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Dear Community Bank of the Bay Shareholder,

When we wrote to you last year we thought that 2011 would prove to be a pivotal year for Community
Bank of the Bay. We made significant changes and developed a “focused vision and solid foundation
suitable for the next phase of our growth.” We are pleased to report that 2012 built successfully on those
efforts.

Last year we added five new employees who brought important skills and experience to our Bank,
including Chief Credit Officer George Harrison, Credit Service Manager Jenny Boister and Danville
Team Leader David Meyer. We strengthened our commitment to SBA lending by promoting Chris
Coulson to SBA Department Manager and charged him with streamlining the relevant systems and
processes, and expanding the team so that our clients could more fully benefit from our preferred lender
status.

We successfully expanded and converted our Danville office into a full service bank branch and held a
very well attended open house in December. In Oakland we closed on the sale of our headquarters
building and recently moved to our new offices at 180 Grand Ave, Oakland. This move was intended to
reduce overhead expenses and free up valuable capital in order to deploy it into the communities we
serve.

We maintained our focus on customer service and by all indications the market appreciated our style of
relationship banking, as referrals from existing clients allowed us to grow in each of our markets.

As aresult of these and many other efforts we enjoyed continued financial improvement as deposits grew
24.4% to $131-million and loans grew 12.2% to $110-million. Earnings became more consistent and we
reported profits in each quarter during 2012, resulting in a full year profit of $1,389,360; the best in our
seventeen-year history.

Equally important is that we stayed true to our Community Development mission. 2012 marked the
fourth year in arow where CBB was awarded the maximum Bank Enterprise Award available from the
CDFI division of the US Treasury. This annual award is one of the best ways we know of measuring our
financial impact as it is based directly on the credit deployed in underserved communities. We are
pleased to report that over the last four years CBB has been awarded total Bank Enterprise Awards of
almost $2.1-million.

We expect continued progress in the coming year and will work hard to build our Bank into one of the
preeminent community banks in the Bay Area. We hope that you are pleased with our progress, and that
you will continue to partner with the Bank, not just as a shareholder but as a client and referral source as
well.

Please join usin July at our shareholder meeting so we can meet directly.

Sincerely,

W“f_—%ﬂ’: / :/,-/z/c,, S Jl~——

Chairman of the Board President & CEO
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REPORT OF INDEPENDENT AUDITORS

The Board of Directors and Shareholders
Community Bank of the Bay

Report on Financial Statements

We have audited the accompanying financial statements of Community Bank of the Bay (the Bank), which
comprise the balance sheets as of December 31, 2012 and 2011, and the related statements of operations,
comprehensive income, shareholders’ equity, and cash flows for the years then ended, and the related notes to
the financial statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in accordance
with accounting principles generally accepted in the United States of America; this includes the design,
implementation, and maintenance of internal control relevant to the preparation and fair presentation of
financial statements that are free from material misstatement, whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements based on our audits. We conducted our
audits in accordance with auditing standards generally accepted in the United States of America. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the
financial statements. The procedures selected depend on the auditor’s judgment, including the assessment of the
risks of material misstatement of the financial statements, whether due to fraud or error. In making those risk
assessments, the auditor considers internal control relevant to the entity’s preparation and fair presentation of
the financial statements in order to design audit procedures that are appropriate in the circumstances, but not
for the purpose of expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we
express no such opinion. An audit also includes evaluating the appropriateness of accounting policies used and
the reasonableness of significant accounting estimates made by management, as well as evaluating the overall
presentation of the financial statements.

We believe that the audit evidence obtained is sufficient and appropriate to provide a basis for our audit opinion.

Opinion
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of Community Bank of the Bay as of December 31, 2012 and 2011, and the results of their operations

and their cash flows for the years then ended in accordance with accounting principles generally accepted in the
United States of America.

Moss Adaws LLP

Stockton, California
April 25,2013
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COMMUNITY BANK OF THE BAY
BALANCE SHEETS

ASSETS

Cash and due from banks
Federal funds sold

Total cash and cash equivalents

Interest-bearing deposits in banks

Available-for-sale investment securities

Loans, held for sale

Loans, less allowance for loan losses of $2,349,484
in 2012 and $2,013,220 in 2011

Premises and equipment, net

Bank-owned life insurance

Other real estate owned

Interest receivable and other assets

Total assets

LIABILITIES AND SHAREHOLDERS’ EQUITY

Deposits
Non-interest-bearing
Interest-bearing
Total deposits
Federal Home Loan Bank advances and other borrowings
Interest payable and other liabilities
Total liabilities
Commitments and contingencies (Note 10)
Shareholders’ equity
Preferred stock, no par value; 10,000,000 shares
authorized; 4,060 shares issued and outstanding
in 2012 and 2011
Class A common stock, voting, no par value; 10,000,000
shares authorized; 4,115,424 shares issued and
outstanding in 2012 and 2011
Class B common stock, non-voting, no par value;
10,000,000 shares authorized; 56,844 shares issued
and outstanding in 2012 and 2011
Accumulated deficit
Accumulated other comprehensive income, net of taxes
Total shareholders’ equity
Total liabilities and shareholders’ equity

DECEMBER 31,
2012 2011
27,460,537 $ 9,987,812
500,007 1,214,854
27,960,544 11,202,666
4,672,748 4,519,575
8,526,868 7,801,883
1,667,775 214,175
105,978,563 95,764,779
294,157 3,732,439
3,557,327 3,431,611
80,569 107,477
2,646,978 2,121,020
155,385,529 $ 128,895,625
61,100,904 $ 40,609,107
69,853,866 64,690,106
130,954,770 105,299,213
7,000,000 7,000,000
700,444 1,414,414
138,655,214 113,713,627
4,060,000 4,060,000
20,422,249 20,092,577
1,421,100 1,421,100
(9,223,985) (10,549,155)
50,951 157,476
16,730,315 15,181,998
155,385,529 $ 128,895,625

See accompanying notes




COMMUNITY BANK OF THE BAY
STATEMENTS OF OPERATIONS

YEARS ENDED DECEMBER 31,
2012 2011
INTEREST INCOME
Interest and fees on loans $ 6,010,731 $ 5,419,497
Interest on investment securities 164,938 242,430
Interest on federal funds sold 1,123 870
Interest on deposits in banks 67,991 63,198
6,244,783 5,725,995
INTEREST EXPENSE
Interest expense on deposits 280,670 331,163
Interest on borrowings 154,585 247,079
Total interest expense 435,255 578,242
Net interest income 5,809,528 5,147,753
PROVISION FOR LOAN LOSSES 725,962 1,430,318
Net interest income after provision for loan losses 5,083,566 3,717,435
NON-INTEREST INCOME
Service charges 329,640 330,327
Government grant 415,000 500,000
Gain on sale of other real estate owned - 12,194
Gain on sale of securities 219,734 183,422
Gain on sale of loans 242,938 914,689
Other income 1,106,530 375,608
Total non-interest income 2,313,842 2,316,240
NON-INTEREST EXPENSES
Salaries and employee benefits 2,844,387 3,053,521
Stock option expense 329,672 337,447
Occupancy and equipment 882,741 847,573
Write-down on other real estate owned 26,908 33,823
Other expenses 1,926,830 1,765,250
Total non-interest expenses 6,010,538 6,037,614
Net operating income (loss) before provision for
income tax 1,386,870 (3,939)
INCOME TAX EXPENSE 800 800
Net income (loss) 1,386,070 (4,739)
Dividends on preferred stock 60,900 81,200
Net income (loss) available to common shareholders $ 1,325,170 $ (85,939)
NET INCOME (LOSS) PER SHARE - BASIC $ 0.32 $ (0.02)
NET INCOME PER SHARE - DILUTED $ 0.32 N/A

See accompanying notes 3




COMMUNITY BANK OF THE BAY
STATEMENTS OF COMPREHENSIVE INCOME

YEARS ENDED DECEMBER 31,
2012 2011

Net Income (loss) $ 1,386,070 $ (4,739)
Unrealized gain

on available-for-sale securities 113,209 479,975
Reclassification adjustment for

net gain realized and

reported in net income (loss) (219,734) (183,422)
Other comprehensive (loss) income (106,525) 296,553
Total comprehensive income $ 1,279,545 $ 291,814

4 See accompanying notes
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COMMUNITY BANK OF THE BAY
STATEMENTS OF SHAREHOLDERS’ EQUITY

TWO YEARS ENDED DECEMBER 31, 2012

Balances, January 1, 2011
Stock option expense
Dividend paid on preferred stock
Net loss
Other comprehensive income:
Balances, December 31,2011
Stock option expense
Dividend paid on preferred stock
Net income
Other comprehensive income:

Balances, December 31,2012

See accompanying notes

Accumulated
Class A Class B Other Total
Preferred Common Stock Common Stock Accumulated Comprehensive Shareholders’
Stock Shares Amount Shares Amount Deficit Income (Loss) Equity
$ 4,060,000 4,115,424 $ 19,755,130 56,844 $ 1,421,100 $ (10,463,216) $ (139,077) $ 14,633,937
- - 337,447 - - - - 337,447
- - - - - (81,200) - (81,200)
- - - - - (4,739) - (4,739)
- - - - - - 296,553 296,553
4,060,000 4,115,424 20,092,577 56,844 1,421,100 (10,549,155) 157,476 15,181,998
- - 329,672 - - - - 329,672
- - - - - (60,900) - (60,900)
- - - - - 1,386,070 - 1,386,070
- - - - - - (106,525) (106,525)
$ 4,060,000 4,115,424 $ 20,422,249 56,844 $ 1,421,100 $ (9,223985) $ 50,951 $ 16,730,315




COMMUNITY BANK OF THE BAY
STATEMENTS OF CASH FLOWS

YEARS ENDED DECEMBER 31,
2012 2011
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income (loss) $ 1,386,070 (4,739)
Adjustments to reconcile net income (loss) to
net cash from operating activities:
Provision for loan losses 725,962 1,430,318
Change in deferred loan origination fees, net 37,901 (40,651)
Depreciation, amortization, and accretion 257,439 259,882
Gain on sale of securities (219,734) (183,422)
Proceeds from the sale of loans held for sale 3,320,785 8,962,952
Originations of loans held for sale (4,531,447) (5,366,279)
Gain on sale of loans (242,938) (914,689)
Gain on sale of other real estate - (12,194)
Stock option expense 329,672 337,447
Write-down of other real estate owned 26,908 33,823
Write-down of other asset owned 236,727 -
Increase in cash surrender value of
bank owned life insurance (125,716) (92,602)
Increase in interest receivable
and other assets (683,410) (502,799)
(Decrease) increase in interest payable
and other liabilities (713,970) 442,920
Net cash from operating activities (195,751) 4,349,967
CASH FLOWS FROM INVESTING ACTIVITIES:
Proceeds from sold, called, and matured
available-for-sale investment securities 3,009,708 8,229,759
Proceeds from principal repayments from
available-for-sale investment securities 1,379,056 1,660,471
Purchases of available-for-sale investment securities (5,113,729) (8,431,669)
Purchase of interest-bearing deposits (153,173) (2,155,000)
Net increase in loans (8,277,647) (18,369,999)
Purchase of bank-owned life insurance policies - (1,000,000)
Purchases of premises and equipment (324,496) (4,265)
Purchases of FHLB stock 48,900 90,000
Proceeds from sale of premises and equipment 790,353 -
Proceeds from sale of other real estate owned - 226,928

Net cash from investing activities (8,641,028)

(19,753,775)




COMMUNITY BANK OF THE BAY
STATEMENTS OF CASH FLOWS

CASH FLOWS FROM FINANCING ACTIVITIES:

Net increase in demand,
interest-bearing and savings deposits

Net increase in time deposits
Dividends paid on preferred stock
Increase in FHLB borrowings
Repayment of FHLB borrowings
Decrease in secured borrowings

Net cash from financing activities
NET INCREASE IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, beginning of year

CASH AND CASH EQUIVALENTS, end of year

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:

Cash paid during the year for:
Interest expense
Income taxes

Non-cash investing and financing activities:

Net loans from the sale of building and land
Net loans transferred to other foreclosed assets

See accompanying notes

YEARS ENDED DECEMBER 31,
2012 2011
21,687,689 13,814,724
3,967,868 653,590
(60,900) (81,200)
1,000,000 -
(1,000,000) -
- (2,599,562)
25,594,657 11,787,552
16,757,878 (3,616,256)
11,202,666 14,818,922
$ 27,960,544 11,202,666
$ 459,985 564,600
$ 241,200 203,800
$ 2,700,000 -
$ - 457,727
7




COMMUNITY BANK OF THE BAY
NOTES TO FINANCIAL STATEMENTS

NOTE 1 - ORGANIZATION AND NATURE OF BUSINESS

General - Community Bank of the Bay (the Bank) is a California State chartered bank that commenced
banking operations on July 22, 1996. The Bank provides a range of banking services to individuals and
businesses in the greater San Francisco Bay area, especially businesses employing residents of low and
moderate income neighborhoods. The Bank’s primary source of revenue is generated from providing loans
to customers who are predominately small and middle market businesses and individuals residing in the
surrounding areas.

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accounting and reporting policies of the Bank conform with accounting principles generally accepted in
the United States of America and prevailing practices within the banking industry.

Use of estimates - The preparation of financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions. These estimates and
assumptions affect the reported amounts of assets and liabilities at the date of the financial statements and
reported amounts of revenues and expenses during the reporting period. Actual results could differ from
those estimates.

The allowance for loan losses is the most significant accounting estimate reflected in the Bank’s financial
statements. The allowance for loan losses includes charges to reduce the recorded balances of loans
receivable to their estimated net realizable value, as appropriate. The allowance is based on estimates, and
ultimate losses may vary from current estimates. These estimates for losses are based on individual assets
and their related cash flow forecasts, sales values, independent appraisals, the volatility of certain real estate
markets, and concern for disposing of real estate in distressed markets. Although management of the Bank
believes the estimates underlying the calculation of specific allowances are reasonable, there can be no
assurances that the Bank could ultimately realize these values. In addition to providing valuation allowances
on specific assets where a decline in value has been identified, the Bank establishes general valuation
allowances for losses based on the overall portfolio composition, general market conditions, concentrations,
and prior loss experience.

Other significant management judgments and accounting estimates reflected in the Bank’s financial
statements include:

e Decisions regarding the timing and placement of loans on non-accrual;
e Determination, recognition, and measurement of impaired loans;

e Determination and evaluation of deferred tax assets and liabilities;

e Determination of the fair value of stock option awards;

e Determination of the fair value of financial instruments; and

e Determination of the fair value of other real estate owned.




COMMUNITY BANK OF THE BAY
NOTES TO FINANCIAL STATEMENTS

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Concentrations of credit risk - Assets and liabilities that subject the Bank to concentrations of credit risk
consist of loans and deposits. Most of the Bank’s customers are located within Alameda and Contra Costa
counties and the surrounding areas. The Bank’s primary lending products are discussed in Note 5 to the
financial statements. The Bank did not have any significant concentrations in its business with any one
customer or industry. The Bank obtains what it believes to be sufficient collateral to secure potential losses on
loans. The extent and value of collateral varies based upon the details underlying each loan agreement.

Asof December 31,2012 and 2011, the Bank had cash deposits at other financial institutions in excess of FDIC
insured limits. However, as the Bank places these deposits with major financial institutions and monitors the
financial condition of these institutions, management believes the risk of loss to be minimal.

Cash and cash equivalents - For purposes of the statement of cash flows, the Bank considers cash, due
from banks, money market funds, federal funds sold, and securities purchased under agreements to resell to
be cash equivalents. All have maturities of three months or less.

Investment securities - Investment securities are classified into the following categories:

e Available-for-sale securities reported at fair value, with unrealized gains and losses excluded
from earnings and reported, net of taxes, as accumulated other comprehensive income (loss)
within shareholders’ equity.

e Held-to-maturity securities, that management has the positive intent and ability to hold,
reported at amortized cost, adjusted for the accretion of discounts and amortization of
premiums.

Management determines the appropriate classification of its investment securities at the time of purchase
and may only change the classification in certain limited circumstances. All transfers between categories are
accounted for at fair value. At December 31, 2012 and 2011, all of the Bank’s investments were classified as
available-for-sale.

Gains and losses on the sale of investment securities are computed using the specific identification method.
Interest earned on investment securities is reported in interest income, net of applicable adjustments for
accretion of discounts and amortization of premiums.

Investments with fair values that are less than amortized cost are considered impaired. Impairment may
result from either a decline in the financial condition of the issuing entity or, in the case of fixed interest rate
investments, from rising interest rates. At each financial statement date, management assesses each
investment to determine if impaired investments are temporarily impaired or if the impairment is other
than temporary. This assessment includes a determination of whether the Bank intends to sell the security,
or if it is more likely than not that the Bank will be required to sell the security before recovery of its
amortized costbasis less any current-period creditlosses. For debt securities that are considered other than
temporarily impaired and that the Bank does not intend to sell and will not be required to sell prior to
recovery of the amortized cost basis, the amount of impairment is separated into the amount that is credit
related (credit loss component) and the amount due to all other factors. The credit loss component is
recognized in earnings and is calculated as the difference between the security’s amortized cost basis and
the present value of its expected future cash flows. The remaining difference between the security’s fair
value and the present value of the future expected cash flows is deemed to be due to factors that are not
credit related and is recognized in other comprehensive income (loss).




COMMUNITY BANK OF THE BAY
NOTES TO FINANCIAL STATEMENTS

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Investment in Federal Home Loan Bank stock - In order to borrow from the Federal Home Loan Bank
(FHLB), the Bank is required to maintain an investment in FHLB capital stock. The investment of $475,000
and $426,100 at December 31, 2012 and 2011, respectively, is carried at cost, redeemable at par, at the
discretion of the FHLB, and included in interest receivable and other assets on the balance sheet.

Loans and loan fees - Loans are reported at their principal outstanding balance net of charge-offs. Loan
origination fees and certain direct loan origination costs are deferred and the net amounts are amortized to
interestincome by a method that approximates a level yield over the contractual life of the underlying loans.

Income recognition on loans — Interest on loans, other than discounted installment loans, is credited to
income based on the principal amount outstanding on a daily basis. Interest on discounted installmentloans
is recognized by a method which approximates the effective interest method. Interest accruals are
discontinued on certain loans when collection of principal or interest is considered doubtful, or when aloan
becomes contractually past due by 90 days or more with respect to interest or principal. When a loan is
placed on non-accrual status, all interest previously accrued but not collected is reversed against current
period interest income. Income on such loans is then recognized only to the extent that cash is received and
where the future collection of principal is probable. Interest accruals are resumed on such loans when, in the
judgment of management, the loans are estimated to be fully collectible as to both principal and interest.

Allowance for loan losses - The allowance for loan losses is established through a provision for loan losses
charged to operations. The adequacy of the allowance for loan losses is periodically evaluated by the Bank in
order to maintain the allowance at a level that, in the opinion of management, is adequate to absorb losses
inherent in existing loans. Management’s evaluation of the adequacy of the allowance is based on a
consideration of the Bank’s historical loss experience, known and inherent risks in the loan portfolio,
including adverse circumstances that may affect the ability of the borrower to repay interest and/or
principal, the estimated value of any underlying collateral, and an analysis of the levels and trends of
delinquencies and charge-offs. Actual results could differ from those estimates.

When a loan or portion of a loan is determined to be uncollectible, the portion deemed uncollectible is
charged against the allowance and subsequent recoveries, if any, are credited to the allowance.

The allowance consists of specific, general, and unallocated components. The specific component relates to
loans that are classified as impaired. Impaired loans, as defined, are measured based on the present value of
expected future cash flows discounted at the loan’s effective interest rate or the fair value of the collateral if
the loan is collateral dependent. The general component relates to non-impaired loans and is based on
historical loss experience adjusted for qualitative factors. An unallocated component may be maintained to
cover uncertainties that could affect management’s estimate of probable losses. The unallocated component
of the allowance reflects the margin of imprecision inherent in the underlying assumptions used in the
methodologies for estimating specific and general losses in the portfolio.

10




COMMUNITY BANK OF THE BAY
NOTES TO FINANCIAL STATEMENTS

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Allowance for loan losses (continued) - A loan is considered impaired if, based on current information
and events, it is probable that the Bank will be unable to collect the scheduled payments of principal or
interest when due, according to the contractual terms of the loan agreement. Generally, the Bank measures
impaired loans based on the present value of expected future cash flows discounted at the historical
effective interest rate, except that all collateral-dependent loans are measured for impairment based on the
fair value of the collateral.

Troubled debt restructuring - In situations where, for economic or legal reasons related to a borrower’s
financial difficulties, the Bank grants a concession to the borrower that it would not otherwise consider, the
related loan is classified as a troubled debt restructuring. The Bank measures any loss on the troubled debt
restructuring in accordance with the guidance concerning impaired loans set forth above. Additionally,
loans modified in troubled debt restructurings are generally placed on non-accrual status at the time of
restructuring. These loans are returned to accrual status after the borrower demonstrates performance with
the modified terms for a sustained period of time (generally six months) and has the capacity to continue to
perform in accordance with the modified terms of the restructured debt.

Loans held for sale - The Bank has originated government guaranteed loans to customers under the Small
Business Administration (SBA) program. The SBA provides guarantees of 75% to 90% of each loan. For
some of these loans, the Bank sells the guaranteed portion of the loan to a third party and retains the
unguaranteed portion in its own portfolio. Loans held for sale include government loans and are reported at
the lower of cost or market value. Cost generally approximates market value, given the short duration of
these assets. Gains or losses on the sale of loans that are held for sale are recognized at the time of the sale,
subject to the expiration of any warranty or recourse provisions, and determined by the difference between
net sale proceeds and the net book value of the loans less the estimated fair value of any retained mortgage
servicing rights.

Servicing assets - Periodically, the Bank sells loans and retains the servicing rights. The gain or loss on sale
of loans depends in part on the previous carrying amount of the financial assets involved in the transfer,
allocated between the assets sold and the retained interests based on their relative fair value at the date of
transfer. To obtain fair values, quoted market prices are used if available. However, quotes are generally not
available for retained interests, so the Bank generally estimates fair value based on the present value of
future expected cash flows using management’s best estimates of the key assumptions - credit losses,
prepayment speeds, forward yield curves, and discount rates commensurate with the risks involved.

The Bank accounts for the transfer and servicing of financial assets based on the financial and servicing
assets it controls and liabilities it has incurred, derecognizes financial assets when control has been
surrendered, and derecognizes liabilities when extinguished.

11




COMMUNITY BANK OF THE BAY
NOTES TO FINANCIAL STATEMENTS

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Servicing assets (continued) - Total servicing assets included in other assets were $230,865 and $244,896
at December 31, 2012 and 2011, respectively. The Bank evaluated the servicing asset for impairment at
December 31,2012 and 2011, and determined that no valuation allowance was needed.

The Bank services loans that have been participated with other financial institutions totaling $4,389,840 and
$2,530,533 as of December 31, 2012 and 2011, respectively. These loans were sold without recourse and,
therefore, the sold balances are not included on the Bank’s balance sheet.

Transfers of financial assets - Transfers of financial assets are accounted for as sales when control over
the assets has been surrendered. Control over transferred assets is deemed to be surrendered when: (1) the
assets have been isolated from the Bank, (2) the transferee obtains the rights (free of conditions that
prevent it from taking advantage of that right) to pledge or exchange the transferred assets, and (3) the Bank
does not maintain effective control over the transferred assets through an agreement to repurchase them
before their maturity.

The Bank sells certain portions of government guaranteed loans in the secondary market. These sales are
recorded by the Bank when control is surrendered and any warranty period or recourse provision expires.
There were no warranty or recourse provisions outstanding at December 31, 2012 for loans sold during
2012 and 2011.

Premises and equipment - Premises and equipment are stated at cost less accumulated depreciation and
amortization. Depreciation and amortization are provided for in amounts sufficient to relate the cost of
depreciable assets to operations over their estimated service lives using the straight-line basis. The
estimated lives used in determining depreciation are:

Building 20 years
Building and leasehold improvements 5 years
Furniture, fixtures, and equipment 3 -7 years
Automobile 5 years

Leasehold improvements are amortized over the lesser of the useful life of the asset or the term of the lease.
The straight-line method of depreciation is followed for all assets for financial reporting purposes, but
accelerated methods are used for tax purposes. Deferred income taxes have been provided for the resulting
temporary differences.

12




COMMUNITY BANK OF THE BAY
NOTES TO FINANCIAL STATEMENTS

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Bank-owned life insurance - The Bank has purchased insurance on the lives of Bank executives. The
policies accumulate asset values to meet future liabilities including payment of employee benefits such as
split dollar life insurance agreements, which provide an insurance benefit to the family of the individual on
whom the policy is held. The cash surrender value of policies is recorded as an asset on the balance sheets.
Increases in the cash surrender value are recorded as other non-interest income in the statements of
operations.

Other real estate owned - Other real estate owned is comprised of property acquired through foreclosure
in satisfaction of indebtedness. These properties are recorded at fair value less estimated selling costs at the
time of foreclosure establishing a new cost basis. Revised estimates to the fair value less cost to sell are
reported as adjustments to the carrying amount of the asset, provided that such adjusted value is not in
excess of the carrying amount at acquisition. Initial losses on properties acquired through full or partial
satisfaction of debt are treated as credit losses and charged to the allowance for loan losses at the time of
acquisition. Subsequent declines in value from the recorded amounts, routine holding costs and gains or
losses upon disposition, if any, are included in non-interest income or expense as incurred.

Income taxes - The Bank uses the asset and liability method to account for income taxes. Under such
method, deferred tax assets and liabilities are recognized for the future tax consequences of differences
between financial statement carrying amounts of existing assets and liabilities and their respective tax basis
(temporary differences). Deferred tax assets and liabilities are reflected at currently enacted income tax
rates applicable to the year in which the deferred tax assets or liabilities are expected to be realized or
settled. As changes in tax laws or rates are enacted, deferred tax assets and liabilities are adjusted through
the provision for income taxes in the year of enactment.

Avaluation allowance is established to the extent that it is more likely than not that the benefits associated
with the deferred tax assets will not be fully realized.

The Bank had no unrecognized tax benefits at December 31, 2012 and 2011.

The Bank recognizes interest accrued and penalties related to unrecognized tax benefits in tax expense.
During the years ended December 31, 2012 and 2011, the Bank recognized no interest and penalties.

With few exceptions, the Bank is no longer subject to examinations by U.S. federal taxing authorities for
years ended before December 31, 2009, and by state authorities for years ended before December 31, 2003.

Comprehensive income - Comprehensive income includes net income and other comprehensive income.
The Bank’s primary source of comprehensive income is unrealized gains and losses on securities available-
for-sale. Reclassification adjustments result from gains or losses on securities that are realized and included
in net income of the current period that also had been included in other comprehensive income as
unrealized holding gains or losses in the period in which they arose. Total comprehensive income and the
components of accumulated other comprehensive income are presented in the statements of comprehensive
income.
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COMMUNITY BANK OF THE BAY
NOTES TO FINANCIAL STATEMENTS

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Stock-based compensation - The Bank recognizes compensation expense for awards of stock options to
employees and directors based on the grant-date fair value of those awards. The fair value of each option
granted is estimated on the date of grant using the Black-Scholes options-pricing model. The assumptions
used in this model include an estimate of expected volatility, which is based on the historical volatility of the
price of similar bank stocks, and an estimate of the expected option term, which is based on consideration of
the vesting period and contractual term of the option. In addition, the Bank estimates the number of options
expected to be forfeited based on historical forfeiture rates. The risk-free interest rates are equal to the U.S.
Treasury yield at the time of the grant and commensurate with the expected term of the grant. Expense is
recognized over the vesting period of the options. The Bank’s stock compensation plan and related
assumptions used in determining the fair value of awards are discussed in Note 11.

Advertising costs - The Bank expenses advertising costs as they are incurred. Advertising expense was
$49,439 and $84,069 for the years ended December 31, 2012 and 2011, respectively.

Net income (loss) per share - Basic net income (loss) per share amounts are computed by dividing net
income (loss) available to common shareholders by the weighted average number of common shares
outstanding during the year. Diluted earnings per share reflects the potential dilution that could occur if
securities or other contracts to issue common stock, such as stock options, result in the issuance of common
stock which share in the earnings of the Bank. The treasury stock method is applied to determine the
dilutive effect of stock options when computing diluted earnings per share. However, dilutive earnings per
share amounts are not presented when a netloss occurs because the conversion of potential common stock
is anti-dilutive.

Reclassifications - Certain prior year amounts have been reclassified to conform with the current year
presentation.
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NOTES TO FINANCIAL STATEMENTS

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Recent accounting pronouncements - In June 2011, the Financial Accounting Standards Board (FASB)
issued Accounting Standard Update (ASU) No. 2011-05, Comprehensive Income (Topic 220): Presentation of
Comprehensive Income. The ASU improves the comparability, consistency, and transparency of financial
reporting and increases the prominence of items reported in other comprehensive income. The amendments
to Topic 220, Comprehensive Income, require entities to present the total of comprehensive income, the
components of net income, and the components of other comprehensive income either in a single
continuous statement of comprehensive income or in two separate but consecutive statements. Entities are
no longer permitted to present components of other comprehensive income as part of the statement of
changes in stockholders’ equity. Any adjustments for items that are reclassified from other comprehensive
income to net income are to be presented on the face of the entities’ financial statement regardless of the
method of presentation for comprehensive income. The amendments do not change items to be reported in
comprehensive income or when an item of other comprehensive income must be reclassified to net income,
nor do the amendments change the option to present the components of other comprehensive income either
net of related tax effects or before related tax effects. ASU 2011-05 is effective for fiscal years, and interim
periods beginning on or after December 15, 2011. In December 2011, the FASB issued ASU No. 2011-12,
Comprehensive Income (Topic 220): Deferral of the Effective Date for Amendments to the Presentation of
Reclassifications of Items Out of Accumulated Other Comprehensive Income in Accounting Standards Update
No. 2011-05 to defer only those changes in ASU No. 2011-05 that relate to the presentation of reclassification
adjustments. The Company adopted these ASU’s effective January 1, 2012. In February 2013, the FASB
issued ASU No. 2013-02, Comprehensive Income (Topic 220): Reporting Amounts Reclassified Out of
Accumulated Other Comprehensive Income. The ASU requires entities to provide enhanced disclosures to
present separately by component, reclassifications out of accumulated other comprehensive income. An
entity is required to disclose in the notes to the financial statements or parenthetically on the face of the
financial statements, the effect of significant items reclassified out of accumulated other comprehensive
income on the respective line items of net income, but only if the item reclassified is required under U.S.
GAAP to be reclassified to net income in its entirety. ASU No. 2013-02 is effective for fiscal years beginning
on or after December 15, 2012. The Bank does not expect this ASU to have an impact on its financial
condition or results of operations as it affects presentation only.

In May 2011, the FASB issued ASU No. 2011-04, Fair Value Measurement (Topic 820): Amendments to Achieve
Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and IFRS. The ASU improves the
comparability of fair value measurements presented and disclosed in accordance with U.S. generally
accepted accounting principles (GAAP) and International Financial Reporting Standards (IFRS) by changing
the wording used to describe many of the requirements in U.S. GAAP for measuring fair value and disclosure
of information. The amendments to this ASU provide explanations on how to measure fair value but do not
require any additional fair value measurements and do not establish valuation standards or affect valuation
practices outside of financial reporting. The amendments clarify existing fair value measurements and
disclosure requirements to include application of the highest and best use and valuation premises concepts;
measuring fair value of an instrument classified in a reporting entity’s shareholders’ equity; and disclosure
requirements regarding quantitative information about unobservable inputs categorized within Level 3 of
the fair value hierarchy. In addition, clarification is provided for measuring the fair value of financial
instruments that are managed in a portfolio and the application of premiums and discounts in a fair value
measurement. For non-public entities, ASU 2011-04 is effective for annual periods beginning after
December 15, 2011. The Bank’s adoption of this ASU in 2012 did not have a significant impact on its
financial statements.
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NOTES TO FINANCIAL STATEMENTS

NOTE 3 - CASH AND DUE FROM BANKS

Cash and due from banks includes balances with the Federal Reserve Bank and other correspondent banks.
The average reserve requirements are based on a percentage of the Bank’s deposit liabilities. In addition, the
Federal Reserve Bank requires the Bank to maintain a certain minimum balance at all times. At December
31,2012 and 2011, the Bank’s cash balances were sufficient to comply with this reserve requirement and,
therefore, no such reserve balances were required to be held with the Federal Reserve Bank.

NOTE 4 - AVAILABLE-FOR-SALE INVESTMENT SECURITIES

The amortized cost and estimated fair value of available-for-sale securities as of December 31, 2012 and
2011, are as follows:

2012
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

Municipal securities (taxable) $ 1,476,275 $ 43376 $ (18,178) $ 1,501,473

U.S. agency 500,000 - (1,950) 498,050
Mortgage-backed securities 2,870,716 29,085 (9,926) 2,889,875
CMOs 2,582,972 41,315 (15,487) 2,608,800
Treasury 994,813 33,857 - 1,028,670

$ 8424776 $ 147,633 $ (45541) $ 8,526,868

2011
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value

Municipal securities (taxable) $ 2182999 $ 66,670 $ (8,192) $ 2,241,477
Municipal securities

(non-taxable) 1,148,295 59,270 - 1,207,565
Mortgage-backed securities 717,957 20,074 - 738,031
CMOs 2,550,928 38,496 (3,134) 2,586,290
Treasury 993,087 35,433 - 1,028,520

$ 7593266 $ 219943 $ (11,326) $ 7,801,883

The Bank received proceeds of $3,009,708 from the sale of available-for-sale securities in 2012. Gross
realized gains and gross realized losses for the year ended December 31, 2012 on available-for-sale
securities were $219,734 and $0, respectively. The Bank received proceeds of $5,979,759 from the sale of
available-for-sale securities in 2011. Gross realized gains and gross realized losses for the year ended
December 31, 2011 on available-for-sale securities were $183,422 and $0, respectively.
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NOTE 4 - AVAILABLE-FOR-SALE INVESTMENT SECURITIES (CONTINUED)

Available-for-sale investment securities with unrealized losses at December 31, 2012 and 2011, are
summarized and classified according to the duration of the loss period as follows:

2012
Less than 12 months 12 months or more Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Loss Value Loss Value Loss
Municipal securities
(taxable) $ 929059 § (18,178) $ - 3 - $ 929059 $ (18,178)
U.S. agency 498,050 (1,950) - - 498,050 (1,950)
Mortgage-backed securities 1,863,959 (9,926) - - 1,863,959 (9,926)
CMOs 1,029,300 (15,487) - - 1,029,300 (15,487)
$ 4320368 $§ (45541) $ - 3 - $ 4320368 $ (45,541)
2011
Less than 12 months 12 months or more Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Loss Value Loss Value Loss
Municipal securities
(taxable) $ 325881 $ (8,192) $ - 3 - $ 325881 $ (8,192)
CMOs 1,067,959 (3,134) - - 1,067,959 (3,134)
$ 1393840 $§ (11,326) $ - $ - $ 1393840 $ (11,326)

Certain investment securities shown above currently have fair values less than amortized cost and,
therefore, contain unrealized losses. The Bank does not have the intent to sell the investments that are
temporarily impaired, and it is more likely than not that the Bank will not be required to sell those
investments before recovery of the amortized cost basis. The Bank has evaluated these securities and has
determined that the decline in value is not other than temporary and is related to the change in market
interest rates since purchase. The decline in value is not related to any company or industry specific event.
These temporary unrealized losses relate principally to current interest rates for similar types of securities.
In analyzing an issuer’s financial condition, management considers whether the securities are issued by the
federal government or its agencies, whether downgrades by bond rating agencies have occurred, and the
results of reviews of the issuer’s financial condition. There were 8 and 2 investment securities with
unrealized losses at December 31, 2012 and 2011, respectively. The Bank anticipates full recovery of
amortized cost with respect to these securities at maturity or sooner in the event of a more favorable market
interest rate environment.
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NOTES TO FINANCIAL STATEMENTS

NOTE 4 - AVAILABLE-FOR-SALE INVESTMENT SECURITIES (CONTINUED)

The amortized cost and estimated fair value of available-for-sale investment securities at
December 31, 2012, by contractual maturity are shown below. Expected maturities will differ from
contractual maturities because the issuers of the securities may have the right to call or prepay obligations
with or without call or prepayment penalties.

Estimated
Amortized Fair
Cost Value
Due in one year or less $ 24,006 $ 24,605
Due after one year through five years 994,813 1,028,670
Due after five years through ten years 2,081,825 2,108,521
Due after ten years 5,324,132 5,365,072

$ 8,424,776 $ 8,526,868

Investment securities with amortized costs of $2,205,605 and $1,398,691 and estimated fair values of
$2,269,984 and $1,474,862 were pledged to secure public funds, secure lines of credit, and Federal Home
Loan Bank advances at December 31, 2012 and 2011, respectively.

NOTE 5 - LOANS

Outstanding loans, by class, are summarized as follows:

DECEMBER 31,
2012 2011
Commercial $ 43,838,051 $ 42,353,246
Commercial real estate
Non-owner occupied 36,569,397 28,110,219
Owner occupied 26,151,987 24,636,798
Construction and land 305,138 1,280,877
Consumer 1,497,819 1,469,105
108,362,392 97,850,245
Deferred loan (fees) and costs, net (34,345) (72,246)
Allowance for loan losses (2,349,484) (2,013,220)

$ 105,978,563 $ 95,764,779

Salaries and employee benefits totaling $190,375 and $179,575 have been deferred as loan origination costs
for the years ended December 31, 2012 and 2011, respectively.
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NOTE 5 - LOANS (CONTINUED)

The Bank has certain lending policies and procedures in place that are designed to maximize loan income
within an acceptable level of risk. Management reviews and approves these policies and procedures on a
regular basis. A reporting system supplements the review process by providing management with frequent
reports related to loan production, loan quality, concentrations of credit, loan delinquencies, and non-
performing and potential problem loans. Diversification in the loan portfolio is a means of managing risk
associated with fluctuations in economic conditions.

Commercial loans are underwritten after evaluating and understanding the borrower’s ability to operate
profitably and prudently expand its business. Underwriting standards are designed to promote relationship
banking rather than transactional banking. Once it is determined that the borrower’s management possesses
sound ethics and solid business acumen, the Bank’s management examines current and projected cash flows
to determine the ability of the borrower to repay their obligations as agreed. Commercial loans are primarily
made based on the identified cash flows of the borrower and secondarily on the underlying collateral
provided by the borrower. The cash flows of borrowers, however, may not be as expected and the collateral
securing these loans may fluctuate in value. Most commercial loans are secured by the assets being financed
or other business assets such as accounts receivable or inventory and may incorporate a personal
guarantee; however, some short-term loans may be made on an unsecured basis. In the case ofloans secured
by accounts receivable, the availability of funds for the repayment of these loans may be substantially
dependent on the ability of the borrower to collect amounts due from its customers.

Commercial real estate loans are subject to underwriting standards and processes similar to commercial
loans, in addition to those of real estate loans. These loans are viewed primarily as cash flow loans and
secondarily as loans secured by real estate. Commercial real estate lending typically involves higher loan
principal amounts and the repayment of these loans is generally largely dependent on the successful
operation of the property securing the loan or the business conducted on the property securing the loan.
Commercial real estate loans may be more adversely affected by conditions in the real estate markets or in
the general economy. The properties securing the Bank’s commercial real estate portfolio are diverse in
terms of type and geographiclocation. This diversity helps reduce the Bank’s exposure to adverse economic
events that affect any single market or industry. Management monitors and evaluates commercial real estate
loans based on collateral, geography, and risk grade criteria. As a general rule, the Bank avoids financing
single-purpose projects unless other underwriting factors are present to help mitigate risk. The Bank also
utilizes third-party experts to provide insight and guidance about economic conditions and trends affecting
market areas it serves. In addition, management tracks the level of owner-occupied commercial real estate
loans versus non-owner occupied loans.
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NOTE 5 - LOANS (CONTINUED)

With respect to loans to developers and builders that are secured by non-owner occupied properties that
the Bank may originate from time to time, the Bank generally requires the borrower to have had an existing
relationship with the Bank and have a proven record of success. Construction loans are underwritten
utilizing feasibility studies, independent appraisal reviews, sensitivity analysis of absorption and lease rates
and financial analysis of the developers and property owners. Construction loans are generally based upon
estimates of costs and value associated with the completed project. These estimates may be inaccurate.
Construction loans often involve the disbursement of substantial funds with repayment substantially
dependent on the success of the ultimate project. Sources of repayment for these types of loans may be pre-
committed permanent loans from approved long-term lenders, sales of developed property or an interim
loan commitment from the Bank until permanent financing is obtained. These loans are closely monitored
by on-site inspections and are considered to have higher risks than other real estate loans due to their
ultimate repayment being sensitive to interest rate changes, governmental regulation of real property,
general economic conditions and the availability of long-term financing.

Consumer loans primarily consist of home equity lines of credit and loans and other personal loans. We
originate consumer loans utilizing credit history information, debt-to-income ratio, and loan-to-value ratio
analysis. We also evaluate the consumer’s liquid assets and their ability to supplement cash flow for debt
payment. To monitor and manage consumer loan risk, policies and procedures are developed and modified,
as needed. This activity, coupled with relatively small loan amounts that are spread across many individual
borrowers, minimizes risk. Underwriting standards for home equity loans include, but are not limited to, a
maximum loan-to-value percentage of 80%, collection remedies, the number of such loans a borrower can
have at one time, and documentation requirements. Personal loans are nearly evenly split between mobile
home loans along with a small number of direct auto loans and installment loans. Personal unsecured loans
are offered to consumers with additional underwriting procedures in place, including net worth and
borrower’s verified liquid assets analysis. In general, personal loans usually have a higher degree of risk
than other types of loans.

The Bank utilizes an independent third party loan review consultant to review and validate the credit risk
program on a periodic basis. Results of these reviews are presented to management and the Bank’s Board of
Directors. The loan review process complements and reinforces the risk identification and assessment
decisions made by lenders and credit personnel, as well as the Bank’s policies and procedures.
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NOTE 5 - LOANS (CONTINUED)

The following table summarizes the credit quality indicators related to the Bank’s loans, by class, as of
December 31, 2012:

Special
Pass Mention Substandard Doubtful Totals

Commercial $ 39,545,948 $ 1,089,671 $ 3,202,432 $ - $ 43,838,051
Commercial real estate

Non-owner occupied 35,890,068 - 679,329 - 36,569,397

Owner occupied 23,699,574 - 2,452,413 - 26,151,987
Construction and land - - 305,138 - 305,138
Consumer 1,346,821 - 150,998 - 1,497,819

Total $100,482,411 $ 1,089,671 $ 6,790,310 $ - $108,362,392

The following table summarizes the credit quality indicators related to the Bank’s loans, by class, as of
December 31, 2011:

Special
Pass Mention Substandard Doubtful Totals

Commercial $ 38,101,147 $ 1,507,725 $ 2,744,374 $ - $ 42,353,246
Commercial real estate

Non-owner occupied 25,728,848 - 2,381,371 - 28,110,219

Owner occupied 23,487,037 - 1,149,761 - 24,636,798
Construction and land 818,717 - 462,160 - 1,280,877
Consumer 1,310,398 - 158,707 - 1,469,105

Total $ 89,446,147 $ 1,507,725 $ 6,896,373 $ - $ 97,850,245

As apart of the on-going monitoring of the credit quality of the Bank’s loan portfolio, management monitors
certain credit quality indicators including trends related to risk grade classifications, concentrations, net
charge-offs, non-performing loans, and the general economic conditions.
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NOTE 5 - LOANS (CONTINUED)

The Bank uses arisk grading system to assign a risk grade to each of its loans. Loans are graded on a scale of
1 to 9, with grades 1 to 5 being termed pass loans and grades 6, 7, 8, and 9 being termed special mention,
substandard, doubtful, and loss, respectively. A description of the general characteristics of the nine grades
is as follows:

Pass (grades 1 - 5) - These loans generally conform to the Bank’s underwriting criteria and evidence an
acceptable level of credit risk.

Special Mention (grade 6) - These loans have weaknesses that require management’s close attention.
These weaknesses expose the Bank to a sufficient degree of risk to warrant classification. If left uncorrected,
these weaknesses will result in deterioration of the loan’s repayment prospects or the borrower’s credit
position at a future date. Loans in this category are currently protected, but are potentially weak. The loans
may (particularly in the short term) constitute a greater than average credit risk, but do not presently
expose the Bank to a sufficient degree of risk to warrant adverse classification. This is a temporary
classification pending identification of improvement or deterioration in the criticized asset.

Substandard (grade 7) - Substandard loans are inadequately protected by the current net worth and
financial capacity of the borrower or the collateral pledged, if any. Loans so classified have a well-defined
weakness or weaknesses that jeopardize the liquidation of the debt. They are characterized by the distinct
possibility that the Bank will sustain some loss if the deficiencies are not corrected. Loss potential, while
existing in the aggregate amount of substandard loans, does not have to exist in individual loans classified
substandard.

Doubtful (grade 8) - Loans classified doubtful have all the weaknesses inherent in those classified as
substandard with the added characteristic that the weaknesses make collection in full, on the basis of
currently existing facts, conditions and values, highly questionable and improbable. The probability of loss is
extremely high but because of certain important and reasonably specific pending factors which may work to
strengthen (or weaken) the loan, its classification as an estimated loss is deferred until it's more exact status
may be determined. Pending factors that may necessitate a doubtful classification include bankruptcy or
liquidation procedures, capital injection, or perfecting liens on additional collateral refinancing plans. The
Bank considers doubtful to be a temporary classification and will only classify an asset, or portion of an
asset, as such when information is not available to conclude as to classification or more clearly define the
potential for loss.

Loss (grade 9) - Assets classified loss are considered uncollectible and of such little value that their
continuance as assets is not warranted. This classification does not mean that an asset has absolutely no
recovery or salvage value, but rather that it is not practical or desirable to defer writing off a basically
worthless asset even though partial recovery may be affected in the future. Losses are taken in the period in
which they are identified as uncollectible.
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NOTE 5 - LOANS (CONTINUED)

Age Analysis of Past Due Loans -

The age analysis of past due loans by class as of December 31, 2012, consisted of the following:

Recorded
Greater Investment >
30-59 Days  60-89 Days Than Total Past Total 90 Days and
Past Due Past Due 90 Days Due Current Loans Accruing
Commerecial $400,000 $ 273261 $1,716,180 $2,389,441 $ 41,448,610 $ 43,838,051 $ -
Commerecial real estate
Non-owner occupied - - - - 36,569,397 36,569,397 -
Owner occupied - 899,013 - 899,013 25,252,974 26,151,987 -
Construction and land - - - - 305,138 305,138 -
Consumer - - - - 1,497,819 1,497,819 -
Total $400,000 $ 1,172,274 $1,716,180 $3,288,454 $ 105,073,938 $ 108,362,392 $ -
The age analysis of past due loans by class as of December 31, 2011, consisted of the following:
Recorded
Greater Investment >
30-59 Days  60-89 Days Than Total Past Total 90 Days and
Past Due Past Due 90 Days Due Current Loans Accruing
Commercial $ - $ - $1,389,025 $1,389,025 $ 40,964,221 $ 42,353,246 $ -
Commercial real estate
Non-owner occupied - - 601,778 601,778 27,508,441 28,110,219 -
Owner occupied - - 1,149,761 1,149,761 23,487,037 24,636,798 -
Construction and land - - 462,160 462,160 818,717 1,280,877 -
Consumer - - - - 1,469,105 1,469,105 -
Total $ - $ - $3602,724 $3,602,724 $ 94,247,521 § 97,850,245 $ -
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Information related to impaired loans by class as of December 31, 2012, and for the year ended consisted of
the following:

Commercial Commercial
Real Estate Real Estate
Non-Owner Owner Construction
Commercial Occupied Occupied and Land Consumer Total
Recorded investment in impaired loans:
With no specific allowance recorded $ 903,075 $ 679,329 $ 1,986,826 $ 305138 § - $ 3,874,368
With a specific allowance recorded 699,695 - - - 150,998 850,693
Total recorded investment in impaired loans $ 1,602,770 $ 679,329 $ 1,986,826 $ 305,138 $ 150,998 $ 4,725,061
Unpaid principal balance of impaired loans:
With no specific allowance recorded $ 1,291,400 $ 934,382 $ 2,153,454 $ 309323 $ - $ 4,688,559
With a specific allowance recorded 722,310 - - - 157,841 880,151

Total unpaid principal balance of impaired loans $ 2,013,710 $ 934,382 $ 2,153,454 § 309,323 $ 157,841 $5,568,710

Specific allowance $ 46,118 $ - 3 - 3 - $ 76,177 $ 122,295

Average recorded investment in impaired loans during

the year 1,203,660 1,131,398 2,076,350 385,571 152,916 4,949,895

Interest income recognized in impaired loans during

the year - - - - - -

Information related to impaired loans by class as of December 31,2011, and for the year ended consisted of
the following:

Commercial Commercial
Real Estate Real Estate
Non-Owner Owner Construction
Commercial Occupied Occupied and Land Consumer Total
Recorded investment in impaired loans:
With no specific allowance recorded $ 1,160,887 $ 601,778 $ - $ - $ - $ 1,762,665
With a specific allowance recorded 228,138 1,582,032 2,110,022 462,160 - 4,382,352

Total recorded investment in impaired loans $ 1,389,025 $ 2183810 $ 2110022 $ 462160 $ - $6,145,017

Unpaid principal balance of impaired loans:
$ $ - $ 1,835,788

With no specific allowance recorded $ 1,160,887 $ 674,901 $ -
462,160 - 4,382,350

With a specific allowance recorded 228,138 1,582,032 2,110,020

Total unpaid principal balance of impaired loans $ 1,389,025 $ 2256933 $ 2110020 $ 462160 $ - $6,218138

Specific allowance $ 34,221 $ 232,046 $ 41,726 $ 2,500 $ - $ 310,493

Average recorded investment in impaired loans during
the year 557,440 2,192,643 1,751,932 535,097 248,444 5,285,556

Interest income recognized in impaired loans during
the year - - 73,364 - - 73,364
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Year-end non-accrual loans, segregated by class, are as follows:

Commercial
Commercial real estate
Non-owner occupied
Owner occupied
Construction and land
Consumer

DECEMBER 31,

2012 2011
2,565,719 $ 1,389,025
- 601,778
1,087,813 1,149,761
- 462,160
150,998 158,707
3,804,530 $ 3,761,431

Changes in the allowance for loan losses, by class, for the year ended December 31, 2012, were as follows:

Commercial Construction
Commercial Real Estate and Land Consumer Unallocated Total
Allowance for credit losses
Beginning balance $ 912,233 $ 1,022,421 $ 31,747  $ 46,819 $ - $ 2,013,220
Charge-offs (275,493) (195,974) - - (471,467)
Recoveries 78,476 - - 3,293 - 81,769
Provision 538,214 155,118 (31,747) 44,968 19,409 725,962
Ending balance $ 1,253,430 $ 981565 §$ $ 95,080 $ 19,409 $ 2,349,484
Period-end amount allocated to
Loans individually evaluated
for impairment $ 46,118 $ $ $ 76,177 $ -3 122,295
Loans collectively evaluated
for impairment 1,207,312 981,565 18,903 19,409 2,227,189
Ending balance $ 1,253,430 $§ 981565 $ $ 95,080 $ 19,409 $ 2,349,484
Loans
Individually evaluated for
impairment $ 1,602,770 $ 2,666,155 $ 305,138 $ 150998 $ - $ 4,725,061
Collectively evaluated for
impairment 42,235,281 60,055,229 1,346,821 - 103,637,331
Ending balance $ 43,838,051 $ 62,721,384 $§ 305,138 $ 1,497819 $ - $ 108,362,392
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Changes in the allowance for loan losses, by class, for the year ended December 31, 2011, were as follows:

Allowance for credit losses

Beginning balance
Charge-offs
Recoveries
Provision

Ending balance

Period-end amount allocated to
Loans individually evaluated
for impairment

Loans collectively evaluated
for impairment

Ending balance
Loans

Individually evaluated for

impairment

Collectively evaluated for

impairment

Ending balance

26

Commercial Construction

Commercial Real Estate and Land Consumer Unallocated Total
$ 1,034,015 $ 883931 $ 96,438 21,829 $ 56,019 $ 2,092,232
(834,094) (607,692) - (78,321) - (1,520,107)
188 - 10,589 - - 10,777
712,124 746,182 (75,280) 103,311 (56,019) 1,430,318
$§ 912,233 $ 1,022,421 $ 31,747 46819 _$ - § 2,013,220
$ 34,221 $ 273,772 $ 2,500 - $ - $ 310,493
878,012 748,649 29,247 46,819 - 1,702,727
$ 912,233 $ 1,022,421 $ 31,747 46,819 $ - $ 2,013,220
$ 1,389,025 $ 4,293,832 $ 462,160 -3 - $ 6,145,017
40,964,221 48,453,185 818,717 1,469,105 - 91,705,228
$ 42,353,246 $ 52,747,017 $ 1,280,877 1,469,105 $ - $ 97,850,245
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NOTE 5 - LOANS (CONTINUED)

The following table summarizes loans to customers whose loan terms were modified in troubled debt
restructurings:

Year ended December 31, 2012

Pre-Modification Post-Modification
Number of Outstanding Outstanding
Recorded Recorded
Contracts Investment Investment
Troubled Debt Restructurings
Commercial 1 $ 58,200 $ 50,729
Commercial real estate

Non-owner occupied 1 400,619 267,717
Owner occupied - - -
Construction and land - - -
Consumer - - -
2 $ 458,819 $ 318,446

Year ended December 31, 2011
Pre-Modification Post-Modification

Number of Outstanding Outstanding
Recorded Recorded
Contracts Investment Investment

Troubled Debt Restructurings
Commercial and industrial - $ - $ -
Commercial real estate
Non-owner occupied - - -
Owner occupied 1 1,160,759 1,149,761
Land and construction - - -
Consumer - - -

1 $ 1,160,759 $ 1,149,761

During 2012, there were two loans that were modified and considered troubled debt restructurings because
specific interest rate concessions or payment term concessions were granted to the borrower. During 2011,
there was one loan to a borrower that was modified and considered troubled debt restructurings because
specific interest rate concessions were granted to the borrower. The Bank had no obligations to lend
additional funds on the restructured loans as of December 31, 2012 and 2011.

Interest recognized for cash payments received on non-accrual loans was not significant for the years ended
December 31,2012 and 2011. At December 31,2012 and 2011, there were no loans over 90 days past due
that were still accruing interest.

During 2012, there was one owner-occupied commercial real estate trouble debt restructuring to one
borrower for $1,149,761 that defaulted subsequently to restructuring and was placed on non-accrual as of
December 31, 2012. There were no trouble debt restructuring in 2011 that subsequently defaulted.
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NOTE 6 - PREMISES AND EQUIPMENT

Premises and equipment consisted of the following:

DECEMBER 31,
2012 2011

Land $ - $ 1,809,441
Building - 2,157,856
Leasehold improvements 142,500 88,031
Automobile - 40,281
Furniture, fixtures, and equipment 775,397 587,424

917,897 4,683,033
Less accumulated depreciation

and amortization (623,740) (950,594)

$ 294,157 $ 3,732,439

Depreciation and amortization included in occupancy and equipment expense totaled $144,250 and
$186,493 for the years ended December 31,2012 and 2011, respectively. During 2012, the Bank completed
the sale of the Oakland building and land.

NOTE 7 - INTEREST-BEARING DEPOSITS

Interest-bearing deposits consisted of the following:

DECEMBER 31,
2012 2011
Savings $ 2,155,885 $ 1,983,663
Money market 36,730,548 35,128,585
NOW accounts 4,921,878 5,500,171
Time, under $100,000 9,415,535 10,494,717
Time, $100,000 or more 16,630,020 11,582,970

$ 69,853,866 $ 64,690,106
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NOTE 7 - INTEREST-BEARING DEPOSITS (CONTINUED)

Aggregate annual maturities of time deposits are as follows:

Years ending December 31,

2013 $ 20,755,999
2014 2,348,501
2015 2,192,740
2016 719,856
2017 28,459

$ 26,045,555

Interest expense related to interest-bearing deposits consisted of the following:

YEAR ENDED DECEMBER 31,
2012 2011
Savings $ 1,062 $ 1,542
Money market 151,088 172,048
NOW accounts 3,685 4,504
Time, under $100,000 31,786 45,271
Time, $100,000 or more 93,049 107,798

$ 280,670 $ 331,163

The Bank, in the normal course of business, receives deposits from its directors, officers, principal
shareholders, and their associates. In management’s opinion, these transactions are on substantially the
same terms as comparable transactions with other customers of the Bank. The aggregate amount of deposits
received from related parties at December 31, 2012 and 2011, was $819,578 and $985,679, respectively.

NOTE 8 - FHLB ADVANCES AND OTHER BORROWINGS

FHLB advances - During 2006, the Bank entered into an arrangement with the FHLB under which it may
borrow, on either a short-term or long-term basis, up to 25% of its assets provided that adequate collateral
has been pledged. Investment securities with amortized costs totaling $2,000,000 and $1,000,000 and
estimated fair market values totaling $2,057,970 and $1,067,959 were pledged at December 31,2012 and
2011, respectively.

The Bank had six outstanding secured advances from the FHLB at December 31, 2012 and 2011, with
fixed interest rates ranging from 0.24% to 3.56% and maturity dates ranging from January 2013 to
September 2014.
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NOTE 8 - FHLB ADVANCES AND OTHER BORROWINGS (CONTINUED)

Secured borrowings - The Bank had $0 in secured borrowings at December 31,2012 and 2011, respectively.
These secured borrowings represent loans that have been sold, which are still subject to a warranty period. The
recourse period for the loans ended in the first quarter of 2011, at which time the Bank derecognized the
associated loans and secured borrowings and recognized approximately $168,000 in deferred gains.

Lines of credit - The Bank had two unsecured available lines of credit with two of its correspondent banks
totaling $5,500,000 as of December 31,2012 and 2011. There were no borrowings outstanding under these
arrangements at December 31, 2012 and 2011, respectively. Investment securities with amortized costs
totaling $2,000,000 and estimated fair values totaling $2,058,380 were pledged to collateralize the secured
lines of credit at December 31, 2012. Investment securities with amortized costs totaling $2,000,000 and
estimated fair values totaling $2,097,040 were pledged to collateralize the secured lines of credit at
December 31, 2011. The interest rate on these lines of credit is tied to the federal funds rate and was 0.25%
at December 31, 2012 and 2011. The Bank has blanket lien financing availability at the FHLB totaling
$19,711,000 and $16,583,400 as of December 31, 2012 and 2011, respectively. Additionally, the Bank had
collateral borrowing capacity at the FHLB totaling $11,373,771 and $19,374,261 as of December 31, 2012
and 2011, respectively. The Bank had outstanding borrowings from the FHLB totaling $7,000,000 as of
December 31,2012 and 2011.

NOTE 9 - INCOME TAXES

Income tax expense (benefit) for the years ended December 31, 2012 and 2011, consists of the following:

YEARS ENDED DECEMBER 31,
2012 2011

Current

Federal $ - $ -

State 800 800

800 800

Deferred

Federal 540,000 25,000

State 88,000 16,000

628,000 41,000

Change in valuation allowance (628,000) (41,000)
Income tax expense $ 800 $ 800

The provision for income tax expense differs from amounts computed by applying the statutory federal
income tax rate to income before income taxes primarily due to the valuation allowance.
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NOTE 9 - INCOME TAXES (CONTINUED)

Deferred tax assets (liabilities) are comprised of the following:

DECEMBER 31,
2012 2011
Deferred tax assets
Net operating loss carryforwards $ 1,054,000 $ 1,864,000
Interest on non-accrual loans 103,000 -
Write-down on foreclosed real estate 243,000 150,000
Depreciation on premises and equipment - 9,000
Deferred compensation - 296,000
Allowance for loan losses 411,000 285,000
Unrealized losses on available-for-sale
investment securities 42,000 -
Other 188,000 259,000
Total deferred tax assets 2,041,000 2,863,000
Deferred tax liabilities
Federal enterprise award grants (198,000) (439,000)
Depreciation on premises and equipment (3,000) -
Unrealized gains on available-for-sale
investment securities - (86,000)
Other (20,000) (18,000)
(221,000) (543,000)
Valuation allowance (1,820,000) (2,320,000)
Net deferred income tax asset $ - $ -

Accounting Standards Codification 740 requires that the tax benefit of net operating losses, temporary
differences, and credit carryforwards be recorded as an asset to the extent that management assesses that
realization is “more likely than not.” Realization of the future tax benefits is dependent on the Bank’s ability
to generate sufficient taxable income within the carryforward period. Because of the Bank’s recent history of
operating losses, management believes that recognition of the deferred tax assets arising from the above-
mentioned future tax benefits is currently not likely to be realized and, accordingly, has provided a valuation
allowance.

As of December 31, 2012 and 2011, the Bank has federal net operating loss carryforwards (NOLs) totaling
approximately $2,210,173 and $4,458,000, respectively. Additionally, at December 31,2012 and 2011, the
Bank has state net operating loss carryforwards of approximately $4,228,529 and $4,872,000, respectively.
Approximately $858,492 of the federal NOLs expire in 2024, approximately $957,937 of the federal NOLs
expire in 2029 and approximately $393,744 expire in 2031. Approximately $715,410 of the state NOLs
expire in 2019, approximately $2,402,850 in state NOLs expire in 2024, and approximately $1,110,269
expire in 2031. The Tax Reform Act of 1986 and the California Conformity Act of 1987 imposes substantial
restrictions on the utilization of net operating loss carryforwards when an “ownership change,” as defined in
the Internal Revenue Code, has occurred. Some of the Bank’s federal and state net operating losses have each
been limited to usage of approximately $71,500 annually due to ownership changes.
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NOTE 10 - COMMITMENTS AND CONTINGENCIES

Lease commitments - The Bank leases certain facilities where it conducts its operations on a month-to-
month basis. The Bank has entered into a five-year lease for its Danville location. The Bank is responsible for
common area maintenance, taxes, and insurance to the extent they exceed the base year amounts. The lease
expires on October 31, 2017.

At December 31, 2012, the future lease rental payable under non-cancellable operating lease commitments
for the Bank’s Danville location were as follows:

2013 $ 85,268
2014 88,680
2015 92,224
2016 95,916
2017 82,030
Thereafter -

$ 444,118

The minimum rental payments shown above are given for the existing lease obligations and are not a
forecast of future rental expense. The Bank recognized rent expense of $200,151 and $91,081 for the years
ended December 31, 2012 and 2011, respectively.

Financial instruments with off-balance-sheet risk - The Bank is a party to financial instruments with off-
balance-sheet risk in the normal course of business in order to meet the financing needs of its customers and
to reduce its own exposure to fluctuations in interest rates. These financial instruments consist of
commitments to extend credit and standby letters of credit. These instruments involve, to varying degrees,
elements of credit and interest rate risk in excess of the amount recognized in the balance sheets.

The Bank’s exposure to credit loss in the event of non-performance by the other party to the financial
instrument for commitments to extend credit and standby letters of credit is represented by the contractual
amount of those instruments. The Bank uses the same credit policies in making commitments and standby
letters of credit as it does for loans included on the balance sheets.

AtDecember 31,2012 and 2011, the Bank had commitments to extend credit of approximately $14,899,905
and $14,142,694, respectively. There were $2,272,000 and $1,031,000 in standby letters of credit issued at
December 31,2012 and 2011, respectively.
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NOTE 10 - COMMITMENTS AND CONTINGENCIES (CONTINUED)

Financial instruments with off-balance-sheet risk (continued) - Commitments to extend credit are
agreements to lend to a customer as long as there is no violation of any condition established in the contract.
Commitments generally have fixed expiration dates or other termination clauses and may require payment
of a fee. Since some of the commitments are expected to expire without being drawn upon, the total
commitment amounts do not necessarily represent future cash requirements. The Bank evaluates each
customer’s creditworthiness on a case-by-case basis. The amount of collateral obtained, if deemed necessary
by the Bank upon extension of credit, is based on management’s credit evaluation of the borrower. Collateral
held varies, but may include accounts receivable, inventory, and deeds of trust on residential real estate and
income-producing commercial properties.

Standby letters of credit are conditional commitments issued by the Bank to guarantee the performance or
financial obligation of a customer to a third party. The credit risk involved in issuing letters of credit is
essentially the same as that involved in extending loans to customers.

Contingencies - The Bank is subject to legal proceedings and claims that arise in the ordinary course of
business. In the opinion of management, the amount of ultimate liability with respect to such actions will not
materially affect the financial position or results of operations of the Bank.

NOTE 11 - SHAREHOLDERS’ EQUITY

Preferred stock - In January 2009, the Bank issued 1,747 shares of Series A, fixed rate non-cumulative
perpetual preferred stock to the U.S. Treasury as part of the Treasury’s Capital Purchase Program (CPP). The
non-cumulative preferred stock is carried at liquidation value of $1,000 per share and must be redeemed
after ten years and carried a fixed dividend rate of 5% with dividends payable quarterly. In September 2010,
the Bank redeemed 1,747 shares of Series A preferred stock and issued 4,060 shares of Series A-1, fixed rate
non-cumulative preferred stock issued as part of the Treasury’s Community Development Capital Initiative
(CDCI). The newly issued shares carry an initial fixed dividend rate of 2% increasing to 9% after eight years,
with dividends payable quarterly. The Bank paid dividends totaling $60,900 and $81,200 during the years
ending December 31, 2012 and 2011, respectively, after receiving approval from the Department of
Financial Institutions (DFI) and their shareholders.

Dividend restrictions - Upon declaration by the Board of Directors, all shareholders of record will be
entitled to receive dividends. The California Financial Code provides that, unless the Bank receives prior
approval from the California Commissioner of Financial Institutions, the total amount of dividend payments
a California state-chartered bank can make in any calendar year cannot exceed the lesser of: (1) the Bank’s
retained earnings, or (2) the Bank’s net income for its last three fiscal years, less distributions made to
shareholders during the same three-year period. At December 31, 2012 and 2011, the Bank had an
accumulated deficit. Therefore, no amount is available for dividends to shareholders. As discussed above,
the Bank received approval from the DFI and their shareholders to make dividend payments on the Series A-
1 and Series A preferred stock during 2012 and 2011.
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NOTE 11 - SHAREHOLDERS’ EQUITY (CONTINUED)

Earnings (loss) per share - Earnings (loss) per share (EPS) is calculated based on the weighted average
common shares outstanding during the period. Basic EPS excludes dilution and is calculated by dividing net
income available to common shareholders by the weighted average common shares outstanding. Diluted
EPS reflects the potential dilution that could occur if securities or other contracts to issue common stock
were exercised or converted into common stock. There was no dilutive effect of stock options in 2012.

Basic EPS:
Net income available to
common shareholders

Effect of dilutive securities:
Stock options

Diluted EPS:
Net income available to common
shareholders plus assumed
conversions

Basic EPS
Net loss available to
common shareholders

YEAR ENDED DECEMBER 31, 2012

Income Shares Per-Share
(Numerator) (Denominator) Amount
$ 1,325,170 4,172,268 $ 0.32
$ 1,325,170 4,172,268 $ 0.32
YEAR ENDED DECEMBER 31, 2011
Loss Shares Per-Share
(Numerator) (Denominator) Amount
$ (85,939) 4,172,268 $ (0.02)

Stock option plan - The Bank’s 2001 Stock Option Plan expired during 2011. The Bank has option grants
still outstanding under that Plan. During 2012, the Board of Directors and shareholders approved the
adoption of the Community Bank of the Bay 2012 Stock Option Plan. The plan includes both non-statutory
stock options, which may be granted to directors, employees and consultants, and incentive stock options,
which may be granted to employees. The price of non-statutory and incentive stock options may not be less
than 100%, respectively, of the fair market value of the common stock on the date of the grant.
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NOTE 11 - SHAREHOLDERS’ EQUITY (CONTINUED)

Stock option plan (continued) - However, if an individual at the time of the grant owns stock representing
more than 10% of the voting rights of all classes of the stock, then the price of the stock options may not be
less than 110% of the fair market value of the common stock on the date of the grant. The term of stock
options is determined by the Board of Directors, but may not exceed ten years from the date of the grant
unless, in the case of an incentive stock option, an individual at the time of grant owns stock representing
more than 10% of the voting rights of all classes of the stock, then the maximum term is five years. As of
December 31, 2012, 683,000 shares of the Bank’s common stock are reserved under this plan.

The fair value of each option granted is estimated on the date of grant using the Black-Scholes options-
pricing model with the following weighted-average assumptions used for grants in 2012 and 2011,
respectively: no expected dividends; expected volatility of 76.16% in 2012 and 78.74% in 2011; risk-free
interest rate of 0.96% in 2012 and 1.74% in 2011; and expected options term of 72 months.

The following table summarizes information about stock options outstanding:

DECEMBER 31,
2012
Weighted
Average
Exercise
Shares Price
For the year ended December 31, 2012

Outstanding at beginning of period 929,803 $ 3.86
Granted 353,100 $ 3.00
Exercised -
Forfeited / canceled (378,815) $ 3.93
Outstanding at end of period 904,088 $ 3.40

The Bank recognized $329,672 and $337,447 in stock option expense for the years ended December 31,
2012 and 2011, respectively. There is approximately $733,662 in unrecognized compensation cost
remaining as of December 31, 2012, which is expected to be recognized over a weighted average period of
3.26 years. The Bank has 608,088 incentive stock options and 296,000 non-statutory stock options
outstanding as of December 31, 2012. The Bank has 698,803 incentive stock options and 231,000 non-
statutory stock options outstanding as of December 31, 2011.
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NOTE 11 - SHAREHOLDERS’ EQUITY (CONTINUED)

Stock option plan (continued) - A summary of options outstanding follows:

DECEMBER 31,
2012 2011
Weighted average fair value of
options granted during the year $ 1.94 $ 1.39
Intrinsic value of options exercised $ - $ -
Options exercisable at year end 430,131 496,180
Weighted average exercise price $ 3.57 $ 4.19
Intrinsic value $ 23,959 $ -
Weighted average remaining
contractual life 6.68 Years 5.02 Years
Options outstanding at year end 904,088 929,803
Weighted average exercise price $ 3.40 $ 3.86
Intrinsic value $ 49,772 $ -
Weighted average remaining
contractual life 8.00 Years 6.86 Years

NOTE 12 - REGULATORY MATTERS

The Bank is subject to various regulatory capital requirements administered by the FDIC. Failure to meet
these minimum capital requirements can initiate certain mandatory - and possibly additional
discretionary - actions by regulators that, if undertaken, could have a direct material effect on the Bank’s
financial statements. Under capital adequacy guidelines and the regulatory framework for prompt corrective
action, the Bank must meet specific capital guidelines that involve quantitative measures of the Bank’s
assets, liabilities, and certain off-balance-sheet items as calculated under regulatory accounting practices.
The Bank’s capital amounts and classifications are also subject to qualitative judgments by the regulators
about components, risk-weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain
minimum amounts and ratios of total and Tier I capital to risk-weighted assets, and of Tier I capital to
average assets. Each of these components is defined in the regulations. Management believes that the Bank
met all capital adequacy requirements as of December 31, 2012 and 2011.
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NOTE 12- REGULATORY MATTERS (CONTINUED)

To be categorized as well-capitalized, the Bank must maintain minimum total risk-based, Tier I risk-based,
and Tier I leverage ratios as set forth in the following table.

To be well
For Capital Capitalized under
Actual Adequacy Purposes PCA
Amount Ratio Amount Ratio Amount Ratio

December 31, 2012:
Total risk-based capital

(to risk-weighted assets) $ 18,039,000 16.71% $ 8,637,000 > 8.0% $ 10,796,000 > 10.0%
Tier I capital

(to risk-weighted assets) $ 16,682,000 15.45% $ 4,318,000 > 4.0% $ 6,478,000 > 6.0%
Tier I capital

(to average assets) $ 16,682,000 11.30% $ 5,906,000 > 4.0% $ 7,383,000 > 5.0%
December 31, 2011:
Total risk-based capital

(to risk-weighted assets) $ 16,285,000 16.29% $ 8,000,000 > 8.0% $ 10,000,000 > 10.0%
Tier I capital

(to risk-weighted assets)  $ 15,025,000 15.03% $ 4,000,000 > 4.0% $ 6,000,000 > 6.0%
Tier I capital

(to average assets) $ 15,025,000 11.27% $ 5,333,000 > 4.0% $ 6,666,000 > 5.0%

The Bank has entered into an informal agreement with its regulators to maintain higher minimum capital
ratios. Specifically, the Bank agreed to maintain a Tier 1 capital ratio of 9.00% and a total risk-based capital
ratio of 11.00%. At December 31, 2012, the Bank’s Tier 1 and total risk-based capital ratios were 11.30%
and 16.71%, respectively.

NOTE 13 - GOVERNMENT GRANT

In 2012 and 2011, the Bank was awarded $415,000 and $500,000, respectively, by the United States
Treasury Department in recognition of its community development activities under the Bank Enterprise
Award Program (the BEA). Management believes that the Bank has complied, in all material aspects, with all
of the covenants and requirements under the BEA agreement and that it is not, and has not been, in default
with any of the terms, requirements, or minimum levels of qualified activities of such agreement.
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NOTE 14 - OTHER EXPENSES

Other expenses consisted of the following:

Professional fees
Advertising

Data processing
Regulatory assessments
Insurance

Other operating expenses

Total

DECEMBER 31,

2012 2011
511,622 $ 504,852
49,439 84,069
312,936 283,801
197,452 228,534
59,430 50,015
795,951 613,979
1,926,830 $ 1,765,250

NOTE 15 - BENEFIT PLAN AND SALARY CONTINUATION AGREEMENT

Defined contribution plan - The Bank adopted a 401(k) defined contribution plan effective

January 1, 1997. All employees of the Bank may participate in the plan upon completion of certain eligibility

requirements. The Bank matches employee’s contributions on a discretionary basis. There were no
discretionary contributions for the years ended December 31, 2012 or 2011.

Salary continuation agreement - In 2006, the Bank adopted a salary continuation agreement to provide
retirement benefits for a key executive. This agreement was amended as of December 31, 2008 and

terminated during 2012. The estimated present value of these benefits was accrued as an expense from the

inception date of the agreement until the termination of the agreement. The expense recognized under this
agreement for the years ended December 31,2012 and 2011, was $-0- and $155,470, respectively. During
2012, as a result of the termination of the agreement, the accrued liability was reversed and the Bank

recorded $656,053 as other income.
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NOTE 16 - DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS

Fair values of financial instruments are management’s estimates of the values at which instruments could be
exchanged in a transaction between willing parties. These estimates are subjective and may vary
significantly from amounts that would be realized in actual transactions. Further, the tax ramifications
related to the realization of the unrealized gains and losses can have a significant effect on the fair value
estimates and have not been considered in any of these estimates. The following table presents estimated
fair values of the Bank’s financial instruments as of December 31, 2012 and 2011.

The estimated fair values of the Bank’s financial instruments are approximately as follows:

2012 2011
Fair Value Carrying Estimated Carrying Estimated
Hierarchy Amounts Fair Values Amounts Fair Values
Financial assets:
Cash and cash
equivalents Level 1 $27,960,544 $27,960,544 $11,202,666 $11,202,666
Interest bearing deposits
in banks Level 2 4,672,748 4,672,748 4,519,575 4,553,158
Securities
available for sale Level 2 8,526,868 8,526,868 7,801,883 7,801,883
FHLB stock Level 2 475,000 475,000 426,100 426,100
Loans, net Level 3 107,646,338 109,952,000 95,978,954 97,985,000
Interest receivable Level 2 393,923 393,923 445,700 445,700
Financial liabilities:
Non-maturity deposits Level 2 104,909,215 104,909,215 83,221,526 83,221,526
Time deposits Level 2 26,045,555 26,119,000 22,077,687 22,268,000
FHLB borrowings Level 2 7,000,000 7,120,000 7,000,000 7,120,000
Interest payable Level 2 16,253 16,253 40,983 40,983
Off-balance-sheet liabilities:
Undisbursed loan
commitments Level 3 - 145,000 - 141,000

The Bank utilizes fair value measurements to record fair value adjustments to certain assets and liabilities
and to determine fair value disclosures. The Bank groups assets and liabilities at fair value in a three-
level valuation hierarchy for disclosure of fair value measurement. The valuation hierarchy is based upon
the transparency of inputs to the valuation of an asset or liability as of the measurement date.

In general, fair values determined by Level 1 inputs utilize quoted prices (unadjusted) in active markets for
identical assets or liabilities that the Bank has the ability to access. Fair values determined by Level 2 inputs
utilize inputs other than quoted prices included in Level 1 that are observable for the asset or liability, either
directly or indirectly. Level 2 inputs include quoted prices for similar assets and liabilities in active markets,
and inputs other than quoted prices that are observable for the asset or liability, such as interest rates and
yield curves that are observable at commonly quoted intervals. Level 3 inputs are unobservable inputs for
the asset or liability, and include situations where there is little, if any, market activity for the asset or
liability.
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NOTE 16 - DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS (CONTINUED)

In certain cases, the inputs used to measure fair value may fall into different levels of the fair value
hierarchy. In such cases, the level in the fair value hierarchy within which the fair value measurementin its
entirety falls has been determined based on the lowest level input that is significant to the fair value
measurement in its entirety. The Bank’s assessment of the significance of a particular input to the fair value
measurement in its entirety requires judgment, and considers factors specific to the asset or liability. Some
fair value measurements, such as available-for-sale securities are performed on a recurring basis, while
others such as other real estate owned and impaired loans are performed on a non-recurring basis.

The following table presents information about the Bank’s assets and liabilities measured at fair value on a
recurring basis as of December 31,2012 and 2011, as well as assets and liabilities for which a non-recurring
change in the fair value has been recorded as of December 31, 2012 and 2011. The table indicates the fair
value hierarchy of the valuation techniques utilized by the Bank to determine such fair value.

Significant
Quoted Prices in Other Significant
Active Markets for Observable Unobservable
December 31, Identical Assets Inputs Inputs
Description of Assets 2012 (Level 1) (Level 2) (Level 3)
Available-for-sale securities:
Municipal securities (taxable) $ 1,501,473 $ - $ 1,501,473 $ -
Agency 498,050 - 498,050 -
Mortgage-backed securities 2,889,875 - 2,889,875 -
CMOs 2,608,800 - 2,608,800 -
Treasury 1,028,670 - 1,028,670 -
Impaired loans ™ 1,467,502 - - 1,467,502
Other real estate owned ) 80,569 - - 80,569
Other foreclosed assets 258,500 - - 258,500
Total $ 10,333,439 $ - $ 8,526,868 $ 1,806,571
@ Non-recurring item
Significant
Quoted Prices in Other Significant
Active Markets for Observable Unobservable
December 31, Identical Assets Inputs Inputs
Description of Assets 2011 (Level 1) (Level 2) (Level 3)
Available-for-sale securities:
Municipal securities (taxable) $ 2,241,477 $ - $ 2,241,477 $ -
Municipal securities (non-taxable) 1,207,565 - 1,207,565 -
Mortgage-backed securities 738,031 - 738,031 -
CMOs 2,586,290 - 2,586,290 -
Treasury 1,028,520 - 1,028,520 -
Impaired loans 2,307,802 - - 2,307,802
Other real estate owned 107,477 - - 107,477
Other foreclosed assets ) 457,727 - - 457,727
Total $ 10,674,889 $ - $ 7,801,883 $ 2,873,006

W Non-recurring item
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NOTE 16 - DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS (CONTINUED)

Transfers between levels in the fair value hierarchy are recognized on the actual date of the event or
circumstances that caused the transfer, which generally corresponds to the Bank’s quarterly valuation
process.

Fair value measurements for impaired loans are based on either collateral values supported by appraisals,
or observed market prices. The change in fair value of impaired loans that were valued based upon Level 3
inputs decreased by approximately $840,300 during 2012 due to charge-offs, pay downs, and restructuring.
Any loss recognized on impaired loans is not recorded directly as an adjustment to current earnings but
rather as an adjustment component in determining the overall adequacy of the allowance for loan losses.
Such adjustments to the estimated fair value of impaired loans may result in increases or decreases to the
provision for loan losses recorded in current earnings. The decrease in fair value of other real estate owned
of $226,135 resulted from the Bank write-downs in the fair value and the sale of assets previously
foreclosed on. The addition of other foreclosed assets is the result of repossession of non-real estate
collateral on a deferred loan.

The following methods and assumptions were used to estimate the fair value of each class of financial
instrument for which it is practicable to estimate that value:

Cash and cash equivalents - For short-term instruments, including cash and due from banks, the carrying
amount is a reasonable estimate of fair value.

Interest-bearing deposits in banks - Represent time deposits held at other financial institutions. The fair
values are estimated using a discounted cash flow calculation that applies interest rates currently being
offered on certificates to a schedule of aggregated expected monthly maturities.

Securities - Fair values for investment securities are based on quoted market prices when available or
through the use of alternative approaches, such as a matrix or model pricing, when market quotes are not
readily accessible or available.

FHLB stock and other investments - For FHLB stock and other investments, the carrying amount is a
reasonable estimate of fair value.

Loans - For variable-rate loans that reprice frequently and with no significant change in credit risk, fair
values are based on carrying values. The fair values for fixed rate loans are estimated using discounted cash
flow analysis, using interest rates currently being offered for loans with similar terms to borrowers of
similar credit quality. The carrying amount of interest receivable approximates its fair value. The Bank’s
allowance for loan and lease losses is a reasonable estimate of the valuation allowance needed to adjust
computed fair values for quality of certain loans in the portfolio.

Interestreceivable and payable - For interest receivable and payable, the carrying amount is estimated to
be the fair value.

Impaired loans - The Bank utilizes current appraisals and applies discount factors estimated and modeled
for consistency by management to arrive at the estimate of fair value for all collateral dependent loans.
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NOTE 16 - DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS (CONTINUED)

Other real estate owned - The Bank utilizes current appraisals discounted for estimated selling costs to
arrive at the estimate of fair value for all other real estate owned.

Deposit liabilities - The fair values disclosed for non-maturity deposits (e.g., interest and non-interest
checking, statement savings, and money market accounts) are, by definition, equal to the amount payable at
the reporting date (i.e., their carrying amounts). The fair values for fixed-rate certificates of deposit are
estimated using a discounted cash flow calculation that applies interest rates currently being offered on
certificates to a schedule of aggregated expected monthly maturities on time deposits. The carrying amount
of interest payable approximates its fair value.

FHLB borrowings - The fair value of the borrowings is calculated based on the discounted value of the
contractual cash flows using current rates at which such borrowings can currently be obtained.

Secured borrowings - The fair value approximates book value as they represent short-term borrowings
connected to the sale of loans.

Commitments to extend credit - The fair value of commitments is estimated using the fees currently
charged to enter into similar agreements, taking into account the remaining terms of the agreements and the
present creditworthiness of the counterparties. For fixed-rate loan commitments, fair value also considers
the difference between current levels of interest rates and the committed rates.

Limitations - Fair value estimates are made at a specific point in time, based on relevant market
information and other information about the financial instrument. These estimates do not reflect any
premium or discount that could result from offering for sale at one time the Bank’s entire holdings of a
particular financial instrument.

NOTE 17 - SUMMARY OF QUARTERLY RESULTS OF OPERATIONS (UNAUDITED)

The following table sets forth summarized data for the year pertaining to each quarter for 2012 and is
unaudited:

2012 Quarter Ended

December 31 September 30 June 30 March 31
Total assets $ 155,385,529 $ 148,553,945 $ 156,208,850 $ 135,019,666
Gross loans 108,362,392 99,451,664 99,122,604 95,713,905
Deposits 130,954,770 124,594,296 132,117,807 110,434,961
Net interest income 1,492,595 1,446,655 1,516,693 1,353,585
Net income 788,181 103,721 237,998 256,170

NOTE 18 - SUBSEQUENT EVENTS

The Bank has evaluated the effects of subsequent events that have occurred after the period ending
December 31, 2012, and through April 25, 2013, which is the date the financial statements were issued.
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