38.6%, of risk-
weighted assets, which is above the required level of $4.4 million, or 8.00%. See “Regulatory Capital
Compliance.”

The Company’s most liquid assets are cash and short-term investments. The levels of these assets
are dependent on the Company’s operating, financing, lending and investing activities during any given
period. At December 31, 2002, cash and short-term investments totaled $20.1 million. The Company has
other sources of liquidity if a need for additional funds arises, including the sale of loans held for sale and
the repayment of mortgage backed securities and loans. The Company may also utilize FHLB advances
or the sale of securities available for sale as a source of funds. At December 31, 2002, the Company had
advances outstanding from the FHLB of $11.4 million and $1.4 million of securities available for sale.

At December 31, 2002, the Company had outstanding commitments to originate loans of $3.2
million compared to $6.7 million at December 31, 2001. The Company anticipates that it will have
sufficient funds available to meet its current loan origination commitments. Certificate accounts which
are scheduled to mature in less than one year from December 31, 2002 totaled $21.9 million. The
Company expects that a substantial portion of the maturing certificate accounts will be retained by the
Company at maturity. However, if a substantial portion of these deposits are not retained, the Company
may utilize FHLB advances to a limited extent or raise interest rates on deposits to attract new accounts,
which may result in higher levels of interest expense.

Impact of New Accounting Standards

New accounting standards on asset retirement obligations, restructuring activities and exit costs,
operating leases, and early extinguishment of debt were issued in 2002. Management determined that
when the new accounting standards are adopted in 2003 they will not have a material impact on the
Company’s financial condition or results of operations.

Impact on Inflation and Changing Prices

The financial statements and related data presented herein have been prepared in accordance with
generally accepted accounting principles, which require the measurement of financial position and results
of operations primarily in terms of historical dollars without considering changes in the relative
purchasing power of money over time due to inflation. Unlike most industrial companies, virtually all of
the assets and liabilities of the Company are monetary in nature. Therefore, interest rates have a more
significant impact on a financial institution’s performance than the effects of general levels of inflation.
Interest rates do not necessarily move in the same direction or in the same magnitude as the prices of
goods and services. The liquidity, maturity structure and quality of the Company’s assets and liabilities
are critical to the maintenance of acceptable performance levels.

Item 7. Financial Statements.

The financial statements listed in the Index to Consolidated Financial Statements at Item 13 of
this Form 10-KSB are incorporated by reference into this Item 7 of Part II of this Form 10-KSB.
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Item 8. Changes in_and Disagreements with Accountants on Accounting and Financial
Disclosure. -

None.
PART II

Item 9. Directors, Executive Officers, Promoters and Control Persons; Compliance with
Section 16(a) of the Exchange Act.

The information relating to the directors and officers of the Company and compliance with
Section 16(a) of the Securities Exchange Act of 1934 is incorporated herein by reference to the
Company’s Proxy Statement for the 2003 Annual Meeting of Shareholders to be held on April 23, 2003,
at pages 5 and 13, respectively.

Item 10. Executive Compensation.

The information contained under the sections captioned “Executive Compensation” in the Proxy
Statement for the 2003 Annual Meeting of Shareholders to be held on April 23, 2003 at page 8 is
incorporated herein by reference.

Item 11. Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters.

(a) Security Ownership of Certain Beneficial Owners.
Information required by this item is incorporated herein by reference to the section
captioned “Stock Ownership” in the Proxy Statement for the 2003 Annual Meeting of
Shareholders to be held on April 23, 2003 at page 3.

(b) Security Ownership of Management,
Information required by this item is incorporated herein by reference to the section
captioned “Stock Ownership” in the Proxy Statement for the 2003 Annual Meeting of
Shareholders to be held on April 23, 2003 at page 3.

The information regarding the Company’s Equity Compensation Plan required by this item is
incorporated herein by reference to Item 5 of Part II of this Form 10-KSB.

Item 12. Certain Relationships and Related Transactions.

The information set forth under the section captioned “Transactions with Management” in the

Proxy Statement for the 2003 Annual Meeting of Shareholders to be held on April 23, 2003 at page 13 is
incorporated herein by reference.
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Item 13.

@)

PART IV
Exhibits, Financial Statement Schedules, and Reports on Form 8-K.
The following documents are filed as part of this Report.
1. Financial Statements

The following consolidated financial statements of the Company and its
subsidiaries are filed as part of this document under Item 7:

Report of Independent AUItOTS ..........cccivvrmiinenccirnnsineeserecesereres s rrses e senns F-2
Consolidated Balance SheetsS......cccoovviiiiieeivreeissrrnssinrresssssesssssesssessesssssssesssssersssssssssesas F-3
Consolidated Statements Of INCOME ..cvvviiiiieeiier s st evss e s seseesssrssassnscsasesmsessrrsesas F-4
Consolidated Statements of Changes in Shareholders’ Equity.......c.ooooovcnvevcecicniennininnnne F-5
Consolidated Statements 0f Cash FIOWS......ocuviivveiieeeiiiinnersisersnenresssesnsssssssasssesssmsessss F-6
Notes to Consolidated Financial Statements ..........cecevvreeeeierreirecesisseessesssesssressssssesseeras F-8
2. Financial Statement Schedules

All schedules have been omitted because the required information is either
inapplicable or included in the Consolidated Financial Statements or related Notes
contained in the Annual Report,

3. Exhibits Required by Securities and Exchange Commission Regulation S-B

Exhibit

No.

3.1  Certtificate of Incorporation of Grand Central Financial Corp.®V

32 Bylaws of Grand Central Financial Corp.

40 Draft Stock Certificate of Grand Central Financial Corp."

10.1 Employment Agreement between Grand Central Financial Corp. and William R.
Williams®

10.2 Employment Agreement between Grand Central Financial Corp. and John A.

Rife®

10.3 Emplo){ment Agreement between Grand Central Financial Corp. and Daniel F.
Galeoti®

10.4 Employment Agreement between Grand Central Financial Corp. and Charles O.
Standley®

10.5 Employment Agreement between Central Federal Savings and Loan Association
of Wellsville and William R. Williams®

106 Employment Agreement between Centra] Federal Savings and Loan Association
of Wellsville and John A. Rife®

10.7  Employment Agreement between Central Federal Savings and Loan Association
of Wellsville and Daniel F. Galeoti®

10.8  Employment Agreement between Central Federal Savings and Loan Association
of Wellsville and Charles O. Standley®

10.9  Form of Central Federal Savm%s and Loan Association of Wellsville Employee
Severance Compensation Plan"

10.10 Form of Central Federal Savings and Loan Association of Wellsville
Supplemental Executive Retirement Plan"

11.0  Statement Re: Computation of Per Share Earnings

21.0  Subsidiaries Information Incorporated Herein By Reference to Part 1—
Subsidiary Activities
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23.0  Consent of Independent Auditors

99.1  Chief Executive Officer Certification Pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002

99.2  Chief Financial Officer Certification Pursuant to Section 906 of the Sarbanes-
Oxley Act of 2002

(1) Incorporated by reference into this document from the Exhibits filed with the Registration Staternent on
Form SB-2, and any amendments thereto, Registration No. 333-64089.

(2) Incorporated by reference into this document from the Annual Report on Form 10-KSB, filed by the
Company for the year ended December 31, 1998.

(b) Reports on Form 8-K filed during the last quarter of 2002

On December 23, 2002, the Company filed an 8-K to announce that it had
declared a quarterly dividend of $0.09 per share of common stock. The press release
announcing the declaration of a dividend was filed by exhibit.

Item 14. Controls and Procedures

(a) Evaluation of disclosure controls and procedures. The Company maintains controls and
procedures designed to ensure that information required to be disclosed in the reports that the Company
files or submits under the Securities Exchange Act of 1934 is recorded, processed, summarized and
reported within the time periods specified in the rules and forms of the Securities and Exchange
Commission. Based upon their evaluation of those controls and procedures performed within 90 days of
the filing date of this report, the chief executive officer and the chief financial officer of the Company
concluded that the Company’s disclosure controls and procedures were adequate.

(b) Changes in internal controls. The Company made no significant changes in its internal
controls or in other factors that could significantly affect these controls subsequent to the date of the
evaluation of those controls by the chief executive officer and chief financial officer.
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