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PART 1

Certain matters discussed or incorporated by reference in this Annual Report of Form 10-K including, but not limited
to, those described in "Item 7 - Management's Discussion and Analysis of Financial Condition and Results of
Operations", are forward-looking statements as defined under the Securities Litigation Reform Act of 1995 that are
subject to risks and uncertainties that could cause actual results to differ materially from those projected in the
forward-looking statements. Such risks and uncertainties include, among others, (1) competitive pressure in the
banking industry increasing significantly; (2) changes in the interest rate environment which may reduce margins and
devalue assets; (3) general economic conditions, either nationally or regionally, are less favorable than expected,
resulting in, among other things, a deterioration in credit quality; (4) changes in the regulatory environment;

(5) changes in business conditions and inflation; (6) changes in securities markets; (7) asset/liability matching risks
and liquidity risks; (8) potential impairment of goodwill and other intangible assets; (9) loss of key personnel; and
(10) operational interruptions including data processing systems failure and fraud. Therefore, the information set forth
therein should be carefully considered when evaluating the business prospects of the Company.

Item 1 - Business
General

United Security Bancshares is a California corporation incorporated during March of 2001 and is registered with the
Board of Governors of the Federal Reserve System as a bank holding company under the Bank Holding Company Act
of 1956, as amended (the “BHCA”). The Company’s stock is listed on NASDAQ under the symbol “UBFO.” United
Security Bank (the “Bank”) was formed in 1987 and, on June 12, 2001, the Bank became the wholly-owned subsidiary
of United Security Bancshares through a tax-free holding company reorganization, accounted for on a basis similar to
the pooling of interest method. In the transaction, each share of Bank stock was exchanged for a share of United
Security Bancshares stock on a one-to-one basis. References to the “Company” are references to United Security
Bancshares and United Security Bank, on a consolidated basis. References to the “Bank” are to United Security Bank.
References to the Holding Company are to United Security Bancshares only.

At present, the Company does not engage in any material business activities other than ownership of the Bank.
United Security Bank

The Bank is a California state-chartered bank headquartered in Fresno, California. It is also a member of the Federal
Reserve System. The Bank originally commenced business on December 21, 1987, as a national bank. On February 3,
1999, the Bank converted into a California state-chartered bank after receiving all necessary regulatory and
shareholder approvals. The Bank’s operations are currently subject to federal and state laws applicable to
state-chartered member banks, and its deposits are insured up to the applicable limits by the Federal Deposit Insurance
Corporation (the “FDIC”). The Bank is also subject to the Federal Deposit Insurance Act (“FDIA”) and regulatory
reporting requirements of the FDIC. As a state-chartered member bank, the Bank is subject to supervision and regular
examinations by the Board of Governors of the Federal Reserve System (the “FRB”) and the California Department of
Business Oversight (the “DBO”). In addition, the Bank is required to file reports with the FRB and provide such
additional information as the FRB may require.

At December 31, 2016, the Bank operates three branches (including its main office), one construction lending office,
and one financial services office in Fresno and one branch each, in Oakhurst, Caruthers, San Joaquin, Firebaugh,
Coalinga, Bakersfield, Taft, and Campbell. The Bank has ATMs at all branch locations and off-site ATMs at eight
different non-branch locations. In addition, the Company and Bank have administrative headquarters located at 2126
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Inyo Street, Fresno, California, 93721.
USB Investment Trust Inc.

USB Investment Trust Inc. was incorporated effective December 31, 2001 as a special purpose real estate investment
trust (REIT) under Maryland law. The REIT is a subsidiary of the Bank and was funded with $133.0 million in real
estate-secured loans contributed by the Bank. USB Investment Trust was originally formed to give the Bank flexibility
in raising capital, and reduce the expenses associated with holding the assets contributed to USB Investment Trust.
The REIT also provided state tax benefits beginning in 2002.
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USB Capital Trust II

During July 2007, the Company formed USB Capital Trust II, a wholly-owned special purpose entity, for the purpose
of issuing Trust Preferred Securities. USB Capital Trust II is a Variable Interest Entity (VIE) and a deconsolidated
entity pursuant current accounting standards related to variable interest entities. On July 23, 2007, USB Capital Trust
IT issued $15 million in Trust Preferred securities. The securities have a thirty-year maturity and bear a floating rate of
interest (repricing quarterly) of 1.29% over the three-month LIBOR rate. Interest is payable quarterly. Concurrent with
the issuance of the Trust Preferred securities, USB Capital Trust II used the proceeds of the Trust Preferred securities
offering to purchase a like amount of junior subordinated debentures of the Company. The Company pays interest on
the junior subordinated debentures to USB Capital Trust II, which represents the sole source of dividend distributions
to the holders of the Trust Preferred securities. Effective September 30, 2009 and beginning with the quarterly interest
payment due October 1, 2009, the Company elected to defer interest payments on the Company's $15.0 million of
junior subordinated debentures relating to its trust preferred securities. The terms of the debentures and trust
indentures allow for the Company to defer interest payments for up to 20 consecutive quarters without default or
penalty. During the period that the interest deferrals were elected, the Company continued to record interest expense
associated with the debentures. As of June 30, 2014, the Company ended the extension period, paid all accrued and
unpaid interest, and is currently making quarterly interest payments. During 2015, $3.0 million of the $15.0 million
principal balance of the subordinated debentures related to the trust preferred securities was purchased by the Bank
and subsequently purchased by the Company. The Company redeemed the $3.0 million in par value of the
subordinated debentures, resulting in a remaining contractual principal balance of $12.0 million at year-end 2015. The
Company may redeem the junior subordinated debentures at any time at par.

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

Bank Services

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

The Bank offers a wide range of deposit instruments including personal and business checking accounts and savings
accounts, interest-bearing negotiable order of withdrawal (NOW) accounts, money market accounts and time
certificates of deposit. Most of the Bank's deposits are comprised of accounts from individuals and from small and
medium-sized business-related sources. Time deposits have provided a significant portion of the Bank’s deposit base
amounting to 15.22% and 11.12% of total deposits at December 31, 2016 and 2015, respectively. A portion of those
time deposits are brokered deposits which are considered wholesale funding sources generally from out of the Bank’s
market area. Brokered deposits comprised 4.16% and 1.37% of total deposits at December 31, 2016 and 2015,
respectively.

The Bank also engages in a full complement of lending activities, including real estate mortgage (50.6% of total loans
at December 31, 2016), commercial and industrial (8.6% of total loans at December 31, 2016), real estate construction
(22.9% of total loans at December 31, 2016), as well as agricultural (10.0% of total loans at December 31, 2016), and
installment loans (7.9% of total loans at December 31, 2016).. Approximately 85% of the Bank's loans are secured by
real estate at December 31, 2016. A loan may be secured (in whole or in part) by real estate even though the purpose
of the loan is not to facilitate the purchase or development of real estate. At December 31, 2016, the Bank had loans
(net of unearned fees) outstanding of $570,834,000, which represented approximately 84.2% of the Bank's total
deposits and approximately 72.4% of its total assets.
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Real estate mortgage loans are secured by deeds of trust primarily on commercial property. Repayment of real estate
mortgage loans is generally from the cash flow of the borrower. Commercial and industrial loans have a high degree
of industry diversification. Loans may be originated in the Company’s market area, or participated with other financial
institutions outside the Company’s market area. A substantial portion of the Company’s commercial and industrial
loans are secured by accounts receivable, inventory, leases or other collateral. The remainder are unsecured. However,
extensions of credit are predicated on the financial capacity of the borrower to repay. Repayment of commercial loans
is generally from the cash flow of the borrower. Real estate construction loans consist of loans to residential
contractors, which are secured by single-family residential properties. All real estate loans have established equity
requirements. Repayment of real estate construction loans is generally from long-term mortgages with other lending
institutions. Agricultural loans are generally secured by land, equipment, inventory and receivables. Repayment of
agricultural loans is generally from the expected cash flow of the borrower.
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Although the Bank has a high concentration of commercial real estate loans, the Bank is not in the business of making
residential mortgage loans to individuals. Residential mortgage loans totaled $87,388,000 or 15.34% of the portfolio
at December 31, 2016. The residential mortgage loan portfolio is primarily comprised of purchased residential
mortgage pools. The Bank does not originate, or have in its loans portfolio, any subprime, Alt-A, or option adjustable
rate loans. The Bank does originate interest-only loans which are generally revolving lines of credit to commercial and
agricultural businesses or for real estate development where the borrowers business may be seasonal or cash flows
may be restricted until the completion of the project. In addition, the Bank has restructured certain loans to allow the
borrower to continue to perform on the loan under a troubled debt restructuring plan.

The Bank purchases loan participations from, and sells loan participations to, other financial institutions. The
underwriting standards for loan participations or purchases are the same as non-participated loans, and are subject to
the same limitations, collateral requirements, and borrower requirements. The Bank has reduced its level of loan
participations over the past several years. Currently, the Bank holds no participation purchased loans. Loan
participations sold comprised 4.6% and 3.4% of the total loan portfolio at December 31, 2016 and 2015, respectively.
During the past year, participation lending activity has increased and currently the Company is participating in more
participation sales.

In the normal course of business, the Bank makes various loan commitments and incurs certain contingent liabilities.
Due to the nature of the business of the Bank's customers, there are no seasonal patterns or absolute predictability to
the utilization of unused loan commitments; therefore, the Bank is unable to forecast the extent to which these
commitments will be exercised within the current year. The Bank does not believe that any such utilization will
constitute a material liquidity demand. The Company does however have collateralized and uncollateralized lines of
credit which could be utilized if such loan commitments were to be exercised in excess of normal expectations.

In addition to the loan and deposit services discussed above, the Bank also offers a wide range of specialized services
designed to attract and service the needs of commercial customers and account holders. These services include online
banking, mobile banking, safe deposit boxes, ATM services, payroll direct deposit, cashier's checks, and cash
management services. In addition, the Bank offers a variety of specialized financial services, including wealth
management, employee benefit, insurance and loan products, as well as consulting services for a variety of clients.
The Bank does not operate a trust department; however, it makes arrangements with its correspondent bank to offer
trust services to its customers upon request. Most of the Bank's business originates within Fresno, Madera, Kern, and
Santa Clara Counties. Neither the Bank’s business nor liquidity are seasonal, and there has been no material effect
upon the Bank's capital expenditures, earnings or competitive position as a result of federal, state or local
environmental regulation.

Competition and Market Share

The banking business in California generally, and in the market area served by the Company specifically, is highly
competitive with respect to both loans and deposits. The Company competes for loans and deposits with other
commercial banks, savings and loan associations, money market funds, credit unions and other financial institutions,
including a number that are substantially larger than the Company. The Company competes for loans and deposits by
offering competitive interest rate and by seeking to provide a higher level of personal service than is generally offered
by larger competitors. Regulatory restrictions on interstate bank branching and acquisitions and on banks providing a
broader array of financial services, such as securities underwriting and dealing and insurance, have been reduced or
eliminated. The availability of banking services over the Internet and on mobile devices continues to expand. Changes
in laws and regulations governing the financial services industry cannot be predicted; however, past legislation has
served to intensify the competitive environment. Many of the major commercial banks operating in the Company's
market areas offer certain services such as trust and international banking services, which the Company does not offer
directly. In addition, banks with larger capitalization have larger lending limits and are thereby able to serve larger
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customers.

The Company’s primary market area at December 31, 2016 was located in Fresno, Madera, and Kern Counties, in
which approximately 30 FDIC-insured financial institutions compete for business. Santa Clara County was added
during February 2007, with the Legacy Bank acquisition, in which approximately 50 FDIC-insured financial
institutions compete for business. The following table sets forth information regarding deposit market share and
ranking by county as of June 30, 2016, which is the most current information available.
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Rank Share
Fresno County 8th 3.74%
Madera County 10th 4.75%
Kern County 14th 0.85%
Total of Fresno, Madera, Kern Counties 11th 2.74%
Santa Clara County 40th 0.02%

Supervision and Regulation
Introduction

The Holding Company is a bank holding company within the meaning of the Bank Holding Company Act of 1956, as
amended, and is registered with, regulated and examined by the Board of Governors of the Federal Reserve System, or
FRB. In addition to the regulation of the Holding Company by the FRB, the Bank is subject to extensive regulation
and periodic examination, principally by the California Department of Business Oversight, or DBO and, as a member
bank, the FRB. The Federal Deposit Insurance Corporation, or FDIC insures the Bank’s deposits up to certain
prescribed limits. The Holding Company is also subject to jurisdiction of the Securities and Exchange Commission
("SEC") and to the disclosure and regulatory requirements of the Securities Act of 1933 (the “Securities Act”) and the
Securities Exchange Act of 1934 (the “Exchange Act”), and through the listing of its common stock on NASDAQ is
subject to the listing standards and rules of NASDAQ.

Banking is a complex, highly regulated industry. The primary goals of the rules and regulations are to maintain a safe
and sound banking system, protect depositors and the FDIC’s insurance fund, and facilitate the conduct of sound
monetary policy. They are not intended for the benefit of shareholders of financial institutions. In furtherance of these
goals, Congress and the states have created several largely autonomous regulatory agencies and enacted numerous
laws that govern banks, bank holding companies and the financial services industry. Consequently, the growth and
earnings performance of the Company can be affected not only by management decisions and general economic
conditions, but also by the requirements of applicable state and federal statues, regulations and the policies of various
governmental regulatory authorities.

From time to time, laws or regulations are enacted which have the effect of increasing the cost of doing business,
limiting or expanding the scope of permissible activities, or changing the competitive balance between banks and
other financial and non-financial institutions. Proposals to change the laws and regulations governing the operations of
banks and bank holding companies are frequently made in Congress and by various bank and other regulatory
agencies. Future changes in the laws, regulations or polices that impact the Holding Company and the Bank cannot
necessarily be predicted, but they may have a material effect on the business and earnings of the Company.

The following discussion of statutes and regulations is a summary and does not purport to be complete nor does it
address all applicable statutes and regulations. This discussion is also qualified in its entirety by reference to the full
text and to the implementation and enforcement of the statutes and regulations referred to in this discussion.
Dodd-Frank Wall Street Reform and Consumer Protection Act

On July 21, 2010, the Dodd-Frank Act was signed into law to effect a fundamental restructuring of federal banking
regulation. Among other things, the Dodd-Frank Act created a Financial Stability Oversight Council to identify
systemic risks in the financial system and gives federal regulators new authority to take control of and liquidate
financial firms. The Dodd-Frank Act additionally created an independent federal regulator to administer federal
consumer protection laws. Among the provisions that may affect the Company are the following:

Holding Company Capital Requirements. The Dodd-Frank Act requires the FRB to apply consolidated capital

requirements to depository institution holding companies that are no less stringent than those currently applied to
depository institutions. Under these standards, trust preferred securities are excluded from Tier 1 capital unless such

10
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securities were issued prior to May 19, 2010 by a bank holding company with less than $15 billion in assets. The
Dodd-Frank Act additionally requires capital requirements to be countercyclical so that the required amount of capital
increases in times of economic expansion and decreases in times of economic contraction, consistent with safety and

soundness.

Deposit Insurance. The Dodd-Frank Act permanently increased the maximum deposit insurance amount for banks,
savings institutions and credit unions to $250,000 per depositor, retroactive to January 1, 2009. The Dodd-Frank Act
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also broadens the base for FDIC insurance assessments. Assessments are now based on the average consolidated total
assets less tangible equity capital of a financial institution. The Dodd-Frank Act requires the FDIC to increase the
reserve ratio of the Deposit Insurance Fund from 1.15% to 1.35% of insured deposits by 2020 and eliminates the
requirement that the FDIC pay dividends to insured depository institutions when the reserve ratio exceeds certain
thresholds. Effective July 21, 2011, the Dodd-Frank Act eliminated the federal statutory prohibition against the
payment of interest on business checking accounts.

Corporate Governance. The Dodd-Frank Act requires publicly traded companies to give stockholders a non-binding
vote on executive compensation at their first annual meeting taking place six months after the date of enactment and
at least every three years thereafter and on so-called “golden parachute” payments in connection with approvals of
mergers and acquisitions unless previously voted on by shareholders. The legislation also authorized the SEC to
promulgate rules that would allow stockholders to nominate their own candidates using a company’s proxy materials.
Additionally, the Dodd-Frank Act directs the federal banking regulators to promulgate rules prohibiting excessive
compensation paid to executives of depository institutions and their holding companies with assets in excess of $1.0
billion, regardless of whether the company is publicly traded or not. The Dodd-Frank Act gives the SEC authority to
prohibit broker discretionary voting on elections of directors and executive compensation matters.

Interstate Branching. The Dodd-Frank Act authorized national and state banks to establish branches in other states to
the same extent as a bank chartered by that state would be permitted to branch. Previously, banks could only establish
branches in other states if the host state expressly permitted out-of-state banks to establish branches in that state.
Accordingly, banks will be able to enter new markets more freely.

Limits on Derivatives. The Dodd-Frank Act prohibits state-chartered banks from engaging in derivatives transactions
unless the loans to one borrower limits of the state in which the bank is chartered takes into consideration credit
exposure to derivatives transactions. For this purpose, derivative transaction includes any contract, agreement, swap,
warrant, note or option that is based in whole or in part on the value of any interest in, or any quantitative measure or
the occurrence of any event relating to, one or more commodities securities, currencies, interest or other rates, indices
or other assets.

Transactions with Affiliates and Insiders. The Dodd-Frank Act expanded the definition of “affiliate” for purposes of
quantitative and qualitative limitations of Section 23A of the Federal Reserve Act to include mutual funds advised by
a depository institution or its affiliates. The Dodd-Frank Act will apply Section 23A and Section 22(h) of the Federal
Reserve Act (governing transactions with insiders) to derivative transactions, repurchase agreements and securities
{ending and borrowing transaction that create credit exposure to an affiliate or an insider. Any such transactions with
affiliates must be fully secured. The current exemption from Section 23A for transactions with financial subsidiaries
will be eliminated. The Dodd-Frank Act also prohibits an insured depository institution from purchasing an asset from
or selling an asset to an insider unless the transaction is on market terms and, if representing more than 10% of
capital, is approved in advance by the disinterested directors.

€Consumer Financial Protection Bureau. The Dodd-Frank Act created an independent federal agency called the
Consumer Financial Protection Bureau (the “CFPB”), which has been granted broad rulemaking, supervisory and
enforcement powers under various federal consumer financial protection laws, including the Equal Credit Opportunity
Act, Truth in Lending Act, Real Estate Settlement Procedures Act, Fair Credit Reporting Act, Fair Debt Collection
Practices Act, the Consumer Financial Privacy provisions of the Gramm-Leach-Bliley Act and certain other statutes.
The CFPB has examination and primary enforcement authority with respect to depository institutions with $10 billion
or more in assets. Smaller institutions are subject to rules promulgated by the CFPB but are still examined and
supervised by their federal banking regulators for consumer compliance purposes. The CFPB has authority to prevent
unfair, deceptive or abusive practices in connection with the offering of consumer financial products. The Dodd-Frank
Act authorized the CFPB to establish certain minimum standards for the origination of residential mortgages

12
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including a determination of the borrower’s ability to repay. In addition, the Dodd-Frank Act allows borrowers to raise
certain defenses to foreclosure if they receive any loan other than a “qualified mortgage” as defined by the CFPB. The
Dodd-Frank Act permits states to adopt consumer protection laws and standards that are more stringent than those
adopted at the federal level and, in certain circumstances, permits state attorneys general to enforce compliance with
both the state and federal laws and regulations.

Final Volcker Rule. In December 2013, the federal bank regulatory agencies adopted final rules that implement a part
of the Dodd-Frank Act commonly referred to as the “Volcker Rule.” Under these rules and subject to certain exceptions,
bankmg entities, including the Holding Company and the Bank, will be restricted from engaging in activities that are
considered proprietary trading and from sponsoring or investing in certain entities, including hedge

7
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or private equity funds that are considered “covered funds.” These rules were originally scheduled to become effective
on April 1, 2014; however certain provisions are subject to delayed effectiveness under rules promulgated by the FRB.
At December 31, 2016, neither the Holding Company nor the Bank held any investment positions which were subject
to the Volcker Rule. Therefore, while these new rules may require the Holding Company and/or the Bank to conduct
certain internal analyses and reporting, we believe that the rules will not require any material changes in their
respective operations or business.

On February 3, 2017, President Donald Trump issued an executive order designed to reduce the perceived regulatory
burdens of the Dodd-Frank Act. The executive order proclaims that the policy of President Trump’s administration will
be to “regulate the United States financial system in a manner consistent with the following principles of regulation:”

empower Americans to make independent financial decisions and informed choices in the marketplace, save for
retirement, and build individual wealth;
prevent taxpayer-funded bailouts;

foster economic growth and vibrant financial markets through more rigorous regulatory impact analysis that addresses
systemic risk and market failures, such as moral hazard and information asymmetry;

enable American companies to be competitive with foreign firms in domestic and foreign
markets;

advance American interests in international financial regulatory negotiations and meetings;
make regulation efficient, effective, and appropriately tailored; and

restore public accountability within Federal financial regulatory agencies and rationalize the Federal financial
regulatory framework.

President Trump’s order directs the Secretary of the Treasury to consult with the heads of the member agencies of the
Financial Stability Oversight Council on the extent to which existing laws, treaties, regulations, guidance, reporting
and recordkeeping requirements, and other government policies promote his administration’s regulatory principles and
to identify what actions have been taken, and are currently being taken, to promote and support these principles.

In light of President Trump’s executive order, the Company cannot predict which provisions of the Dodd-Frank Act
will be repealed, put in to effect, delayed or enforced under the current Administration and, therefore, cannot predict
the effect, if any, that the Dodd-Frank Act will have on the Company’s future operations and financial condition.

The Holding Company

General. As a bank holding company, the Holding Company is subject to regulation by the FRB. According to FRB
Policy, the Holding Company is expected to act as a source of financial strength for the Bank, to commit resources to
support it in circumstances where the Holding Company might not otherwise do so. Under the BHCA, the Holding
Company is subject to periodic examination by the FRB. The Holding Company is also required to file periodic
reports of its operations and any additional information regarding its activities and those of its subsidiaries as may be
required by the FRB.

Bank Holding Company Liquidity. The Holding Company is a legal entity, separate and distinct from the Bank. The

Holding Company has the ability to raise capital on its own behalf or borrow from external sources. The Holding
Company may also obtain additional funds from dividends paid by, and fees charged for services provided to, the

14
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Bank. However, regulatory constraints on the Bank may restrict or totally preclude the payment of dividends by the
Bank to the Holding Company.

Transactions with Affiliates and Insiders. The Holding Company and any subsidiaries it may purchase or organize are
deemed to be affiliates of the Bank within the meaning of Sections 23A and 23B of the Federal Reserve Act, and the
FRB’s Regulation W. Under Sections 23A and 23B and Regulation W, loans by the Bank to affiliates, investments by
them in affiliates’ stock, and taking affiliates’ stock as collateral for loans to any borrower is limited to 10% of the
Bank’s capital, in the case of any one affiliate, and is limited to 20% of the Bank’s capital, in the case of all affiliates. In
addition, transactions between the Bank and other affiliates must be on terms and conditions that are consistent with
safe and sound banking practices, in particular, a bank and its subsidiaries generally may not purchase from an

affiliate a low-quality asset, as defined in the Federal Reserve Act. These restrictions also prevent a bank holding
company and its other affiliates from borrowing from a banking subsidiary of the bank holding company unless the
loans are secured by marketable collateral of designated amounts. The Holding Company

8
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and the Bank are also subject to certain restrictions with respect to engaging in the underwriting, public sale and
distribution of securities.

The Federal Reserve Act and FRB Regulation O place limitations and conditions on loans or extensions of credit to a
bank or bank holding company’s executive officers, directors and principal shareholders; any company controlled by
any such executive officer, director or shareholder; or any political or campaign committee controlled by such
executive officer, director or principal shareholder. Additionally, such loans or extensions of credit must comply with
loan-to-one-borrower limits; require prior full board approval when aggregate extensions of credit to the person
exceed specified amounts; must be made on substantially the same and follow credit-underwriting procedures no less
stringent than those prevailing at the time for comparable transactions with non-insiders; must not involve more than
the normal risk of repayment or present other unfavorable features; and must not exceed the bank’s unimpaired capital
and unimpaired surplus in the aggregate.

Limitations on Business and Investment Activities. Under the BHCA, a bank holding company must obtain the FRB’s
approval before: (i) directly or indirectly acquiring more than 5% ownership or control of any voting shares of another
bank or bank holding company; (ii) acquiring all or substantially all of the assets of another bank; (iii) or merging or
consolidating with another bank holding company.

The FRB may allow a bank holding company to acquire banks located in any state of the United States without regard
to whether the acquisition is prohibited by the law of the state in which the target bank is located. In approving
interstate acquisitions, however, the FRB must give effect to applicable state laws limiting the aggregate amount of
deposits that may be held by the acquiring bank holding company and its insured depository institutions in the state in
which the target bank is located, provided that those limits do not discriminate against out-of-state depository
institutions or their holding companies, and state laws which require that the target bank have been in existence for a
minimum period of time, not to exceed five years, before being acquired by an out-of-state bank holding company.

In addition to owning or managing banks, bank holding companies may own subsidiaries engaged in certain
businesses that the FRB has determined to be “so closely related to banking as to be a proper incident thereto.” The
Holding Company, therefore, is permitted to engage in a variety of banking-related businesses.

Additionally, qualifying bank holding companies making an appropriate election to the FRB may engage in a full
range of financial activities, including insurance, securities and merchant banking. the Holding Company has not
elected to qualify for these financial services.

Federal law prohibits a bank holding company and any subsidiary banks from engaging in certain tie-in arrangements
in connection with the extension of credit. Thus, for example, the Bank may not extend credit, lease or sell property,
or furnish any services, or fix or vary the consideration for any of the foregoing on the condition that:

the customer must obtain or provide some additional credit, property or services from or to the Bank other than a loan,
discount, deposit or trust services;

the customer must obtain or provide some additional credit, property or service from or to the Holding Company or
any subsidiaries; or

the customer must not obtain some other credit, property or services from competitors, except reasonable
requirements to assure soundness of credit extended.

Capital Adequacy. Bank holding companies must maintain minimum levels of capital under the FRB’s risk-based

capital adequacy guidelines. If capital falls below minimum guideline levels, a bank holding company, among other
things, may be denied approval to acquire or establish additional banks or non-bank businesses.
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The FRB’s risk-based capital adequacy guidelines, discussed in more detail below in the section entitled “Capital
Standards,” assign various risk percentages to different categories of assets and capital is measured as a percentage of
risk assets. Under the terms of the guidelines, bank holding companies are expected to meet capital adequacy
guidelines based both on total risk assets and on total assets, without regard to risk weights.

The risk-based guidelines are minimum requirements. Higher capital levels will be required if warranted by the
particular circumstances or risk profiles of individual organizations. For example, the FRB’s capital guidelines
contemplate that additional capital may be required to take adequate account of, among other things, interest rate risk,
or the risks posed by concentrations of credit, nontraditional activities or securities trading activities. Moreover, any
banking organization experiencing or anticipating significant growth or expansion into new activities, particularly
under the expanded powers under

9
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the Gramm-Leach-Bliley Act, would be expected to maintain capital ratios, including tangible capital positions, well
above the minimum levels.

Limitations on Dividend Payments. California Corporations Code Section 500 allows the Holding Company to pay a
dividend to its shareholders only to the extent that the Holding Company has retained earnings and, after the dividend,
the Holding Company’s:

assets (exclusive of goodwill and other intangible assets) would be 1.25 times its liabilities (exclusive of deferred
taxes, deferred income and other deferred credits); and
current assets would be at least equal to current liabilities.

Additionally, the FRB’s policy regarding dividends provides that a bank holding company should not pay cash
dividends exceeding its net income or which can only be funded in ways that weaken the bank holding company’s
financial health, such as by borrowing. The FRB also possesses enforcement powers over bank holding companies
and their non-bank subsidiaries to prevent or remedy actions that represent unsafe or unsound practices or violations
of applicable statutes and regulations.

Securities Registration and Listing. The Holding Company’s common stock is registered with the SEC under the
Exchange Act and, therefore, is subject to the information, proxy solicitation, insider trading, corporate governance,
and other disclosure requirements and restrictions of the Exchange Act, as well as the Securities Act, both
administered by the SEC. the Holding Company is required to file annual, quarterly and other current reports with the
SEC. The SEC maintains an Internet site, http://www.sec.gov, at which the Holding Company’s filings with the SEC
may be accessed. the Holding Company’s SEC filings are also available on its website at
http://investors.unitedsecuritybank.com/Docs.

The Holding Company’s common stock is listed on NASDAQ and trades under the symbol “UBFO.” As a company
listed on NASDAQ, the Holding Company is subject to NASDAQ standards for listed companies. NASDAQ has also
adopted corporate governance rules, which are intended to allow shareholders and investors to more easily and
efficiently monitor the performance of companies and their directors.

The Bank

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

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

In addition to the Dodd-Frank Act, the international oversight body of the Basel Committee on Banking Supervision,
or Basel III, reached agreements that introduced a minimum common equity tier 1 capital requirement of 4.50 percent,
along with a capital conservation buffer of 2.50 percent to bring total common equity capital requirements to 7.00
percent. The federal banking agencies issued final rules that implemented Basel III and certain other revisions to the
Basel capital framework, as well as the minimum leverage and risk-based capital requirements of the Dodd Frank Act.
Federal regulators periodically propose amendments to the risk-based capital guidelines and the related regulatory
framework and consider changes to the capital standards that could significantly increase the amount of capital needed
to meet applicable standards. The timing of adoption, ultimate form and effect of any such proposed amendments
cannot be determined at this time.

The following are among the requirements that were phased in beginning January 1, 2015:

10
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An increase in the minimum Tier 1 capital ratio from 4.00% to 6.00% of risk-weighted assets;

A new category and a required 4.50% of risk-weighted assets ratio is established for “common equity Tier 1" as a subset
of Tier 1 capital limited to common equity;

A minimum non-risk-based leverage ratio is set at 4.00% eliminating a 3.00% exception for higher rated banks;

Changes in the permitted composition of Tier 1 capital to exclude trust preferred securities, mortgage servicing rights
and certain deferred tax assets and include unrealized gains and losses on available for sale debt and equity securities;

An additional capital conservation buffer of 2.5% of risk-weighted assets over each of the required capital ratios will
be phased in beginning January 2016 at 0.625% of risk-weighted assets until fully implemented in January 2019. This
conservation buffer level must be met to avoid limitations on the ability to pay dividends, repurchase shares or pay
discretionary bonuses;

The risk weights of certain assets for purposes of calculating the risk-based capital ratios are changed for high
volatility commercial real estate acquisition, development and construction loans, certain past due non-residential
mortgage loans and certain mortgage-backed and other securities exposures; and

An additional “countercyclical capital buffer” is required for larger and more complex institutions.

As of December 31, 2016, the Company and the Bank were "well-capitalized" under these new capital standards. The
regulatory capital guidelines as well as the actual capitalization for the Bank and the Company as of December 31,
2016 are set forth under the section entitled “MANAGEMENT’S DISCUSSION AND ANALYSIS OF OPERATIONS
- Regulatory Matters - Capital Adequacy.”

Liquidity Requirements

Historically, regulation and monitoring of bank and bank holding company liquidity has been addressed as a
supervisory matter, both in the U.S. and internationally, without required formulaic measures. The Basel 111
framework requires banks and bank holding companies to measure their liquidity against specific liquidity tests that,
although similar in some respects to liquidity measures historically applied by banks and regulators for management
and supervisory purposes, going forward will be required by regulation. One test, referred to as the liquidity coverage
ratio (“LCR”), is designed to ensure that the banking entity maintains an adequate level of unencumbered high quality
liquid assets equal to the entity’s expected net cash outflow for a 30 day time horizon (or, if greater, then 25% of its
expected total cash outflow) under an acute liquidity stress scenario. The other test, referred to as the net stable
funding ratio (“NSFR”), is designed to promote more medium and long term funding of the assets and activities of
banking entities over a one year time horizon. These requirements will incentivize banking entities to increase their
holdings of U.S. Treasury securities and other sovereign debt as a component of assets and increase the use of

long term debt as a funding source.

In September 2014, the federal banking agencies approved final rules implementing the LCR for advanced approaches
banking organizations (i.e., banking organizations with $250 billion or more in total consolidated assets or $10 billion
or more in total on-balance sheet foreign exposure) and a modified version of the LCR for bank holding companies
with at least $50 billion in total consolidated assets that are not advanced approach banking organizations, neither of
which apply to the Company or the Bank. The federal banking agencies have not yet proposed rules to implement the
NSFR.

Prompt Corrective Action
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The Federal Deposit Insurance Corporation Improvement Act (“FDICIA”) requires each federal banking agency to take
prompt corrective action to resolve the problems of insured depository institutions, including but not limited to those
that fall below one or more prescribed minimum capital ratios. Pursuant to FDICIA, the FRB promulgated regulations
defining the following five categories in which an insured depository institution will be placed, based on the level of

its capital ratios:

Under the regulations, a bank shall be deemed to be:
“well capitalized” if it has a total risk-based capital ratio of 10% or more, has a Tier 1 risk-based capital ratio of 6% or

more, has a leverage capital ratio of 5% or more and is not subject to specified requirements to meet and maintain a
specific capital level for any capital measure;

11
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“adequately capitalized” if it has a total risk-based capital ratio of 8% or more, a Tier 1 risk-based capital ratio of 4% or
more and a leverage capital ratio of 4% or more (3% under certain circumstances) and does not meet the definition of
“well capitalized”;

.‘undercapitalized” if it has a total risk-based capital ratio that is less than 8%, a Tier 1 risk-based capital ratio that is less
than 4%, or a leverage capital ratio that is less than 4% (3% under certain circumstances)

.'significantly undercapitalized™ if it has a total risk-based capital ratio that is less than 6%, a Tier 1 risk-based capital
ratio that is less than 3% or a leverage capital ratio that is less than 3%; and

#critically undercapitalized” if it has a ratio of tangible equity to total assets that is equal to or less than 2%.

A bank’s category is determined solely for the purpose of applying prompt corrective action regulations, and the
capital category may not constitute an accurate representation of the bank’s overall financial condition or prospects for
other purposes.

While these benchmarks have not changed, due to market turbulence, the regulators have strongly encouraged and, in
many instances, required, banks and bank holding companies to achieve and maintain higher ratios as a matter of
safety and soundness.

Banks are prohibited from paying dividends or management fees to controlling persons or entities if, after making the
payment, the bank would be “undercapitalized,” that is, the bank fails to meet the required minimum level for any
relevant capital measure. Asset growth and branching restrictions apply to “undercapitalized” banks. Banks classified as
“undercapitalized” are required to submit acceptable capital plans guaranteed by its holding company, if any. Broad
regulatory authority was granted with respect to “significantly undercapitalized” banks, including forced mergers,
growth restrictions, ordering new elections for directors, forcing divestiture by its holding company, if any, requiring
management changes and prohibiting the payment of bonuses to senior management. Even more severe restrictions

are applicable to “critically undercapitalized” banks. Restrictions for these banks include the appointment of a receiver
or conservator. All of the federal banking agencies have promulgated substantially similar regulations to implement

this system of prompt corrective action.

A bank, based upon its capital levels, that is classified as “well capitalized,” “adequately capitalized” or “undercapitalized”
may be treated as though it were in the next lower capital category if the appropriate federal banking agency, after

notice and opportunity for a hearing, determines that an unsafe or unsound condition, or an unsafe or unsound

practice, warrants such treatment. Further, a bank that otherwise meets the capital levels to be categorized as “well
capitalized,” will be deemed to be “adequately capitalized,” if the bank is subject to a written agreement requiring that the
bank maintain specific capital levels. At each successive lower capital category, an insured bank is subject to more
restrictions. The federal banking agencies, however, may not treat an institution as “critically undercapitalized” unless

its capital ratios actually warrant such treatment.

In addition to measures taken under the prompt corrective action provisions, insured banks may be subject to potential
enforcement actions by the federal banking agencies for unsafe or unsound practices in conducting their businesses or

for violations of any law, rule, regulation or any condition imposed in writing by the agency or any written agreement
with the agency. Enforcement actions may include the imposition of a conservator or receiver, the issuance of a
cease-and-desist order that can be judicially enforced, the termination of insurance of deposits (in the case of a

depository institution), the imposition of civil money penalties, the issuance of directives to increase capital, the

issuance of formal and informal agreements, the issuance of removal and prohibition orders against

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

Premiums for Deposit Insurance

12
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The deposit insurance fund of the FDIC insures our customers’ deposits up to prescribed limits for each depositor. In
October 2010, the FDIC under the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank
Act”) adopted a new restoration plan to ensure that the deposit insurance fund (the “DIF”) reserve ratio reaches 1.35% by
September 30, 2020. At least semi-annually, the FDIC will update its loss and income projections for the DIF and, if
needed, increase or decrease assessment rates. On February 7, 2011, the FDIC adopted a final rule modifying the
risk-based assessment system from a domestic deposit base to a scorecard based assessment system, effective April 1,
2011. Effective as of April 1, 2011, the Bank was categorized as a small institution as the Bank has less than $10
billion in assets. After potential adjustments related to unsecured debt and brokered deposit balances, the final total
assessment rates range from 2.5 to 45 basis points. Initial base assessment rates for small institutions ranged from five
to 35 basis points. Any material increase in assessments or the assessment rate could have a material adverse effect on
our business, financial condition, results of operations or cash flows, depending on the amount of the

increase. Furthermore, the FDIC is authorized to raise insurance premiums under certain circumstances.

The Federal Deposit Insurance Reform Act of 2005 (the “Reform Act”) increased the deposit insurance limit for certain
retirement plan deposit accounts from $100,000 to $250,000 and the Dodd-Frank Act permanently raised the current
standard maximum federal deposit insurance amount from $100,000 to $250,000 per qualified account.

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

Federal Home Loan Bank System

The Bank is a member of the Federal Home Loan Bank of San Francisco (the “FHLB-SF”). Among other benefits, each
Federal Home Loan Bank (“FHLB”) serves as a reserve or central bank for its members within its assigned region. Each
FHLB is financed primarily from the sale of consolidated obligations of the FHLB system. Each FHLB makes

available loans or advances to its members in compliance with the policies and procedures established by the Board of
Directors of the individual FHLB. The FHLB-SF utilizes a single class of stock with a par value of $100 per share,
which may be issued, exchanged, redeemed and repurchased only at par value. As an FHLB member, the Bank is
required to own FHLB —SF capital stock in an amount equal to the greater of:

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

The FHLB — SF capital stock is redeemable on five years written notice, subject to certain conditions. At
December 31, 2016 the Bank owned 23,211 shares of the FHLB-SF capital stock.

Federal Reserve Bank

The FRB requires all depository institutions to maintain non-interest bearing reserves at specified levels against their
transaction accounts and non-personal time deposits. At December 31, 2016, the Bank was in compliance with these
requirements.

Regulatory Orders and Agreements

On March 23, 2010, the Holding Company and the Bank entered into a formal written agreement (the “Agreement”)
with the Federal Reserve Bank of San Francisco (the “Federal Reserve”) as a result of a regulatory examination that was
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conducted by the Federal Reserve and the California Department of Financial Institutions (the “DFI”) in June 2009. The
Agreement was terminated effective November 19, 2014 and replaced it with an informal supervisory agreement that
requires, among other things, obtaining written approval from the Federal Reserve prior to the payment of dividends
from the Bank to the Holding Company or the payment of dividends by the Holding Company or interest on the
Holding Company’s junior subordinated debt. For more information on the Agreement and the informal supervisory
agreement that replaced it, please see “ITEM 7 - MANAGEMENT’S DISCUSSION AND ANALYSIS OF
OPERATIONS - Regulatory Matters - Regulatory Agreement with the Federal Reserve Bank of San Francisco” herein.

On May 20, 2010, the DBO issued a formal written order (the “Order”) pursuant to a consent agreement with the Bank
as a result of the same June 2009 joint regulatory examination. The terms of the Order were essentially similar to the

Federal Reserve’s
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Agreement, except for a few additional requirements. The Order was similarly terminated and replaced with an
informal Memorandum of Understanding (the “MOU”) on September 24, 2013. The MOU requires the Bank to
maintain a ratio of tangible shareholder’s equity to total tangible assets equal to or greater than 9.0% and also requires
the DBO’s approval for the Bank to pay a dividend to the Company. Effective October 19, 2016, the DBO terminated
the MOU as the Bank had fulfilled the provisions of the MOU.

Effect of Governmental Policies and Recent Legislation
Impact of Monetary Policies

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

The earnings and growth of the Company are also affected by the monetary and fiscal policies of the United States
government and its agencies, particularly the FRB. The FRB implements national monetary policies (with objectives
such as to curb inflation and combat recession) by its open market operations in United States Government securities,
by adjusting the required level of reserves for financial institutions subject to reserve requirements, and by varying the
discount rates applicable to borrowing by banks. The actions of the FRB in these areas influence the growth of bank
loans, investments and deposits and also affect interest rates charged on loans and paid on deposits. The FRB’s policies
have had a significant effect on the operating results of commercial banks and are expected to continue to do so in the
future. The nature and timing of any future changes in monetary policies are not predictable; however, the FRB has
indicated its intention of slowing raising interest rates from their current historic lows.

In addition, adverse economic conditions could make a higher provision for loan losses a prudent course and could
cause higher loan charge-offs, thus adversely affecting the Company’s net income.

Consumer Protection Laws and Regulations

The banking regulatory agencies are focusing greater attention on compliance with consumer protection laws and their
implementing regulations. Examination and enforcement have become more intense in nature, and insured
institutions have been advised to monitor carefully compliance with such laws and regulations. The Company is
subject to many federal and state consumer protection and privacy statutes and regulations, some of which are
discussed below.

The Community Reinvestment Act (the “CRA”) is intended to encourage insured depository institutions to help meet the
credit needs of their communities. The CRA specifically directs the federal regulatory agencies, in examining insured
depository institutions, to assess a bank’s record of helping meet the credit needs of its entire community, including

low- and moderate-income neighborhoods, consistent with safe and sound banking practices. The CRA further

requires the agencies to take a financial institution’s record of meeting its community credit needs into account when
evaluating applications for, among other things, domestic branches, mergers or acquisitions, or holding company
formations. The agencies use the CRA assessment factors in order to provide a rating to the financial institution. The
ratings range from a high of “outstanding” to a low of “substantial noncompliance.” In its last examination for CRA
compliance, as of March 2015, the Bank was rated “satisfactory.”
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The Equal Credit Opportunity Act (the “ECOA”) generally prohibits discrimination in any credit transaction, whether
for consumer or business purposes, on the basis of race, color, religion, national origin, sex, marital status, age (except
in limited circumstances), receipt of income from public assistance programs, or good faith exercise of any rights
under the Consumer Credit Protection Act.

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

the amount financed, the total of payments and the payment schedule, among other things. As a result of Dodd Frank,
Regulation Z promulgated under TILA includes new limits on loan originator compensation for all closed-end
mortgages. These changes include, prohibiting certain payments to a mortgage broker or loan officer based on the
transaction’s terms or conditions,

14
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prohibiting dual compensation, and prohibiting a mortgage broker or loan officer from *‘steering’’ consumers to
transactions not in their interest, to increase mortgage broker or loan officer compensation.

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

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

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

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

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

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

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

Other Aspects of Banking Law

The Bank is also be subject to federal statutory and regulatory provisions covering, among other things, security
procedures, management interlocks, funds availability and truth-in-savings. There are also a variety of federal statutes
that regulate acquisitions of control and the formation of bank holding companies, and the activities beyond owning
banks that are permissible.

Employees

At December 31, 2016, the Company employed 132 persons on a full-time equivalent basis. The Company believes its
employee relations are excellent.

Available Information

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

Item 1B. - Unresolved Staff Comments

The Company had no unresolved staff comments at December 31, 2016.
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Item 2 - Properties

The Bank’s Main bank branch is located at 2151 West Shaw Avenue, Fresno, California. The Company owns the
building and leases the land under a sublease dated December 1, 1986, between Central Bank and USB. The current
sublessor under the master ground lease is Bank of the West, which acquired the position through the purchase of
Central Bank. The lessor under the ground lease (Master Lease) is Thomas F. Hinds. The lease was renewed on
January 1, 2016, and the Company has options to extend the term for three (3) additional periods of five (5) years
under the same terms and conditions.
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The Company leases the banking premises of approximately 6,450 square feet for its second of three Fresno branches
at 7088 N. First St, Fresno, California., under a lease which commenced August 2005 and renewed July 2015 for a
term of 10 years expiring July 2025. The branch was previously located at 1041 E. Shaw Avenue, Fresno, California,
under a lease extension expiring February 28, 2005. The 7088 N. First location provides space for the relocated branch
as well as the Real Estate Construction Department and the Indirect Consumer Lending Department.

The Company leases the Oakhurst bank branch located at the Old Mill Village Shopping Center, 40074 Highway 49,
Oakhurst, California. The branch facility consists of approximately 5,000 square feet with a lease term of 5 years
ending April 2019, and has a five-year option to extend the lease term after that date.

The Company owns the Caruthers bank branch located at 13356 South Henderson, Caruthers, California, which
consists of approximately 5,000 square feet of floor space.

The Company owns the San Joaquin branch facilities located at 21574 Manning Avenue, San Joaquin, California. The
bank branch is approximately 2,500 square feet.

The Company owns the Firebaugh bank branch located at 1067 O Street, Firebaugh, California. The premises are
comprised of approximately 4,666 square feet of office space situated on land totaling approximately one-third of an
acre.

The Company owns the Coalinga bank branch located at 145 East Durian, Coalinga, California. The office building
has a total of 6,184 square feet of interior floor space situated on approximately 0.45 acres of land.

The Company leases the Convention Center branch located at 855 “M” Street, Suite 130, Fresno, California. Total space
leased is approximately 4,520 square feet, and was occupied during March 2004. The fifteen-year lease expires in

March 2019. There are no extension provisions.

The Company owns the Taft branch office premises located at 523 Cascade Place, Taft, California. The branch
facilities consist of approximately 9,200 square feet of office space.

The Company owns the branch facilities located at 3404 Coffee Road, Bakersfield, California, which has
approximately 6,130 square feet of office space located on 1.15 acres.

The Company leases the Campbell branch located at 1875 S. Bascom Ave. Suite 19, Campbell, California, which has
approximately 2,984 square feet. The lease commenced on January 1, 2011 and expires on December 31, 2021.

The Company owns its administrative headquarters at 2126 Inyo Street, Fresno, California and is occupied by the
Company’s administrative staff. The facility consists of approximately 21,400 square feet. A portion of the premises

has been subleased to a third-party under a lease term of approximately seven years.

The Company leases its financial services facility located at 9 River Park Place, Suite 420, Fresno, CA. The lease
commenced on October 1, 2016 and expires on September 30, 2017.

The Company also has eight remote ATM locations leased from unrelated parties.
Item 3 - Legal Proceedings

From time to time, the Company is party to claims and legal proceedings arising in the ordinary course of business. At
this time, the management of the Company is not aware of any material pending litigation proceedings to which it is a
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party or has recently been party to, which will have a material adverse effect on the financial condition or results of
operations of the Company.

Item 4 — Mine Safety Disclosures

Not applicable
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Item 5 - Market for the Registrant's Common Equity, Related Stockholder Matters, and Issuer Purchases of Equity
Securities

Trading History

The Company became a NASDAQ National Market listed company on May 31, 2001, then became a Global Select
listed company during 2006, and trades under the symbol UBFO.

The Company currently has four market makers for its common stock. These include, Stone & Youngberg, LLC,
Howe Barnes Hoeffer & Arnett, Sandler O’Neill & Partners, and Hill Thompson, Magid & Company. The Company is
aware of two other securities dealers: Smith Barney and Dean Witter Reynolds Inc., which periodically act as brokers
in the Company's stock.

On March 28, 2006, the Company announced a 2-for-1 stock split of the Company’s no-par common stock payable
May 1, 2006 effected in the form of a 100% stock dividend. Share information for all periods presented in this 10-K
have been restated to reflect the effect of the stock split.

During the third quarter ended September 30, 2008 and the fourth quarter ended December 31, 2008, the Company
declared 1% stock dividends. During each of the thirty-two consecutive quarters beginning March 31, 2009
through December 31, 2016, the Company again declared 1% stock dividends. Share information for all periods
presented in this Form 10-K has been restated to reflect the effect of the 1% stock dividends.

The following table sets forth the high and low closing sales prices by quarter for the Company's common stock, for
the years ended December 31, 2016 and 2015.

Closing

Prices
Quarter High Low
4th Quarter 2016 $8.10$6.10752,732
3rd Quarter 2016 $6.54$5.73490,366
2nd Quarter 2016 $6.44$4.921,031,090
1st Quarter 2016 $5.30$4.65756,080
4th Quarter 2015 $5.39$5.18454,200
3rd Quarter 2015 $5.32$5.02439,400
2nd Quarter 2015 $5.37$4.90375,700
Ist Quarter 2015 $5.49$4.97439,500

Volume

At December 31, 2016, there were approximately 641 record holders of common stock of the Company. This does not
reflect the number of persons or entities who hold their stock in nominee or street name through various brokerage
firms.

Dividends

The Company's shareholders are entitled to dividends when and as declared by the Company’s Board of Directors out
of funds legally available therefore. Dividends paid to shareholders by the Company are subject to restrictions set
forth in California General Corporation Law, which provides that a corporation may make a distribution to its
shareholders if retained earnings immediately prior to the dividend payout are at least equal the amount of the
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proposed distribution. As a bank holding company without significant assets other than its equity position in the Bank,
the Company’s ability to pay dividends to its shareholders depends primarily upon dividends it receives from the Bank.
Such dividends paid by the Bank to the Company are subject to certain limitations. See “Management’s Discussion and
Analysis of Financial and Results of Operations — Regulatory Matters”.

The Company distributed a 1% stock dividend to shareholders on January 15, 2016, April 15, 2016, July 18, 2016, and
October 21, 2016. The Company distributed a 1% stock dividend to shareholders on January 21, 2015, April 17, 2015,
July 17, 2015, and October 16, 2015.
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The amount and payment of dividends by the Company to shareholders are set by the Company's Board of Directors
with numerous factors involved including the Company's earnings, financial condition and the need for capital for
expanded growth and general economic conditions. No assurance can be given that cash or stock dividends will be
paid in the future.

Securities Authorized for Issuance under Equity Compensation Plans

The following table sets forth securities authorized for issuance under equity compensation plans as for December 31,
2016.

Number of
Number of secur.l tl.es
.. remaining
securities to )
. available for
be issued .
upon Weighted-average future
pon exercise price of issuance
exercise .
of outstanding under
outstanding options, equity .
. warrants and compensation
options, .
Plan Category rights plans
warrants )
. (excluding
and rights .o
(column a) securities
reflected in
column (a))
Equity compensation plans approved by security holders 36,772 (1)$ 3.87 706,921
Equity compensation plans not approved by security holders N/A N/A N/A
Total 36,772 $ 3.87 706,921

(1) Under the United Security Bancshares 2015 Equity Incentive Award Plan (2015 Plan), the Company is authorized
to issue restricted stock awards. Restricted stock awards are not included in the total in column (a). At December 31,
2016, there were 11,896 shares of restricted stock issued and outstanding.

A complete description of the above plans is included in Note 10 of the Company’s Financial Statements, in Item 8 of
this Annual Report on Form 10K, and is hereby incorporated by reference.

Purchases of Equity Securities by Affiliates and Associated Purchasers

On May 16, 2007, the Company announced a stock repurchase plan to repurchase, as conditions warrant, up to
846,127 shares of the Company's common stock on the open market or in privately negotiated transactions. The
repurchase plan represents approximately 5.00% of the Company's currently outstanding common stock. The duration

of the program is open-ended and the timing of purchases will depend on market conditions.

As of December 31, 2016, there were 732,556 shares available for repurchase. The Company did not repurchase any
common shares during the years ended December 31, 2016 and 2015.

Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations
Overview

Certain matters discussed or incorporated by reference in this Annual Report on Form 10-K are forward-looking
statements that are subject to risks and uncertainties that could cause actual results to differ materially from those
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projected in the forward-looking statements. Such risks and uncertainties include, but are not limited to, those
described in Management’s Discussion and Analysis of Financial Condition and Results of Operations. Such risks and
uncertainties include, but are not limited to, the following factors: i) competitive pressures in the banking industry and
changes in the regulatory environment; ii) exposure to changes in the interest rate environment and the resulting
impact on the Company’s interest rate sensitive assets and liabilities; iii) decline in the health of the economy
nationally or regionally which could reduce the demand for loans or reduce the value of real estate collateral securing
most of the Company’s loans; iv) credit quality deterioration that could cause an increase in the for loan losses; v)
Asset/Liability matching risks and liquidity risks; volatility and devaluation in the securities markets, vi) failure to
comply with the regulatory agreement under which the Company is subject, vii) expected cost savings from recent
acquisitions are not realized, viii) potential impairment of goodwill and other intangible assets, and ix) technology
implementation problems and information security breaches . Therefore, the information set forth therein should be
carefully considered when evaluating the business prospects of the Company.
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The Company

United Security Bancshares is a California corporation incorporated during March of 2001 and is registered with the
Board of Governors of the Federal Reserve System as a bank holding company under the Bank Holding Company Act
of 1956, as amended. United Security Bank is a wholly-owned bank subsidiary of the Company and was formed in
1987.

Current Trends Affecting Results of Operations and Financial Position

The Company’s overall operations are impacted by a number of factors, including not only interest rates and margin
spreads, which impact the results of operations, but also the composition of the Company’s balance sheet. One of the
primary strategic goals of the Company is to maintain a mix of assets that will generate a reasonable rate of return
without undue risk, and to finance those assets with a low-cost and stable source of funds. Liquidity and capital
resources must also be considered in the planning process to mitigate risk and allow for growth.

Since the Bank primarily conducts banking operations in California’s Central Valley, its operations and cash flows are
subject to changes in the economic condition of the Central Valley. Our business results are dependent in large part
upon the business activity, population, income levels, deposits and real estate activity in the Central Valley, and
declines in economic conditions can have adverse material effects upon the Bank. In addition, the Central Valley
remains largely dependent on agriculture. A downturn in agriculture and agricultural related business could indirectly
and adversely affect the Company as many borrowers and customers are involved in, or are impacted to some extent,
by the agricultural industry. While a great number of our borrowers are not directly involved in agriculture, they
would likely be impacted by difficulties in the agricultural industry since many jobs in our market areas are ancillary
to the regular production, processing, marketing and sale of agricultural commodities. The state of California is
currently experiencing the worst drought in recorded history, and, of course, it is not possible to predict the potential
impact on businesses and consumers located in the Company's market areas or the duration of the drought.

The residential real estate markets in the five county region from Merced to Kern has strengthened since 2013 and that
trend has continued into the fourth quarter of 2016. The severe declines in residential construction and home prices
that began in 2008 have ended and home prices are now rising on a year-over-year basis. The sustained period of
double-digit price declines from 2008-2011 adversely impacted the Company’s operations and increased the levels of
nonperforming assets, increased expenses related to foreclosed properties, and decreased profit margins. As the
Company continues its business development and expansion efforts throughout its market areas, it will also maintain
its commitment to the reduction of nonperforming assets and provision of options for borrowers experiencing
difficulties. Those options include combinations of rate and term concessions, as well as forbearance agreements with
borrowers. Median sales prices and housing start numbers improved in the five county region from Merced to Kern
between June 2013 and December 2016.

The Company continues to emphasize relationship banking and core deposit growth, and has focused greater attention
on its market area of Fresno, Madera, and Kern Counties, as well as Campbell, in Santa Clara County. The San
Joaquin Valley and other California markets are exhibiting stronger demand for construction lending and commercial
lending from small and medium size businesses, as commercial and residential real estate markets have shown
improvements.

The Company continually evaluates its strategic business plan as economic and market factors change in its market
area. Balance sheet management, enhancing revenue sources, and maintaining market share will continue to be of
primary importance during 2017 and beyond. The previous pressure on net margins as interest rates hit historical lows
may now be ending as interest rates are anticipated to rise slowly. As a result, market rates of interest and asset quality
will continue to be important factors in the Company’s ongoing strategic planning process.

Application of Critical Accounting Policies and Estimates
The Company’s consolidated financial statements are prepared in accordance with generally accepted accounting
principles and follow general practices within the banking industry. Application of these principles requires

management to make estimates, assumptions, and judgments that affect the amounts reported in the financial
statements and accompanying notes. These estimates, assumptions, and judgments are based on information available
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as of the date of the financial statements; accordingly, as this information changes, the financial statements could
reflect different estimates, assumptions, and judgments. Certain policies inherently have a greater reliance on the use
of estimates, assumptions, and judgments and as such have a greater possibility of producing results that could be
materially different than originally reported. Estimates, assumptions, and judgments are necessary when assets and
liabilities are required to be recorded at fair value, when a decline in the value of an asset not carried on the financial
statements at fair value warrants an impairment write-down or valuation reserve to be established, or when an asset or
liability needs to be recorded contingent upon a future event. Carrying assets and liabilities at fair value inherently
may result in more financial statement volatility. The fair values and the information used to record valuation
adjustments for certain assets and liabilities are based either on quoted market prices or are provided by other
third-party sources, when available. When third-party information is not available, valuation adjustments are
estimated using the Company’s own assumptions in regard to the assumptions that market participants would use in
pricing the asset or liability.
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The most significant accounting policies followed by the Company are presented in Note 1 to the Company’s
consolidated financial statements included herein. These policies, along with the disclosures presented in the other
financial statement notes and in this financial review, provide information on how significant assets and liabilities are
valued in the financial statements and how those values are determined. Based on the valuation techniques used and
the sensitivity of financial statement amounts to the methods, assumptions, and estimates underlying those amounts,
management has identified the determination of the allowance for credit losses, other real estate owned through
foreclosure, impairment of investment securities, revenue recognition, nonaccrual income recognition, fair value
estimates on junior subordinated debt, valuation for deferred income taxes, and goodwill, to be accounting areas that
require the most subjective or complex judgments, and as such could be most subject to revision as new information
becomes available.

Allowance for Credit Losses

The allowance for credit losses represents management's estimate of probable credit losses inherent in the loan
portfolio. Determining the amount of the allowance for credit losses is considered a critical accounting estimate
because it requires significant judgment and the use of estimates related to the amount and timing of expected future
cash flows on impaired loans, estimated losses on pools of homogeneous loans based on historical loss experience,
and consideration of current economic trends and conditions, all of which may be susceptible to significant change.
The loan portfolio also represents the largest asset type on the consolidated balance sheet. Note 1 to the consolidated
financial statements describes the methodology used to determine the allowance for credit losses. A discussion of the
factors driving changes in the amount of the allowance for credit losses is included in the Asset Quality and
Allowance for Credit Losses section of this financial review.

Other Real Estate Owned

Real estate properties acquired through, or in lieu of, loan foreclosure are to be sold and are initially recorded at fair
value of the property, less estimated costs to sell. The excess, if any, of the loan amount over the fair value of the
collateral is charged to the allowance for credit losses. The determination of fair value is generally based upon
pre-approved, external appraisals. Subsequent declines in the fair value of other real estate owned, along with related
revenue and expenses from operations, are charged to noninterest expense. The fair market valuation of such

properties is based upon estimates, and as such, is subject to change as circumstances in the Company’s market area, or
general economic trends, fluctuate.

Fair Value

Effective January 1, 2007, the Company adopted fair value option accounting standards choosing to apply the
standards to its junior subordinated debt. The Company concurrently adopted the accounting standards related to fair
value measurements. The accounting standards related to fair value measurements define how applicable assets and
liabilities are to be valued, and requires expanded disclosures about financial instruments carried at fair value. The fair
value measurement accounting standard establishes a hierarchical disclosure framework associated with the level of
pricing observability utilized in measuring financial instruments at fair value. The degree of judgment utilized in
measuring the fair value of financial instruments generally correlates to the level of pricing observability. Financial
instruments with readily available active quoted prices or for which fair value can be measured from actively quoted
prices generally will have a higher degree of pricing observability and a lesser degree of judgment utilized in
measuring fair value. Conversely, financial instruments infrequently traded or not quoted in an active market will
generally have little or no pricing observability and a higher degree of judgment utilized in measuring fair value.
Pricing observability is impacted by a number of factors, including the type of financial instrument, whether the
financial instrument is new to the market and not yet established and the characteristics specific to the transaction.
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Determining fair values under the accounting standards may include judgments related to measurement factors that
may vary from actual transactions executed in the marketplace. For the years ended December 31, 2016 and 2015, the
Company recorded fair value adjustments related to its junior subordinated debt totaling losses of $518,000 and
$73,000, respectively. (See Notes 8 and 13 of the Notes to Consolidated Financial Statements for additional
information about financial instruments carried at fair value.)

Income Taxes

Deferred income taxes are provided for the temporary differences between the financial reporting basis and the tax
basis of the Company's assets and liabilities. Deferred taxes are measured using current tax rates applied to such
taxable income in the years in which those temporary differences are expected to be recovered. If the Company’s
future income is not sufficient to apply the deferred tax assets within the tax years to which they may be applied, the
deferred tax asset may not be realized and the Company’s income will be reduced. The Company recorded no
valuation allowance against its deferred tax assets at December 31, 2016 and 2015.
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On January 1, 2007, the Company adopted accounting standards related to uncertainty in income taxes. The standard
prescribes a recognition threshold and measurement attribute for the financial statement recognition and measurement
of a tax position taken or expected to be taken in a tax return. Under the accounting standards, an entity should
recognize the financial statement benefit of a tax position if it determines that it is more likely than not that the

position will be sustained on examination. The term “more likely than not” means a likelihood of more than 50 percent.
In assessing whether the more-likely-than-not criterion is met, the entity should assume that the tax position will be
reviewed by the applicable taxing authority.

Pursuant to the accounting standards related to uncertainty in income taxes, the Company will continue to re-evaluate
existing tax positions, as well as new positions as they arise. If the Company determines in the future that its tax
positions are not “more likely than not” to be sustained (as defined) by taxing authorities, the Company may need to
recognize additional tax liabilities.

Impairment of Investment Securities

Investment securities are impaired when the amortized cost exceeds fair value. The Company evaluates investment
securities for other-than-temporary impairment (“OTTI”) at least quarterly, and more frequently when economic or
market conditions warrant such an evaluation. Management considers the extent and duration of the unrealized loss
and assesses whether it intends to sell, or it is likely that it will be required to sell the security before the anticipated
recovery. If the criteria regarding intent or requirement to sell is met, the entire difference between amortized cost and
fair value is recognized as impairment through earnings.

For investment securities that do not meet the criteria regarding intent or requirement to sell, the Company compares
the present value of the remaining cash flows as estimated at the preceding evaluation date to the current expected
remaining cash flows to determine OTTI related to credit loss. The amount of OTTI related to credit loss is recognized
in earnings, with the balance recognized in other comprehensive income.

Revenue Recognition

The Company’s primary sources of revenue are interest income from loans and investment securities. Interest income
is generally recorded on an accrual basis, unless the collection of such income is not reasonably assured or cannot be
reasonably estimated. Pursuant to accounting standards related to revenue recognition, nonrefundable fees and costs
associated with originating or acquiring loans are recognized as a yield adjustment to the related loans by amortizing
them into income over the term of the loan using a method which approximates the interest method. Other
credit-related fees, such as standby letter of credit fees, loan placement fees and annual credit card fees are recognized
as noninterest income during the period the related service is performed.

For loans placed on nonaccrual status, the accrued and unpaid interest receivable may be reversed at management's
discretion based upon management's assessment of collectability, and interest is thereafter credited to principal to the
extent necessary to eliminate doubt as to the collectability of the net carrying amount of the loan.

Results of Operations

On a year-to-date basis, the Company reported net income of $7,385,000 or $0.44 per share ($0.44 diluted) for the
year ended December 31, 2016, as compared to $6,810,000 or $0.41 per share ($0.41 diluted) for the same period in
2015. The increase of $575,000 between December 31, 2015 and December 31, 2016 is primarily the result of
increases in interest-earning assets. Interest income increased by $2,063,000 between December 31, 2015 and
December 31, 2016. Non-interest income decreased by $221,000.
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The Company’s return on average assets was 0.98% for both the year ended December 31, 2016, and the year ended
December 31, 2015. The Company’s return on average equity was 7.86% for the year ended December 31, 2016, as
compared to 7.88% for the year ended December 31, 2015.

As with variances in net income, changes in the return on average assets and average equity experienced by the
Company during 2016 and 2015 were effected by increases in average loan balances and net interest income.
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The following table sets forth certain selected financial data for the Bank for each of the years in the five-year periods
ended December 31, 2016, and should be read in conjunction with the more detailed information and financial
statements contained elsewhere herein (in thousands except per share data and ratios).

(In thousands except per share data and ratios) 2016 2015 2014 2013 2012

Selected Financial Ratios:

Return on average assets 0.98 %0.98 %0.93 %1.13 %097 %
Return on average shareholders' equity 7.86 %7.88 %7.80 %10.09%9.23 %
Average shareholders' equity to average assets 12.43%12.41%11.88%11.20% 10.55%
Dividend payout ratio — %— %— %9— 9%— D

Net Interest Income

Net interest income, the most significant component of earnings, is the difference between the interest and fees
received on earning assets and the interest paid on interest-bearing liabilities. Earning assets consist primarily of loans,
and to a lesser extent, investments in securities issued by federal, state and local authorities, and corporations, as well
as interest-bearing deposits and overnight investments in federal funds loaned to other financial institutions. These
earning assets are funded by a combination of interest-bearing and noninterest-bearing liabilities, primarily customer
deposits, and may include short-term and long-term borrowings.

Net interest income before provision for credit losses totaled $28,064,000 for the year ended December 31, 2016,
representing an increase of $1,935,000, or 7.41%, when compared to the $26,129,000 reported for the same period of
the previous year. Although market rates of interest are at historically low levels, the Company’s disciplined deposit
pricing efforts have helped maintain adequate margins. The Company’s net interest margin, as shown in Table 1,
decreased to 4.11% for the year ended December 31, 2016, when compared to 4.22% for the year ended December 31,
2015, and increased from 4.01% for the year ended December 31, 2014.

Table 1. — Distribution of Average Assets, Liabilities and Shareholders’ Equity:
Interest rates and interest differentials
Years ended December 31, 2016, 2015, and 2014
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2016 2015 2014
Average . Average . Average .
(Dollars in thousands) Balance Interest Yleld/RatEalance Interest Yleld/Ratﬁalance Interest Yield/Rate
Assets:
Interest-earning assets:
Loans and leases (1) $540,777 $28,182 5.21 % $493,375 $26,469 5.36 % $422,760 23,777 5.62 %

Investment Securities — 5 17 955 166 % 40616 722 178 % 49219 901  1.83 %

taxable
Interest-bearing deposits in

1,517 8 0.53 % 1,525 6 039 % 1,518 7 0.46 %
other banks
;‘ﬁ‘g"“'bearmg depositsin o) 393 458 0.51 % 83,709 213 025 % 115395 277 024 %
Total interest-earning assets 682,299  $29,473 432 % 619,225 $27,410 443 % 588,892 24,962 424 %
Allowance for credit losses (9,311 ) (11,357 ) (11,118 )
Noninterest-earning assets:
Cash and due from banks 21,886 22,279 20,447
E;fmlses and equipment, -, 1 11,174 11,936
Accrued interest receivable 2,568 1,601 1,434
Other real estate owned 9,100 13,466 14,188
Other assets 36,658 40,086 45,254
Total average assets $753,697 $696,474 $671,033
Liabilities and Shareholders'
Equity:
Interest-bearing liabilities:
NOW accounts $85,357 $111 0.13 % $79,977 $108 0.14 % $63,251 77 0.12 %
Money market accounts 148,911 567 0.38 % 139,220 461 0.33 % 143,627 504 0.35 %
Savings accounts 67,590 145 021 % 62,163 159 0.26 % 52,681 130 025 %
Time deposits 73,680 344 047 % 74,193 328 044 % 81,271 393 048 %

Junior subordinated 8,058 242 3.00 % 9.410 225 239 % 10681 241 226 %

debentures

Total interest-bearing 383,596 $1,409 0.37 % 364,963 $1281 035 % 351511 $1,345 0.38 %
liabilities

Noninterest-bearing

liabilities:

Noninterest-bearing 268,712 237,034 230,876
checking

Accrued interest payable 81 73 76

Other liabilities 7,592 8,005 8,878
Total average liabilities 659,981 610,075 591,341
Totgl average shareholders 93.716 86.399 79.692
equity

Total average liabilities and $753.697 $696.474 $671.033

shareholders' equity
Interest income as a
percentage of average 432 % 443 % 4.24 %
earning assets

0.21 % 0.21 % 0.23 %
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Interest expense as a

percentage of average

earning assets

Net interest margin 411 % 4.22 % 4.01 %
(1) Loan amounts include nonaccrual loans, but the related interest income has been included only if collected for the
period prior to the loan being placed on a nonaccrual basis. Loan interest income includes loan costs of approximately
$163,000 for the year ended December 31, 2016, loan fees of $163,000 for the year ended December 31, 2015, and
loan fees of $419,000 for the year ended December 31, 2014.

The prime rate was raised from 3.50% to 3.75% in December 2016 and is expected to see further increases during
2017. These increases will affect rates for both loans and customer deposits, both of which are likely to increase as the
prime rate increases.
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Both the Company's net interest income and net interest margin are affected by changes in the amount and mix of
interest-earning assets and interest-bearing liabilities, referred to as "volume change." Both are also affected by
changes in yields on interest-earning assets and rates paid on interest-bearing liabilities, referred to as "rate change."
The following table sets forth the changes in interest income and interest expense for each major category of
interest-earning asset and interest-bearing liability, and the amount of change attributable to volume and rate changes
for the years indicated. Changes in interest income and expense, which are not attributable specifically to either rate or
volume, are allocated proportionately between the two variances based on the absolute dollar amounts of the change
in each.

Table 2. Rate and Volume Analysis
2016 compared to 2015 2015 compared to 2014

(In thousands) Total Rate  Volume Total Rate Volume
Increase (decrease) in interest income:

Loans $1,713 $(774) 2,487 $2,692 $(1,136) 3,828
Investment securities 103 49 ) 152 (179 ) (25 ) (154 )
Interest-bearing deposits in other banks (205 ) (205 ) — (1 ) (1 ) —
Interest-bearing deposits in FRB 452 418 34 64 )20 84 )
Total interest income 2,063 (610 ) 2,673 2,448 (1,142 ) 3,590
Increase (decrease) in interest expense:

Interest-bearing demand accounts 109 68 41 (12 ) 45 ) 33
Savings accounts (14 )27 )13 29 5 24
Time deposits 16 18 (2 ) (65 ) (32 ) 33 )
Subordinated debentures 17 52 35 H)@ae )14 30 )
Total interest expense 128 111 17 64 ) (58 ) (6 )

Increase (decrease) in net interest income $1,935 $(721) 2,656  $2,512 $(1,084) 3,596

The net interest margin has declined in 2016 due to a decline in loan portfolio and investment securities yields, which
has been partially offset by increases in the yields of overnight investments with the Federal Reserve Bank. The
Company has successfully sought to mitigate the low interest rate environment with loan floors included in new and
renewed loans when practical. Loans yielded 5.21% during the year ended December 31, 2016, as compared to 5.36%
and 5.62% for the years ended December 31, 2015 and 2014, respectively. For the year ended December 31, 2016,
total interest income increased approximately $2,063,000 or 7.53% as compared to the year ended December 31,
2015, reflective of an increase of $1,713,000 in loan interest income. Average interest-earning assets increased
approximately $63,074,000 between 2016 and 2015 and the rate on interest earning assets decreased 11 basis points
during the two periods. The increase in average earning assets between 2016 and 2015 consisted of an increase of
$47,402,000 in loans, increases of $8,996,000 in investment securities, and increases of $6,684,000 in interest-bearing
deposits held at the Federal Reserve Bank. Average interest-earning assets increased approximately $30,333,000
between 2015 and 2014 and the rate on interest earning assets increased 19 basis points during the two periods. The
average rates on loans decreased 26 basis points between the two periods, and the average rate on investment
securities decreased approximately 5 basis points during the year ended December 31, 2015, as compared to the same
period of 2014. The rate on interest earning assets increased during the year ended December 31, 2015 due to
movement of interest earning assets from low yielding overnight investments with the Federal Reserve Bank to the
loan portfolio.

For the year ended December 31, 2016, total interest expense increased approximately $128,000, or 9.99%, as
compared to the year ended December 31, 2015. Between those two periods, average interest-bearing liabilities
increased by $18,633,000, and the average rates paid on these liabilities increased by 2 basis points. The Company
increased its level of brokered deposits in 2016 with the purchase of $17.3 million in brokered certificates of deposit.
CDARs reciprocal deposits, which are preferred by some depositors, have increased from $8.5 million to $10.8
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million.
The following table summarizes the year-to-date averages of the components of interest-earning assets as a percentage

of total interest earning assets, and the components of interest-bearing liabilities as a percentage of total
interest-bearing liabilities:
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YTD YTD YTD

Average Average Average

12/31/16 12/31/15 12/31/14
Loans 79.26 % 79.68 % 71.78 %
Investment securities available for sale 7.27 % 6.56 % 8.36 %
Interest-bearing deposits in other banks 0.22 % 0.25 % 0.26 %

Interest-bearing deposits in FRB 13.25 % 13.51 % 19.60 %
Total earning assets 100.00% 100.00% 100.00%
NOW accounts 22.25 % 2191 % 17.99 %
Money market accounts 38.82 % 38.15 % 40.86 %
Savings accounts 17.62 % 17.03 % 14.99 %
Time deposits 19.21 % 20.33 % 23.12 %
Subordinated debentures 210 % 2.58 % 3.04 %
Total interest-bearing liabilities 100.00% 100.00% 100.00%

Provision for Credit Losses

Provisions for credit losses are determined on the basis of management's periodic credit review of the loan portfolio,
consideration of past loan loss experience, current and future economic conditions, and other pertinent factors. Such
factors consider the allowance for credit losses to be adequate when it covers estimated losses inherent in the loan
portfolio. Based on the condition of the loan portfolio, management believes the allowance is sufficient to cover risk
elements in the loan portfolio.

For the year ended December 31, 2016, the recovery of provision to the allowance for credit losses amounted to
$21,000. The recovery of provision for the year ended December 31, 2015 totaled $41,000. The recovery of provision
for the year ended December 31, 2014 totaled $845,000.

The allowance for credit losses decreased to 1.56% of total loans during the year ended December 31, 2016, as
compared to 1.88% at December 31, 2015, and 2.35% at December 31, 2014. The negative loan loss provisions
recorded during 2014, 2015 and 2016 are a result of continuing improvements in the overall credit quality of the loan
portfolio, overall improvements in economic conditions over the recent years, and improvements in loans collateral
property values. For further discussion, refer to Item 7 — Management’s Discussion and Analysis of Financial Condition
and Results of Operations — Asset Quality and Allowance for Credit Losses.

Noninterest Income

The following table summarizes significant components of noninterest income for the years indicated and the net
changes between those years:

% of % of % of
(In thousands) 2016 Total 2015 Total 2014 Total
Customer service fees $3,792 84.01 % $3,620 76.45 % $3,473 67.30 %
Increase in cash surrender value of BOLI/COLI 530 11.74 % 519 1096 % $514 996 %
Loss on fair value option of financial liabilities (518 ) (11.48)% (73 ) (1.54 Y% $(102 ) (1.98 Y%
Gain on sale of other assets — 000 % 10 021 % $25 048 %
Gain on redemption of junior subordinated debenture — 0.00 % 78 1.65 % $— — %
(Loss) gain on other investments — 000 % (23 ) (049 Y% $691 13.39 %
Other 710 15.73 % 604 1276 % $560 10.85 %
Total $4,514 100.00 % $4,735 100.00 % $5,161 100.00 %
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Noninterest income consists primarily of fees and commissions earned on services that are provided to the Company’s
banking customers and, to a lesser extent, gains on sales of Company assets and other miscellaneous income.
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Noninterest income for the year ended December 31, 2016 decreased $221,000 or 4.67% when compared to the same
period of 2015. Customer service fees, the primary component of noninterest income, increased $172,000 or 4.75%
between the two periods presented. The decrease in noninterest income of $221,000 between the two periods is the
result of a loss on the fair value of a liability of $518,000 during 2016 as compared to a loss of $73,000 during 2015,
partially offset by the increase in customer services fees. The change in the fair value of financial liability was
primarily caused by fluctuations in the LIBOR yield curve. The cost of the Company’s subordinated debentures issued
by USB Capital Trust II has remained low in concert with market rates over the last three or four years. With pricing
at 3-month-LIBOR plus 129 basis points, the effective cost of the subordinated debt was 2.29% and 1.90% at
December 31, 2016 and 2015, respectively.

Noninterest income for the year ended December 31, 2015, decreased $426,000 or 8.25% when compared to the same
period of 2014. Customer service fees increased $147,000 or 4.23% between the two periods. The decrease in
noninterest income of $426,000 is primarily the result of the gain on the sale of a local property investment of
$691,000 realized during 2014 contrasted with a loss on investments of $23,000 realized during 2015.

Noninterest Expense

The following table sets forth the components of total noninterest expense in dollars and as a percentage of average
earning assets for the years ended December 31, 2016, 2015, and 2014:

2016 2015 2014

% of % of % of
(Dollars in thousands) Amount Aver.age Amount Aver.age Amount Aver.age

Earning Earning Earning

Assets Assets Assets
Salaries and employee benefits $10,6281.56 % $9,921 1.60 % $9,653 1.64 %
Occupancy expense 4,222 0.62 % 4,042 0.65 % 3,760 0.64 %
Data processing 148 0.02 % 126 0.02 % 134 0.02 %
Professional fees 1,493 022 % 1,137 0.18 % 1,456 0.25 %
FDIC/DFI assessments 767 0.11 % 959 0.15 % 943 0.16 %
Directors fees 284 0.04 % 277 0.04 % 232 0.04 %
Amortization of intangibles — — % — — % 62 0.01 %
Correspondent bank service charges 77 0.01 % 75 0.01 % 117 0.02 %
Loss on CA Tax Credit Partnership 158 0.02 % 73 0.01 % 39 0.01 %
Net cost on operation and sale of OREO 263 0.04 % 619 0.10 % 571 0.10 %
Other 2305 034 % 2,369 038 % 2,248 0.38 %
Total $20,3452.98 % $19,5983.14 % $19,2153.26 %

Noninterest expense increased $747,000 or 3.81% between the years ended December 31, 2016 and 2015. The net
increase in noninterest expense between the comparative periods is primarily the result of increases in salaries and
employee benefits and occupancy expense, partially offset by decreases in regulatory assessments and net cost on
operation and sale of OREO. Noninterest expense increased $383,000 between the years ended December 31, 2015
and 2014, due to the increases in salaries and employee benefits, partially offset by a decrease in professional fees.

Included in net costs on operations of OREO for the years ended December 31, 2016 and 2015, are gains on the sale
of OREO totaling $37,000 and $16,000, respectively, and OREO operating expenses totaling $300,000 and $447,000,
respectively. The year ended 2015 includes a $188,000 impairment loss on OREO.

During the years ended December 31, 2016 and 2015, the Company recognized stock-based compensation expense of
$30,000 and $26,000 (less than $0.01 per share basic and diluted), respectively. This expense is included in
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noninterest expense under salaries and employee benefits. If new stock options are issued, or existing options fail to
vest due, for example, to forfeiture, actual stock-based compensation expense in future periods will change.

Income Taxes
The Company’s income tax expense is impacted to some degree by permanent taxable differences between income
reported for book purposes and income reported for tax purposes, as well as certain tax credits which are not reflected

in the Company’s
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pretax income or loss shown in the statements of operations and comprehensive income. As pretax income or loss
amounts become smaller, the impact of these differences become more significant and are reflected as variances in the
Company’s effective tax rate for the periods presented. In general, the permanent differences and tax credits affecting
tax expense have a positive impact and tend to reduce the effective tax rates shown in the Company’s statements of
operations and comprehensive income.

The Company reviews its current tax positions at least quarterly based upon accounting standards related to

uncertainty in income taxes which includes the criteria that an individual tax position would have to meet for some or
all of the income tax benefit to be recognized in a taxable entity’s financial statements. Under the income tax

guidelines, an entity should recognize the financial statement benefit of a tax position if it determines that it is more
likely than not that the position will be sustained on examination. The term “more likely than not” means a likelihood of
"more than 50 percent.” In assessing whether the more-likely-than-not criterion is met, the entity should assume that

the tax position will be reviewed by the applicable taxing authority.

The Company has reviewed all of its tax positions as of December 31, 2016, and has determined that, there are no
material amounts that should be recorded under the current income tax accounting guidelines.

Financial Condition

Total assets increased by $62,328,000 or 8.59% during the year from a balance of $725,644,000 at December 31,
2015 to $787,972,000 at December 31, 2016, and increased $124,803,000 or 18.82% from the balance of
$663,169,000 at December 31, 2014. During the year ended December 31, 2016, increases of $56,269,000 were
experienced in net loans. Overnight interest-bearing deposits in the Federal Reserve Bank and federal funds sold
decreased a net $8,767,000, while investment securities increased by $26,598,000 during the year ended

December 31, 2016. Total deposits of $676,629,000 at December 31, 2016, increased $54,824,000 or 8.82% from the
balance of $621,805,000 reported at December 31, 2015, and increased $111,256,000, or 19.68%, from the balance of
$565,373,000 reported at December 31, 2014.

During the year ended December 31, 2015, increases of $57,399,000 were experienced in net loans. Overnight
interest-bearing deposits in the Federal Reserve Bank and federal funds sold increased a net $13,789,000, while
investment securities decreased by $17,408,000 during the year ended December 31, 2015. Total deposits of
$621,805,000 at December 31, 2015 increased $56,432,000, or 9.98%, from the balance reported at December 31,
2014 of $565,373,000, and $58,518,000 or 9.41% from the balance of $563,287,000 reported at December 31, 2013.

Earning assets averaged approximately $682,299,000 during the year ended December 31, 2016, as compared to
$619,225,000 for the year ended December 31, 2015. Average interest-bearing liabilities increased to $383,596,000
for the year ended December 31, 2016, as compared to $364,963,000 for the year ended December 31, 2015.

Loans

The Company's primary business is that of acquiring deposits and making loans, with the loan portfolio representing
the largest and most important component of its earning assets. Loans totaled $569,759,000 at December 31, 2016,
representing an increase of $54,441,000, or 10.56%, when compared to the balance of $515,318,000 at December 31,
2015. During 2016, average loans increased 9.61% when compared to the year ended December 31, 2015. Average
loans totaled $540,777,000, $493,375,000, and $422,760,000 for the years ended December 31, 2016, 2015 and 2014,
respectively.

27

51



Edgar Filing: UNITED SECURITY BANCSHARES - Form 10-K

52



Edgar Filing: UNITED SECURITY BANCSHARES - Form 10-K

Table of Contents

The following table sets forth the amounts of loans outstanding by category and the category percentages as of the

year-end dates indicated:
2016 2015 2014 2013 2012

Dollar % of Dollar % of Dollar % of Dollar % of Dollar % of
Amount Loans Amount Loans Amount Loans Amount Loans Amount Loans
Commercial and

. $49.005 8.6 % $55.826 10.8 % $62.369 13.6 % $70.686 17.9 % $72.117 18.0 %
Real estate mortgage 288,200 50.6 % 252,232 48.9 % 214,877 469 % 197,365 49.9 % 189,934 47.5 %
RE construction & 130,687 22.9 % 130,596 253 % 137.158 30.0 % 87,004 22.0 % 90.941 227 %

(In thousands)

development

Agricultural 56,918 10.0 % 52,137 10.1 % 31,713 69 % 30,932 7.8 % 36,169 9.0 %
Installment/other 44949 79 % 24527 49 % 11,802 2.6 % 9,330 24 % 10,884 2.7 %
Lease financing — — % — — % — — % — — % 12 0.1 %
Total Loans $569,759100.0% $515,318100.0% $457,919100.0% $395,317100.0% $400,057100.0%

Loan volume continues to be highest in what has historically been the Bank’s primary lending emphasis: commercial,
real estate mortgage, and construction lending. Total loans increased $54,441,000 during 2016. There were increases
of $20,422,000, or 83.3%, in installment loans and increases of $4,781,000, or 9.2%, in agriculture loans when
compared to the previous year. Included in installment loans is a large increase in the student loan portfolio with loans
totaling $38,514,000 at end of year. Commercial and industrial loans decreased $6,821,000, or 12.22%.

Commercial real estate loans (a component of real estate mortgage loans) have remained as a significant percentage of
total loans over the past year, amounting to 35.14% and 35.43%, of the total loan portfolio at December 31, 2016 and
December 31, 2015, respectively. Commercial real estate loans increased $17,659,000 during 2016. Residential
mortgage loans are not generally a large part of the Company’s loan portfolio, but some residential mortgage loans
have been made over the past few years to facilitate take-out loans for construction borrowers who were unable to
obtain permanent financing elsewhere. Additionally, the Company purchases residential mortgage pools. Residential
mortgage loans are generally 30-year amortizing loans with maturities of between three and five years. These loans
totaled $87,388,000 or 15.34% of the portfolio at December 31, 2016, and $68,811,000, or 13.35% of the portfolio at
December 31, 2015. The Bank held no purchased loan participations at December 31, 2016 or December 31, 2015.
Loan participations sold increased from $17,363,000 or 3.4% of the portfolio at December 31, 2015, to $26,375,000,
or 4.6%, at December 31, 2016.

During 2015, the Company experienced a decrease of $6,562,000, or 4.8%, in construction loans, an increase of
$37,355,000, or 17.4%, in real estate mortgage loans, an increase of $20,424,000, or 64.4%, in agricultural loans and
an increase of $12,725,000, or 107.8%, in installment loans.

At December 31, 2016, approximately 51.8% of commercial and industrial loans have floating rates and, although
some may be secured by real estate, many are secured by accounts receivable, inventory, and other business assets.
Residential housing markets regained some momentum in 2016, and as a result, real estate mortgage loans increased
$35,968,000. Real estate construction loans increased $91,000, or 0.1%, during 2016, as compared to a decrease in
real estate construction loans of $6,562,000, or 4.8%, during 2015. Construction loans are generally short-term,
floating-rate obligations, which consist of both residential and commercial projects. Agricultural loans, which
primarily consist of short-term, floating rate loans for crop financing, increased $4,781,000, or 9.2%, between
December 31, 2015 and December 31, 2016, and installment loans increased $20,422,000, or 83.3%, during that same
period, primarily due to growth in the student loan portfolio. Commercial loans, consisting primarily of loans for non
real estate business operations, decreased $6,821,000, or 12.22%.
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The real estate mortgage loan portfolio totaling $288,200,000 at December 31, 2016, consists of commercial real
estate, residential mortgages, and home equity loans. Commercial real estate is the predominate segment of the
portfolio, with balances of $200,213,000, and $182,554,000 at December 31, 2016 and 2015, respectively.
Commercial real estate loans are generally a mix of short to medium-term, fixed and floating rate instruments and are
mainly secured by commercial income and multi-family residential properties. The Company does not currently offer
traditional residential mortgage loans, but does purchase mortgage portfolios. The residential real estate mortgage
portfolio had balances of $87,388,000 and $68,811,000 at December 31, 2016 and 2015, respectively. The Company
also offers short to medium-term, fixed-rate, home equity loans, which totaled $599,000 at December 31, 2016, and
$867,000 at December 31, 2015.
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The following table sets forth the maturities of the Bank's loan portfolio at December 31, 2016. Amounts presented
are shown by maturity dates rather than repricing periods:
Due after

Due in one year Due after
(In thousands) one year y . “ Total
through five years
or less )
five years
Commercial and agricultural $39,504 $35,652 $31,744 $106,900
Real estate construction & development 81,745 48,368 — 130,113
Real estate — mortgage 19,663 130,912 137,222 287,797
All other loans 2,520 42,024 405 44,949
Total Loans $143,432 $256,956 $169,371 $569,759

For the year ended December 31, 2016 and 2015, the average yield on loans was 5.21% and 5.36%, respectively. The
Company utilizes rate floors intended to mitigate interest rate risk if interest rates fall, as well as to compensate the
Company for additional credit risk under current market conditions. The Bank’s loan portfolio is generally comprised
of short-term or floating rate loans and is therefore susceptible to fluctuations in market rates of interest.

At December 31, 2016 and 2015, approximately 45.3% and 43.2% of the Bank's loan portfolio consisted of floating
rate instruments, with the majority of those tied to the prime rate.

The following table sets forth the contractual maturities of the Bank's fixed and floating rate loans at December 31,
2016. Amounts presented are shown by maturity dates rather than repricing periods, and do not consider renewals or
prepayments of loans:

Due after
Duein  one Due after
one Year
through
(In thousands) yearor  Five Five Total
less years years

Accruing loans:

Fixed rate loans $42911 $225,064 $37,909 $305,884
Floating rate loans 94,674 31,048 130,889 256,611
Total accruing loans 137,585 256,112 168,798 562,495
Nonaccrual loans:

Fixed rate loans 4,608 1,126 — 5,734
Floating rate loans 1,239 — 291 1,530
Total nonaccrual loans 5,847 1,126 291 7,264
Total Loans $143,432 $257,238 $169,089 $569,759
Securities

The following is a comparison of the amortized cost and approximate fair value of available-for-sale securities for the
years indicated:
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December 31, December 31, December 31,
2016 2015 2014

Fair Fair Fair
Amortizddalue Amortizddalue Amortizddalue

(In thousands) Cost  (Carrying Cost  (Carrying Cost  (Carrying

Amount) Amount) Amount)
Available-for-sale:
U.S. Government agencies $22.992$ 23,203 $9,778 $10,123 $12,097% 12,496
U.S. Gov‘emment sponsored eI‘ltltlf:S & agencies 30.867 30.572 16,835 16958  31.659 31.982
collateralized by mortgage obligations
Mutual Funds 4,000 3,716 4,000 3,812 4,000 3,823
Total available-for-sale $57,859$ 57,491 $30,613$30,893 $47,756%$ 48,301

The contractual maturities of investment securities as well as yields based on amortized cost of those securities at
December 31, 2016 are shown below. Actual maturities may differ from contractual maturities because issuers have
the right to call or prepay obligations with or without call or prepayment penalties.

After one  After five

g?se yearor year to five years to ten  After ten years Total
years years

(Dollars in thousands) Amoun?;l)eld Amo%%eld Amount Zl)eld Amount (\?)eld Amount (\gl)eld
Available-for-sale:
U.S. Government agencies $— — DBS— — %3847 0.939%$22,1452.83%%$22,9922.76%
U.S. Government sponsored entities &
agencies collateralized by mortgage 3,027 1.06%916 2.80% 13,589 2.04% 13,335 2.01%30,867 1.95%
obligations
Mutual Funds 4,000 2.13%— — %— — % 4,000 2.13%
Total amortized cost $7,0271.67%$9162.80%$14,4361.97 % $35,4802.52%$57,8592.28 %

(1) Weighted average yields are not computed on a tax equivalent basis

At December 31, 2016 and 2015, available-for-sale securities with an amortized cost of approximately $19,653,625
and $16,253,074, respectively (fair value of $19,803,388 and $16,670,290, respectively) were pledged as collateral for
public funds and FHLB borrowings.

Deposits

The Bank attracts commercial deposits primarily from local businesses and professionals, as well as retail checking
accounts, savings accounts and time deposits. Deposits increased by $54,824,000 during the year ended December 31,
2016, with increases in time accounts, savings, NOW, and money market accounts and noninterest-bearing deposits.
Time deposits increased $33,832,000 during the year ended December 31, 2016, and included the purchase of
$17,285,000 in brokered certificates of deposit.

Core deposits, consisting of all deposits other than time deposits of $250,000 or more and brokered deposits, continue
to provide the foundation for the Bank's principal sources of funding and liquidity. These core deposits amounted to
91.7% and 96.9% of the total deposit portfolio at December 31, 2016 and 2015, respectively. The Company continues
to maintain a low reliance on brokered deposits while maintaining sufficient liquidity. Brokered deposits totaled
$28,132,000 or 4.16% of total deposits at December 31, 2016, as compared to $8,546,000, or 1.37% at December 31,
2015. The increase if primarily the result of the purchase of the aforementioned certificates of deposit.

56



Edgar Filing: UNITED SECURITY BANCSHARES - Form 10-K

The Company had no borrowings at December 31, 2016 and 2015, but the Company will maintain overnight
borrowing and other term credit lines as deemed prudent.

The following table sets forth the year-end amounts of deposits by category for the years indicated, and the dollar
change in each category during the year:
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December 31,

(In thousands) 2016 2015 2014 2013 2012
Noninterest-bearing deposits $262,697$262,168$215,439$214,317$217,014
Interest-bearing deposits:

NOW and money market accounts 235,873 226,886 211,290 198,928 203,771

Savings accounts 75,068 63,592 60,499 45,758 43,117
Time deposits:

Under $250,000 87,419 58,122 65,844 28,825 32,532
$250,000 and over 15,572 11,037 12,301 54,661 66,853
Total interest-bearing deposits 413,932 359,637 349,934 328,172 346,273
Total deposits $676,629$621,805$565,373$542,4890$563,287

The following table sets forth the year-end percentages of total deposits by category for the years indicated:
December 31,
2016 2015 2014 2013 2012

Noninterest-bearing deposits 38.82 %42.16 %38.11 %39.51 %38.53 %

Interest-bearing deposits:

NOW and money market accounts 34.86 %36.49 %37.37 %36.67 %36.18 %

Savings accounts 11.09 %10.23 %10.70 %8.43 %7.65 %
Time deposits:

Under $250,000 1292 %935 %11.65 %531 %5.78 %
$250,000 and over 230 %177 %218 %10.08 %11.87 %
Total interest-bearing deposits 61.18 %57.84 %61.89 %60.49 %61.47 %
Total deposits 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %

The Company continues to have a low reliance on brokered and other wholesale funding sources. As of December 31,
2016, brokered deposits totaled 4.16% of total deposits, which the Company believes to be in line with peers.

During the year ended December 31, 2016, increases were experienced across all deposit categories. Total time
deposits increased $33,832,000, or 48.92%, during the year ended December 31, 2016, and brokered deposits, a
component of total time deposits, increased by $19,586,000, or 4.16%, during the year. Increases in savings accounts
and NOW and money market accounts of $11,476,000, or 18.05%, and $8,987,000, or 3.96%, respectively, were also
realized during the year ended December 31, 2016. Noninterest-bearing deposits increased $529,000 during the year

During the year ended December 31, 2015, increases were experienced across all categories except for time deposits.
Total time deposits decreased $8,986,000, or 11.50%, during the year ended December 31, 2015, and brokered
deposits, a component of total time deposits, decreased $2,934,000, or 1.37%, during the year. Noninterest-bearing
deposits increased $46,729,000, or 17.82%, during the year. Additionally, increases in savings accounts and NOW
and money market accounts of $3,093,000, or 5.11%, and $15,596,000, or 7.38%, respectively, were realized during
the year ended December 31, 2015.

The Company's deposit base consists of two major components represented by noninterest-bearing (demand) deposits
and interest-bearing deposits. Interest-bearing deposits consist of time certificates, NOW and money market accounts
and savings deposits. Significant increases in deposits were realized during 2016 and 2015. Total interest-bearing
deposits increased $54,295,000, or 15.1%, and total noninterest-bearing deposits increased $529,000, or 0.2%,
between December 31, 2015 and December 31, 2016. Between December 31, 2014 and December 31, 2015, total
interest-bearing deposits increased $9,703,000, or 2.7%, and total noninterest-bearing deposits increased $46,729,000,
or 17.82%.
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On a year-to-date average basis, total deposits increased $51,663,000, or 8.7%, between the years ended December 31,
2015 and December 31, 2016. Of that total, interest-bearing deposits increased by $19,985,000, or 5.6%, and
noninterest-bearing deposits increased $31,678,000, or 13.36%, during 2016. On average, the Company experienced
increases in all deposit account categories between the years ended December 31, 2015 and December 31, 2016. On a
year-to-date average basis, total deposits increased by $20,881,000, or 3.7%, between the years ended December 31,
2014 and December 31, 2015. Of that
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total, interest-bearing deposits increased by $14,723,000, or 4.30%, and noninterest-bearing deposits increased
$6,158,000, or 2.67%, during 2015. On average, the Company experienced decreases in time deposits, while NOW
accounts, money market and savings accounts increased between the years ended December 31, 2014 and
December 31, 2015.

The following table sets forth the average deposits and average rates paid on those deposits for the years ended
December 31, 2016, 2015, and 2014:

2016 2015 2014

. Average Rate Average Rate Average Rate

(Dollars in thousands) Balance % Balance % Balance %

Interest-bearing deposits:

Checking accounts $234,2680.29%$219,1970.26 % $206,8780.28 %
Savings 67,590 0.21%62,163 0.26%52,681 0.25%
Time deposits (1) 73,680 0.47%74,193 0.44%81,271 0.48%
Noninterest-bearing deposits 268,712 237,034 230,876

(1) Included at December 31, 2016, are $15,572,000 in time certificates of deposit of $250,000 or more, of which
$13,597,000 matures in three months or less, $16,991,000 matures in three to twelve months, and $2,018,000 matures
in one to three years.

Short-term Borrowings

The Company has the ability to obtain borrowed funds consisting of federal funds purchased, discount window
borrowings, securities sold under agreements to repurchase (“repurchase agreements”) and Federal Home Loan Bank
(“FHLB”) advances as alternatives to retail deposit funds. The Company has established collateralized and
uncollateralized lines of credit with several correspondent banks, the FRB discount window, as well as a securities
dealer, for the purpose of obtaining borrowed funds as needed. The Company may continue to borrow funds in the
future as part of its asset/liability strategy, and may use these funds to acquire certain other assets as deemed
appropriate by management for investment purposes and to better utilize the capital resources of the Bank. Federal
funds purchased represent temporary overnight borrowings from correspondent banks and are generally unsecured.
Repurchase agreements are collateralized by mortgage backed securities and securities of U.S. Government agencies,
and generally have maturities of one to six months, but may have longer maturities if deemed appropriate as part of
the Company’s asset/liability management strategy. FHLB advances are collateralized by the Company’s investment in
FHLB stock, securities, and certain qualifying mortgage loans. In addition, the Company has the ability to obtain
borrowings from the Federal Reserve Bank of San Francisco ("FRB"), collateralized by certain pledged loans in the
Company’s loan portfolio. The lines of credit are subject to periodic review of the Company’s financial statements by
the grantors of the credit lines. Lines of credit may be modified or revoked at any time if the grantors feel there are
adverse trends in the Company’s financial position.

The Company had collateralized lines of credit with the FRB of $323,162,000 and $302,456,000, as well as FHLB
lines of credit totaling $2,037,000 and $2,854,000 at December 31, 2016 and 2015, respectively. In addition, the
Company obtained a $10,000,000 uncollateralized line of credit during 2013 from Pacific Coast Bankers Bank and a
$20,000,000 uncollateralized line of credit during 2014 from Zion's Bank. At December 31, 2016, the Company had
no outstanding balances drawn against any of its lines of credit. These lines of credit generally have interest rates tied
to the Federal Funds rate or are indexed to short-term U.S. Treasury rates or LIBOR.

Asset Quality and Allowance for Credit Losses

Lending money is the Company's principal business activity, and ensuring appropriate evaluation, diversification, and
control of credit risks is a primary management responsibility. Losses are implicit in lending activities and the amount
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of such losses will vary, depending on the risk characteristics of the loan portfolio as affected by local economic
conditions and the financial experience of borrowers.

The allowance for credit losses is maintained at a level deemed appropriate by management to provide for known and
inherent risks in existing loans and commitments to extend credit. The adequacy of the allowance for credit losses is
based upon management's continuing assessment of various factors affecting the collectability of loans and
commitments to extend credit; including current economic conditions, past credit experience, collateral, and
concentrations of credit. There is no precise method of predicting specific losses or amounts which may ultimately be
charged off on particular segments of the loan portfolio. The conclusion that a loan may become uncollectible, either
in part or in whole is judgmental and subject to

32

61



Edgar Filing: UNITED SECURITY BANCSHARES - Form 10-K

Table of Contents

economic, environmental, and other conditions which cannot be predicted with certainty. When determining the
adequacy of the allowance for credit losses, the Company follows, in accordance with GAAP, the guidelines set forth
in the Revised Interagency Policy Statement on the Allowance for Loan and Lease Losses (‘“Statement”) issued by
banking regulators in December 2006. The Statement is a revision of the previous guidance released in July 2001, and
outlines characteristics that should be used in segmentation of the loan portfolio for purposes of the analysis including
risk classification, past due status, type of loan, industry or collateral. It also outlines factors to consider when
adjusting the loss factors for various segments of the loan portfolio, and updates previous guidance that describes the
responsibilities of the board of directors, management, and bank examiners regarding the allowance for credit losses.
Securities and Exchange Commission Staff Accounting Bulletin No. 102 was released during July 2001, and
represents the SEC staff’s view relating to methodologies and supporting documentation for the Allowance for Loan
and Lease Losses that should be observed by all public companies in complying with the federal securities laws and
the Commission’s interpretations. It is also generally consistent with the guidance published by the banking regulators.

The allowance for loan losses includes an asset-specific component, as well as a general or formula-based component.
The Company segments the loan and lease portfolio into eleven (11) segments, primarily by loan class and type, that
have homogeneity and commonality of purpose and terms for analysis under the formula-based component of the
allowance. Those loans which are determined to be impaired under current accounting guidelines are not subject to the
formula-based reserve analysis, and are instead evaluated individually for specific impairment under the asset-specific
component of the allowance. The eleven segments of the Company’s loan portfolio are as follows (subtotals are
provided as needed to allow the reader to reconcile the amounts to the Company’s loan classification reported
elsewhere in this report):

Loan Segments for Loan Loss Reserve Analysis Loan Balances at December 31,

(Dollars in thousands) 2016 2015 2014 2013 2012
Commercial and Business Loans $47,464 $54,503 $60,422 $68,460 $69,780
Government Program Loans 1,541 1,323 1,947 2,226 2,337
Total Commercial and Industrial 49,005 55,826 62,369 70,686 72,117
Commercial Real Estate Term Loans 200,213 182,554 154,672 143,919 133,599
Single Family Residential Loans 87,388 68,811 59,095 52,036 55,016
Home Improvement/Home Equity Loans 599 867 1,110 1,410 1,319
Total Real Estate Mortgage 288,200 252,232 214,877 197,365 189,934
RE Construction and Development Loans 130,687 130,596 137,158 87,004 90,941
Agricultural Loans 56,918 52,137 31,713 30,932 36,169
Consumer Loans 44949 24,527 11,802 9,330 10,639
Overdraft protection Lines — — — — 90
Overdrafts — — — — 155
Total Installment/other 44949 24,527 11,802 9,330 10,884
Commercial Lease Financing — — — — 12

Total Loans $569,759$515,318$457,919$395,317$400,057

The Company’s methodology for assessing the adequacy of the allowance for credit losses consists of several key
elements, which include:

- the formula allowance;

- specific allowances for problem graded loans identified as impaired; and

- and the unallocated allowance.

The formula allowance is calculated by applying loss factors to outstanding loans and certain unfunded loan
commitments. Loss factors are based on the Company’s historical loss experience and on the internal risk grade of
those loans and, may be adjusted for significant factors that, in management's judgment, affect the collectability of the
portfolio as of the evaluation date. Factors that may affect collectability of the loan portfolio include:
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L evels of, and trends in delinquencies and nonaccrual loans;

Irends in volumes and term of loans;
Effects of any changes in lending policies and procedures including those for underwriting, collection,
charge-off, and recovery;

Experience, ability, and depth of lending management and staff;
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National and local economic trends and conditions; and
Concentrations of credit that might affect loss experience across one or more components of the portfolio, including
high-balance loan concentrations and participations.

Management determines the loss factors for problem graded loans (substandard, doubtful, and loss), special mention
loans, and pass graded loans, based on a loss migration model. The migration analysis incorporates loan losses over
the previous quarters as determined by management (time horizons adjusted as business cycles or environment
changes) and loss factors are adjusted to recognize and quantify the loss exposure from changes in market conditions
and trends in the Company’s loan portfolio. For purposes of this analysis, loans are grouped by internal risk
classifications and categorized as pass, special mention, substandard, doubtful, or loss. Certain loans are homogeneous
in nature and are therefore pooled by risk grade. These homogeneous loans include consumer installment and home
equity loans. Special mention loans are currently performing but are potentially weak, as the borrower has begun to
exhibit deteriorating trends which, if not corrected, could jeopardize repayment of the loan and result in further
downgrades. Substandard loans have well-defined weaknesses which, if not corrected, could jeopardize the full
satisfaction of the debt. A loan classified as doubtful has critical weaknesses that make full collection of the obligation
improbable. Classified loans, as defined by the Company, include impaired loans and loans categorized as
substandard, doubtful, and loss which are not considered impaired. At December 31, 2016, impaired and classified
loans totaled $29,838,000, or 5.24%, of gross loans as compared to $39,512,000, or 7.67%, of gross loans at
December 31, 2015.

Loan participations are reviewed for allowance adequacy under the same guidelines as other loans in the Company’s
portfolio, with an additional participation factor added, if required, for specific risks associated with participations. In
general, participations are subject to certain thresholds set by the Company, and are reviewed for geographic location
as well as the well-being of the underlying agent bank.

The formula allowance includes reserves for certain off-balance sheet risks including letters of credit, unfunded loan
commitments, and lines of credit. Reserves for undisbursed commitments are generally formula allocations based on
the Company’s historical loss experience and other loss factors, rather than specific loss contingencies. At December
31, 2016 and 2015, the formula reserve allocated to undisbursed commitments totaled $337,000 and $299,000,
respectively. The reserve for unfunded commitments is considered a reserve for contingent liabilities and is therefore
carried as a liability on the balance sheet for all periods presented.

Specific allowances are established based on management’s periodic evaluation of loss exposure inherent in impaired
loans. For impaired loans, specific allowances are determined based on the net realizable value of the underlying
collateral, the net present value of the anticipated cash flows, or the market value of the underlying assets. Formula
allowances for classified loans, excluding impaired loans, are determined on the basis of additional risks involved
with individual loans that may be in excess of risk factors associated with the loan portfolio as a whole. The specific
allowance is different from the formula allowance in that the specific allowance is determined on a loan-by-loan basis
based on risk factors directly related to a particular loan, as opposed to the formula allowance which is determined for
a pool of loans with similar risk characteristics, based on past historical trends and other risk factors which may be
relevant on an ongoing basis.

The unallocated portion of the allowance is based upon management’s evaluation of various conditions that are not
directly measured in the determination of the formula and specific allowances. The conditions may include, but are
not limited to, general economic and business conditions affecting the key lending areas of the Company, credit
quality trends, collateral values, loan volumes and concentrations, and other business conditions.

The following table summarizes the specific allowance, formula allowance, and unallocated allowance at
December 31, 2016, 2015 and 2014.
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DecemberDecemberDecember

(In thousands) 31,2016 31,2015 31,2014

Specific allowance — impaired loans $1360 $3,097 $ 715
Formula allowance — classified loans not impaired 1,226 1,385 2,450
Formula allowance — special mention loans 248 75 39
Total allowance for special mention and classified loans 2,834 4,557 3,204
Formula allowance for pass loans 5,371 5,086 6,739
Unallocated allowance 697 70 847
Total allowance 8,902 9,713 10,790
Impaired loans 16,179 23,612 16,037
Classified loans not considered impaired 13,659 15,900 18,321
Total classified and impaired loans 29,838 39,512 34,358
Special mention loans not considered impaired 5,515 2,562 1,766

The following table summarizes allowance for loan losses, nonperforming loans, and classified loans for the periods
shown:
December December December

(Dollars in thousands) 31,2016 31,2015 31,2014

Allowance for loan losses - period end $8,902 $9,713 $10,771
Net loans charged off (recovered) during period 790 1,017 (629 )
Recovery of provision for credit loss (21 ) (41 ) (845 )
Loans outstanding at period-end 569,759 515,318 457,919
ALLL as % of loans at period-end 1.56  %1.88 %235 %
Nonaccrual loans 7,264 8,193 9,935
Restructured Loans 5,146 11,028 5,641
Total nonperforming loans 12,410 19,221 15,576
ALLL as % of nonperforming loans 7173 %50.53 %69.15 %
Impaired loans 16,179 23,612 16,037
Classified loans not considered impaired 13,659 15,900 18,321
Total classified loans $29.838 $39,512 $34,358
ALLL as % of classified loans 29.83 %2458 %3135 %

Impaired loans decreased $7,433,000 between December 31, 2015 and December 31, 2016 and the specific allowance
related to those impaired loans decreased $1,737,000 between December 31, 2015 and December 31, 2016. The
formula allowance related to criticized loans that are not impaired (including special mention and substandard)
increased by $14,000 between December 31, 2015 and December 31, 2016. The reduction in nonaccrual loans
between December 31, 2015 and December 31, 2016 is, in part, attributed to $638,000 in charge-offs during the
period ended December 31, 2016. The level of “pass” loans increased approximately $60,006,000 between

December 31, 2015 and December 31, 2016, while the related formula allowance increased $285,000 during the same
period. The formula allowance for “pass loans” is derived from the loan loss factors under migration analysis. Due to
improvements in economic conditions and credit quality, less reserve is required for pass loans.

The Company’s methodology attempts to accurately estimate losses. The specific allowance portion of the analysis is
designed to be self-correcting by taking into account the current loan loss experience based on that portion of the
portfolio. By analyzing the estimated losses inherent in the loan portfolio on a quarterly basis, management is able to
adjust specific and inherent loss estimates using the most recent information available. In performing the periodic
migration analysis, management believes that historical loss factors used in the computation of the formula allowance
need to be adjusted to reflect current changes in market conditions and trends in the Company’s loan portfolio. There
are a number of other factors which are reviewed when determining adjustments in the historical loss factors. Those
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factors include 1) trends in delinquent and nonaccrual loans, 2) trends in loan volume and terms, 3) effects of changes
in lending policies, 4) concentrations of credit, 5) competition, 6)
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national and local economic trends and conditions, 7) experience of lending staff, 8) loan review and Board of
Directors oversight, 9) high balance loan concentrations, and 10) other business conditions.

The general reserve requirements (ASC 450-70) decreased with the continued strengthening of local, state, and
national economies and their impact on our local lending base, which has resulted in a lower qualitative component
for the general reserve calculation. These positive factors were partially offset by the Company including OREO
financial results in loss history and extending the look back period used to capture the loss history for the quantitative
portion of the ALLL. In the third quarter of 2013, the look back period was changed from 4 years to
stake-in-the-ground (December 31, 2005), in an effort to include higher losses experienced during the credit crisis.
Changes in the mix of historical losses in the look back period resulted in a reallocation of the general reserve
component of the allowance amount within the various loan segments as compared to December 31, 2016, as loss
experience by segment has fluctuated over time. The stake-in-the-ground methodology requires the Company to use
December 31, 2005 as the starting point of the look back period to capture loss history. Time horizons are subject to
Management's assessment of the current period, taking into consideration changes in business cycles and environment
changes.

Management and the Company’s lending officers evaluate the loss exposure of classified and impaired loans on a
weekly/monthly basis and through discussions and officer meetings as conditions change. The Company’s Loan
Committee meets weekly and also serves as a forum to discuss specific problem assets that pose significant concerns
to the Company, and to keep the Board of Directors informed through committee minutes. All special mention and
classified loans are reported quarterly on Problem Asset Reports and Impaired Loan Reports and are reviewed by
senior management. Migration analysis and impaired loan analysis are performed on a quarterly basis and adjustments
are made to the allowance as deemed necessary. The Board of Directors is kept abreast of any changes or trends in
problem assets on a monthly basis, or more often if required.

The specific allowance for impaired loans is measured based on the present value of the 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
amount of impaired loans is not directly comparable to the amount of nonperforming loans disclosed later in this
section. The primary differences between impaired loans and nonperforming loans are: i) all loan categories are
considered in determining nonperforming loans while impaired loan recognition is limited to commercial and
industrial loans, commercial and residential real estate loans, construction loans, and agricultural loans, and ii)
impaired loan recognition considers not only loans 90 days or more past due, restructured loans and nonaccrual loans
but may also include problem loans other than delinquent loans.

The Company considers a loan to be impaired when, based upon current information and events, it believes it is
probable the Company will be unable to collect all amounts due according to the contractual terms of the loan
agreement. Impaired loans include nonaccrual loans, troubled debt restructures, and performing loans in which full
payment of principal or interest is not expected. Management bases the measurement of these impaired loans either on
the fair value of the loan's collateral or the expected cash flows on the loans discounted at the loan's stated interest
rates. Cash receipts on impaired loans not performing to contractual terms and that are on nonaccrual status are used
to reduce principal balances. Impairment losses are included in the allowance for credit losses through a charge to the
provision, if applicable.

At December 31, 2016 and 2015, the Company's recorded investment in loans for which impairment has been
recognized totaled $16,179,000 and $23,679,000, respectively. Included in total impaired loans at December 31, 2016,
are $7,563,000 of impaired loans for which the related specific allowance is $1,360,000, as well as $8,616,000 of
impaired loans that as a result of write-downs or the fair value of the collateral, did not have a specific allowance.
Total impaired loans at December 31, 2015 included $16,404,000 of impaired loans for which the related specific
allowance was $3,097,000, as well as $7,275,000 of impaired loans that as a result of write-downs or the fair value of

68



Edgar Filing: UNITED SECURITY BANCSHARES - Form 10-K

the collateral, did not have a specific allowance. The average recorded investment in impaired loans was $19,566,000
and $17,462,000 during the years ended December 31, 2016 and 2015, respectively. In most cases, the Company uses
the cash basis method of income recognition for impaired loans. In the case of certain troubled debt restructuring for
which the loan is performing under the current contractual terms, income is recognized under the accrual method.

The largest category of impaired loans at December 31, 2016 was real estate construction and development loans,
comprising of 38.78% of total impaired loans at December 31, 2016. Impaired construction loans decreased
$6,245,000, impaired commercial and industrial loans decreased $192,000, impaired real estate mortgage loans
decreased $1,362,000, and impaired agricultural loans decreased $16,000 during the year ended December 31, 2016.
Specific collateral related to impaired loans is reviewed for current appraisal information, economic trends within
geographic markets, loan-to-value ratios, and other factors that may impact the value of the loan collateral.
Adjustments are made to collateral values as needed for these factors. Of total impaired loans, approximately
$11,770,000, or 72.8%, are secured by real estate at December 31, 2016, as compared to $10,730,000, or 45.3%, of
total impaired loans at December 31, 2015. The following table summarizes the components of impaired loans and
their related specific allowance at December 31, 2016, 2015 and 2014.
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Balance Allowance Balance Allowance Balance Allowance
December December December December December December

(In thousands) 31,2016 31,2016 31,2015 31,2015 31,2014 31,2014

Commercial and industrial $5,009 $ 757 $5,201 $ 530 $1,421 $ 64
Real estate — mortgage 3,931 603 5,293 635 7,513 648
Real estate construction and development 6,274 — 12,519 1,282 6,371 —
Agricultural — — 16 — 32 —
Installment/other 965 — 650 650 700 3
Lease financing — — — — — —
Total impaired loans $16,179 $ 1,360 $23,679 $ 3,097 $16,037 $ 715

Included in impaired loans are loans modified in troubled debt restructurings (TDRs), where concessions have been
granted to borrowers experiencing financial difficulties in an attempt to enhance collection. The Company makes
various types of concessions when structuring TDRs including rate reductions, payment extensions, and forbearance.

At December 31, 2016, residential mortgages comprised $2,368,000 of the $12,410,000 in TDRs and commercial real
estate loans comprised $6,267,000 of total TDRs.

Total TDRs decreased by 32.95% at December 31, 2016, as compared to December 31, 2015. Nonaccrual TDRs
decreased by 2.89% and accruing TDRs declined by 53.34% over the same period. All TDR categories decreased
when compared on a year-over-year basis. Many of these credits are related to real estate projects that slowed
significantly or stalled during the recession, leading the Company to pursue restructuring of the qualified credits
allowing the real estate market time to recover and developers opportunity to finish projects at a slower

pace. Concessions granted in these circumstances include lengthened maturities and/or rate reductions that enabled
the borrower to finish the projects and may be entirely successful. In large part, current successes are related to a
recovering real estate market.

The following tables summarizes TDRs by type, classified separately as nonaccrual or accrual, which are included in
impaired loans at December 31, 2016 and December 31, 2015.

Total TDRS Nonaccrual =~ Accruing

TDRs TDRs

(In thousands) December 31,December 31,December 31,

2016 2016 2016
Commercial and industrial $ 1,356 $ 565 $ 791
Real estate - mortgage:
Commercial real estate 1,454 1,126 328
Residential mortgages 2,368 — 2,368
Home equity loans — — —
Total real estate mortgage 3,822 1,126 2,696
Real estate construction and development 6,267 4,608 1,659
Agricultural — — —
Installment/other 965 965 —
Lease financing — — —
Total Troubled Debt Restructurings $ 12,410 $ 7,264 $ 5,146
37
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Nonaccrual Accruing

Total TDRs TDRs TDRs
(In thousands) December 31,December 31,December 31,
2015 2015 2015
Commercial and industrial $ 898 $ 327 $ 571
Real estate - mortgage:
Commercial real estate 1,243 1,243 —
Residential mortgages 3,533 — 3,533
Home equity loans — — —
Total real estate mortgage 4,776 1,243 3,533
Real estate construction and development 12,168 5,260 6,908
Agricultural 16 — 16
Installment/other 650 650 —
Lease financing — — —
Total Troubled Debt Restructurings $ 18,508 $ 7,480 $ 11,028

Of the $12,410,000 in total TDRs at December 31, 2016, $7,264,000 were on nonaccrual status at period-end. Of the
$18,508,000 in total TDRs at December 31, 2015, $7,480,000 were on nonaccrual status at period-end. As of
December 31, 2016, the Company has no commercial real estate (CRE) workouts whereby an existing loan was
restructured into multiple new loans (i.e., A Note/B Note structure).

For a restructured loan to return to accrual status there needs to be at least 6 months successful payment history. In
addition, the Company’s Credit Administration performs a financial analysis of the credit to determine whether the
borrower has the ability to continue to perform successfully over the remaining life of the loan. This includes, but is
not limited to, a review of financial statements and a cash flow analysis of the borrower. Only after determining that
the borrower has the ability to perform under the terms of the loans will the restructured credit be considered for
accrual status.

The following table summarizes special mention loans by type for the years ended December 31, 2016 and
December 31, 2015.

December 31, December 31,

2016 2015

Commercial and industrial $ 4416 $ 946

Real estate - mortgage:

Commercial real estate 621 1,616

Residential mortgages — —

Home equity loans — —

(In thousands)

Total real estate mortgage 621 1,616
RE construction & development 928 —
Agricultural — —
Installment/other — —

Lease financing — —
Total Special Mention Loans ~ $ 5,965 $ 2,562

The Company focuses on competition and other economic conditions within its market area and other geographical
areas in which it does business, which may ultimately affect the risk assessment of the portfolio. The Company
continues to experience increased competition from major banks, local independents and non-bank institutions which
affects loan pricing. Low interest rates and a weaker economy continue to dominate, even though real estate prices
show signs of stabilization and interest rates have begun to rise. The Company continues to place increased emphasis
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on reducing both the level of nonperforming assets and the level of losses on the disposition of these assets. It is in the
best interest of both the Company and the borrowers to seek alternative options to foreclosure in an effort to reduce
the impacts on the real estate market. As part of this strategy, the Company has agreed to increasing its level of
troubled debt restructurings, when doing so makes economic sense. While business and consumer spending show
improvement in recent quarters, current GDP remains anemic. It is difficult to forecast what impact the Federal
Reserve actions to hold rates low will have on the economy. Local unemployment rates in the San Joaquin Valley
have improved, but remain elevated compared with other regions and historically are higher as a result of the
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area's agricultural dynamics. The Company believes that the Central San Joaquin Valley will continue to grow and
diversify as property and housing costs remain low relative to other areas of the state. Management recognizes
increased risk of loss due to the Company's exposure to local and worldwide economic conditions, as well as
potentially volatile real estate markets, and takes these factors into consideration when analyzing the adequacy of the
allowance for credit losses.

The following table provides a summary of the Company's allowance for credit losses, provisions made to that
allowance, and charge-off and recovery activity affecting the allowance for the years indicated.
December 31,
(Dollars in thousands) 2016 2015 2014 2013 2012
Total loans outstanding at end of period before

. . $570,834 $515,376 $459,575 $395,013  $400,033
deducting allowances for credit losses
Average net loans outstanding during period 540,777 493,375 422,760 392,340 398,377
Balance of allowance at beginning of period 9,713 10,771 10,988 11,784 13,648
Loans charged off:
Real estate (29 ) — (200 ) (635 ) (630 )
Commercial, Industrial & Agricultural (870 ) (1,397 ) (318 ) (678 ) (3,397 )
Commercial lease financing — — — — —
Installment and other 24 ) (489 ) (16 ) (273 ) (251 )
Total loans charged off (923 ) (1,886 ) (534 ) (1,586 ) 4278 )
Recoveries of loans previously charged off:
Real estate 55 225 728 1,538 698
Commercial and industrial & agricultural 60 630 330 279 648
Installment and other 18 14 104 71 49
Total loan recoveries 133 869 1,162 1,888 1,395
Net loans (charged off) recovered (790 ) (1,017 ) 628 302 (2,883 )

Recovery of provision charged to operating expense (21 ) (41 ) (845 ) (1,098 ) 1,019
Balance of allowance for credit losses at end of period $8,902 $9,713 $10,771 $10,988 $11,784
Net loan (recoveries) charge-offs to total average loans 0.15 %0.21 % (0.15 )% (0.08 )% 0.74 %
I1:Ieerti(1)(c)1an (recoveries) charge-offs to loans at end of 0.14 %020 %(0.14 1% (0.08 )%0.72 %
Allowance for credit losses to total loans at end of
period

Net loan (recoveries) charge-offs to allowance for credit
losses

Net loan charge-offs (recoveries) to provision for credit
losses

1.56 %1.88 %2.35 %2.78 % 2.95 %
8.87 %1047  %(5.84 )% (2.75 V%2447 %

3.54 %5.38 % (134.55 Y% (27.50 )%282.92 %

Loan charge-offs decreased $963,000 during the year ended December 31, 2016, when compared to the year ended
December 31, 2015. Loan recoveries decreased $733,000 during the same period. There was one loan charge-off for
$20,000 during the fourth quarter and an addition to the overdraft reserve of $7,000.

The following is a summary of the quarterly activity in the allowance for loan losses for the year ended December 31,
2016 (in thousands).
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Description Loss Recoveries Provision Balance
Balance Forward $9,713
Ist quarter - 2016 $31 $ 58 $ (22 )9,718
2nd quarter- 2016 846 26 12 8,910
3rd quarter - 2016 15 20 3 8,918
4th quarter - 2016 27 25 (14 ) 8,902

Total YID - 2016 $919% 129 $ (21 ) $8,902

At December 31, 2016 and 2015, $337,000 and $299,000, respectively, of the formula allowance is allocated to
unfunded loan commitments and is, therefore, carried separately in other liabilities.

Management believes that the 1.56% credit loss allowance to total loans at December 31, 2016 is adequate to absorb
known and inherent risks in the loan portfolio. No assurance can be given, however, that economic conditions may
materialize which differ and more adversely affect the Company's service areas or other circumstances will not be
reflected in increased losses in the loan portfolio. Management is not currently aware of any conditions that may
adversely affect the levels of losses incurred in the Company’s loan portfolio.

The allocations to specific loan categories are estimates based on the same factors as considered by management in
determining the amount of additional provisions to the credit loss allowance and the overall adequacy of the allowance
for credit losses. The portion not allocated provides for coverage of credit losses inherent in the loan portfolio but not
captured in the loss factors that are utilized in the risk rating-based component, or in the specific impairment reserve
component of the allowance for credit losses, and acknowledges the inherent imprecision of all loss prediction
models.

2016 2015 2014 2013 2012

Allowance Allowance Allowance Allowance Allowance

for  %of for %of for % of  for % of  for % of

(Dollars in thousands) Credit Loans Credit Loans Credit Loans Credit Loans Credit Loans

Losses Losses Losses Losses Losses
Commercial and industrial $1,8438.6 % $1,65210.8 % $1,218 13.6 % $2,340 18.0 % $1,614 18.0 %
Real estate — mortgage 1,430 50.6 % 1,449 489 % 1,653 469 % 1,862 47.6 % 1,292 47.6 %
RE construction and development3,378 22.9 % 4,629 253 % 6,278 30.0 % 5,533 22.7 % 2,814 2277 %
Agricultural 666 100 % 655 10.1 % 482 69 % 583 9.0 % 352 9.0 %
Installment/other 888 79 % 1,258 49 % 293 26 % 275 2.7 % 288 27 %
Lease financing — — % — — % — — % — — %1 — %
Not allocated 697 — %70 — % 847 — % 395 — % 5423 — %

$8,902100.0% $9,713100.0% $10,771100.0% $10,988100.0% $11,784100.0%

During 2016, reserve allocations decreased for real estate mortgage, real estate construction and development loans,
and installment loans. Increases in reserve allocation for commercial and industrial and agricultural loans were
primarily due to the growth of those loan segments.

During 2015, reserve allocations decreased for real estate mortgage loans and real estate construction and
development loans. Increases in the reserve allocation for commercial and industrial loans, agricultural loans, and
installment loans were primarily due to the growth of that loan segment.

During 2014, reserve allocations decreased for commercial and industrial loans, real estate mortgage loans, and

agricultural loans. Increases in reserve allocations for real estate construction and development loans and installment
loans were primarily due to growth in those segments.
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The following summarizes the Company’s allowance for credit losses related to the specific, formula, and unallocated
reserves for the year-ends shown:
December 31,
(In thousands) 2016 2015 2014 2013 2012
Formula allowance  $6,845$6,546$9,209 $9,831 $5,703
Specific allowance 1,360 3,097 715 762 658
Unallocated allowance 697 70 847 395 5,423
Total allowance $8,902$9,713$10,771$10,988$11,784

At December 31, 2016, the allowance for credit losses totaled $8,902,000, and consisted of $6,845,000 in formula
allowance, $1,360,000 in specific allowance, and $697,000 in unallocated allowance. At December 31, 2016,
$603,000 was allocated to real estate mortgage loans and $757,000 was allocated to commercial and industrial loans.

At December 31, 2015, the allowance for credit losses totaled $9,713,000, and consisted of $6,546,000 in formula
allowance, $3,097,000 in specific allowance, and $70,000 in unallocated allowance. At December 31, 2015,
$1,282,000 of the specific allowance was allocated to real estate construction and development loans, $635,000 was
allocated to real estate mortgage loans, $530,000 was allocated to commercial and industrial loans, and the remaining
$650,000 was allocated to installment loans.

At December 31, 2014, the allowance for credit losses totaled $10,771,000, and consisted of $9,209,000 in formula
allowance, $715,000 in specific allowance, and $847,000 in unallocated allowance. At December 31, 2014, $648,000
of the specific allowance was allocated to real estate loans, $64,000 was allocated to commercial and industrial loans,
and the remaining $9,000 was allocated to commercial and industrial loans.

The total formula allowance increased $299,000 between 2015 and 2016 and the specific allowance decreased
$1,737,000. The unallocated allowance increased to $697,000 from $70,000. The decrease in the specific allowance
and increase in the unallocated allowance were primarily the result of a decrease in impaired loans. The increase in
total formula allowance is the result of loan growth offset by improvement of qualitative factors during 2016.

The total formula allowance decreased $2,682,000 between 2014 and 2015 and the specific allowance increased
$2,382,000. The unallocated allowance decreased to $70,000 from $847,000. The increase in the specific allowance
and decrease in the unallocated allowance were primarily the result of an increase in impaired loans. The decrease in
total formula allowance is the result of a decline in net loss factors and improvement of qualitative factors during
2015.

The total formula allowance decreased $603,000 between 2013 and 2014 and the specific allowance decreased
$47,000. The unallocated allowance rose to $847,000. The decrease in formula allowance is due to the decrease in
substandard loans and improvement of qualitative factors between 2013 and 2014. The increase in unallocated
allowance is due to a reduction in impaired and substandard loans during 2014.

The total formula allowance increased approximately $4,128,000 between 2012 and 2013, due to an increase in the
reserve factor as the Company reviewed and updated their allowance for loan loss methodology during the year.

There was one real estate-collateralized installment loan with a recorded investment of $965,000 classified as doubtful
at December 31, 2016. No loans were classified as doubtful at December 31, 2015.

Although in some instances, the downgrading of a loan resulting from the factors used by the Company in its

allowance analysis has been reflected in the formula allowance, management believes that in some instances, the
impact of material events and trends not known are not reflected in the level of nonperforming loans or the internal
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risk grading process regarding these loans. Accordingly, the Company’s evaluation of probable losses related to these
factors may be reflected in the unallocated allowance. The evaluation of the inherent losses concerning these factors
involves a higher degree of uncertainty because they are not identified with specific problem credits, and therefore the
Company does not allocate the unallocated allowance among segments of the portfolio. At December 31, 2016 and
December 31, 2015, the Company had unallocated allowances of $697,000 and $70,000. Management’s estimates of
the unallocated allowance are based upon a number of underlying factors including 1) the effect of deteriorating
national and local economic trends, 2) the effects of export market conditions on certain agricultural and
manufacturing borrowers, 3) the effects of abnormal weather patterns on agricultural borrowers, as well as other
borrowers that may be impacted by such conditions, 4) the effect of increased competition in the
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Company’s market area and the resultant potential impact of more relaxed underwriting standards to borrowers with
multi-bank relationships, 5) the effect of soft real estate markets, and 6) the effects of having a larger number of
borrowing relationships which are close to the Company’s lending limit, which, if any one were not to perform to
contractual terms, would have a material impact on the allowance.

While the Company's loan portfolio has elevated concentrations in commercial real estate, commercial, and
construction loans, the portfolio percentages fall within the Company's loan policy guidelines.

It is the Company's policy to discontinue the accrual of interest income on loans for which reasonable doubt exists
with respect to the timely collectability of interest or principal due to the inability of the borrower to comply with the
terms of the loan agreement. Such loans are placed on nonaccrual status whenever the payment of principal or interest
is 90 days past due or earlier when the conditions warrant, and interest collected is thereafter credited to principal to
the extent necessary to eliminate doubt as to the collectability of the net carrying amount of the loan. Management
may grant exceptions to this policy if the loans are well secured and in the process of collection.

The following table sets forth the Company’s nonperforming assets as of the dates indicated:
December 31,

(Dollars in thousands, except footnote) 2016 2015 2014 2013 2012
Nonaccrual loans (1) $7,264  $8,193  $9,935 $12,341 $13,425
Accruing restructured loans 5,146 11,028 5,641 5,761 9,716
Total non-performing loans 12,410 19,221 15,576 18,102 23,141
Other real estate owned 6,471 12,873 14,010 13,946 23,932
Total non-performing assets $18,881 $32,094 $29,586 $32,048 $47,073
Loans, past due 90 days or more, still accruing 1,250 — — — —
Non-performing loans to total gross loans 218 %373 %340 %458 %578 %
Non-performing assets to total gross loans 3.31 %6.23 %647  %8.11 D11.77 %

Allowance for loan losses to nonperforming loans 71.73  %50.53  %69.15 %60.70 %5092 %
(1) Included in nonaccrual loans at December 31, 2016 and 2015 are restructured loans totaling $7,264,000 and
$7,480,000, respectively.

Non-performing assets remain elevated at December 31, 2016, but have decreased $13,213,000 between
December 31, 2015 and December 31, 2016, due to a decrease in nonaccrual loans of $929,000, a decrease of
$5,881,000 in accruing restructured loans, and a decrease of $6,402,000 in other real estate owned.

Non-performing assets increased $2,508,000 between December 31, 2014 and December 31, 2015, due to an increase
of $5,882,000 in accruing restructured loans, partially offset by decrease of $1,742,000 in nonaccrual loans and
$1,137,000 in other real estate owned.

Non-performing assets decreased $2,462,000 between December 31, 2013 and December 31, 2014, due to a decrease
in nonaccrual loans of $2,406,000, partially offset by an increase in other real estate owned of $64,000. There were no
write-downs to other real estate owned during the year ended December 31, 2014.

Non-performing assets decreased $15,025,000 between December 31, 2012 and December 31, 2013, due to decreases
in restructured loans of $3,995,000, and decreases in nonaccrual loans and other real estate owned of $1,084,000 and
$9,986,000, respectively. The net decrease in other real estate owned includes additions of approximately $437,000 in
properties transferred from loans, write-downs of $214,000, and gross sales of more than $11,454,000 during the year
ended December 31, 2013.
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The following table summarizes various nonperforming components of the loan portfolio, the related allowance for
loan and lease losses and provision for credit losses for the periods shown.

42

79



Edgar Filing: UNITED SECURITY BANCSHARES - Form 10-K

Table of Contents

December 31, December 31, December
(In thousands)

2016 2015 31,2014
Recovery of provision for credit losses during period $ (21 ) 41 ) $(845)
Allowance as % of nonperforming loans 7173 % 50.53 % 69.15 %
Nonperforming loans as % total loans 2.18 % 3.73 % 340 %
Restructured loans as % total loans 2.18 % 3.59 % 328 %

Nonperforming assets, which are primarily related to the real estate loan and other real estate owned portfolio,
remained high during the year ended December 31, 2016, but decreased $13,213,000 from a balance of $32,094,000 at
December 31, 2015 to a balance of $18,881,000 at December 31, 2016. Nonaccrual loans totaled $7,264,000 at
December 31, 2016, decreased $929,000 from the balance of $8,193,000 reported at December 31, 2015. In
determining the adequacy of the underlying collateral related to these loans, management monitors trends within
specific geographical areas, loan-to-value ratios, appraisals, and other credit issues related to the specific loans.
Impaired loans decreased $7,433,000 during the year ended December 31, 2016 to a balance of $16,179,000 at
December 31, 2016. Other real estate owned through foreclosure decreased $6,402,000 between December 31, 2015
and December 31, 2016. As a result of the related events, nonperforming assets as a percentage of total assets
decreased from 4.42% at December 31, 2015 to 2.40% at December 31, 2016.

While real estate markets have strengthened over the last few years, management continues to monitor economic
conditions in the real estate market for signs of either deterioration or improvement which may impact the level of the
allowance for loan losses required to cover identified losses in the loan portfolio. Management continues to monitor
and reduce the level of problem assets by working with borrowers to identify options, including loan restructures, in
order to work through difficulties a borrower might face. Restructured loans numbers have been greatly reduced over
the last four years. Net loan charge-offs during the year ended December 31, 2016 totaled $790,000, as compared to
$1,017,000 for the year ended December 31, 2015. The Company charged-off approximately 13 loans during the year
ended December 31, 2016, compared to 9 loans during the year ended December 31, 2015. Net loan charge-offs
totaling $790,000 during the year ended December 31, 2016, included $27,000 in net recoveries during the quarter
ended March 31, 2016, $820,000 in net charge-offs during the quarter ended June 30, 2016, $5,000 in net recoveries
during the quarter ended September 30, 2016, and $2,000 in net charge-offs during the fourth quarter of 2016. The
percentage of net charge-offs to average loans was 0.15%, for the year ended December 31, 2016. The percentages for
the years ended December 31, 2015 and 2014 reflected net charge-offs to average loans of 0.21% and net recoveries
of 0.15%, respectively.

The loan portfolio increased from $457,919,000 at December 31, 2014, to $515,318,000 at December 31, 2015, and
increased to $569,759,000 at December 31, 2016. Nonperforming loans decreased to $12,410,000 at December 31,
2016, from $19,221,000 at December 31, 2015, and $15,576,000 at December 31, 2014. Nonaccrual loans and
accruing restructured loans are included in nonperforming loans. During the same period, total impaired and classified
loans decreased from $39,512,000 at December 31, 2015, to $29,838,000 at December 31, 2016.

The following table summarizes the nonaccrual totals by loan category for the periods shown:
Balance Change from

Decembﬁrecember December Decembﬁrecember

(In thousands) 31, 31,
2016 31,2015 31,2014 2015 31,2014

Commercial and industrial $565 $ 328 $ 433 $237 $132
Real estate - mortgage 1,126 1,635 4,361 (509 ) (3,235 )
Real estate - construction 4,608 5,580 5,141 (972 ) (533 )
Agricultural — — — — —
Installment/other 965 650 — 315 965
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Total Nonaccrual Loans  $7,264 $ 8,193  $9,935 $(929) $(2,671)

Loans past due more than 30 days are receiving increased management attention and are monitored for increased risk.
The Company continues to move past due loans to nonaccrual status in its ongoing effort to recognize loan problems
at an earlier point in time when they may be dealt with more effectively. As impaired loans, nonaccrual and
restructured loans are reviewed for specific reserve allocations and the allowance for credit losses is adjusted
accordingly.

Except for the loans included in the above tables, there were no loans at December 31, 2016, where the known credit
problems of a borrower caused the Company to have serious doubts as to the ability of such borrower to comply with

the present loan
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repayment terms and which would result in such loan being included as a nonaccrual, past due or restructured loan at
some future date.

Liquidity and Asset/Liability Management

The primary function of asset/liability management is to provide adequate liquidity and maintain an appropriate
balance between interest-sensitive assets and interest-sensitive liabilities.

Liquidity

Liquidity management may be described as the ability to maintain sufficient cash flows to fulfill both on- and
off-balance sheet financial obligations, including loan funding commitments and customer deposit withdrawals,
without straining the Company’s equity structure. To maintain an adequate liquidity position, the Company relies on,
in addition to cash and cash equivalents, cash inflows from deposits and short-term borrowings, repayments of
principal on loans and investments, and interest income received. The Company's principal cash outflows are for loan
origination, purchases of investment securities, depositor withdrawals and payment of operating expenses. Other
sources of liquidity not on the balance sheet at December 31, 2016, include unused collateralized and uncollateralized
lines of credit from other banks, the Federal Home Loan Bank, Pacific Coast Banker's Bank, Zion's Bank, and from
the Federal Reserve Bank totaling $355,199,000.

Cash and cash equivalents have fluctuated during the three years ended December 31, 2016, 2015, and 2014, with
period-end balances as follows (from Consolidated Statements of Cash Flows — in 000’s):
Balance
December 31, 2016 $113,032
December 31, 2015 $125,751
December 31, 2014 $103,577

Cash and cash equivalents decreased $12,719,000 during the year ended December 31, 2016, as compared to an
increase of $22,174,000 during the year ended December 31, 2015.

The Company had a net cash inflow from operations of $9,458,000 for the year ended December 31, 2016, and a
positive cash inflow from operations totaling $9,264,000 for the period ended December 31, 2015. The Company
experienced net cash outflows from investing activities totaling $77,007,000 and net cash outflows of $41,722,000
during the years ended December 31, 2016 and December 31, 2015. For the year ended December 31, 2016, increases
in loans outweighed proceeds from sales of OREO and maturities and principal payments on available for sale
securities. For the year ended December 31, 2015, the growth in loans and purchases of available for sale securities
outweighed principal payments on securities and proceeds from sale of OREQ.

During the year ended December 31, 2016, the Company experienced net cash inflows from financing activities
totaling $54,830,000, primarily as the result of increases in demand deposit and savings accounts as well as time
deposits. For the year ended December 31, 2015, the Company experienced net cash inflows of $54,632,000 primarily
as the result of increases in demand depo