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SIGNATURES
3
PART I — FINANCIAL INFORMATION
ITEM 1 - FINANCIAL STATEMENTS
COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION
JUNE
200
(UNAUD
ASSETS
(== o S 6,544
DUE from ANk S vttt ittt it i et et ettt ettt ettt et et et e et et e 21,303
Federal funds SOLd ..ttt iiitte ettt eeeeeeeeeeeeeeeeeeeeeeeeeeeeneenenaes 19,000
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Interest-bearing deposits with banks ... ... ittt ittt eieeeeennn 200
Securities available—for—Sale ...ttt ittt ettt e e e e e 118,158
7T Y=o = 515,984
Less: Unearned 1NCOME . v ittt it i e ettt eaeeeeeeeeeaeeeeeeeeneeeeeeeeaeeeeeeens 85
AllowancCe fOr 10AN L1OSSES vt ittt ieteeeeeeeneeeeeeeeeneeeeeeeneeneeens 6,676

NE T LOAN S 4 ittt ittt ettt ot oo oo ooesesseaseesssossesseassesssassesseas 509,223

Premises and equipment, Net .. ...ttt ittt ittt ettt eteeeeeeeeanaaaeeees 39,874
B2 @ o b =T B T o wlf ot == i 7,420
Intangible s, N ittt it e ettt e e e e e ettt e e ettt e e 5,521
Other real eshate i i ittt ittt it e it e ettt et e ettt ettt ettt ettt 3,295
(@ 1ol o TS = = i 5,612
TOT AL ASSE TS it i e et e e et e et e oot oot oooesassesssasoessssssesssassenses $ 736,154

LIABILITIES AND SHAREHOLDERS' EQUITY
Deposits:

NONINLEerest—earing vttt ittt et ettt ettt e et e eeeeeeesseeeeenaaeeeeeens S 69,243
Interest—earing ..ttt ittt e et e e e e e e e et et e e e 544,360
TOT AL DEPOS I TS ittt it it it et et ettt et ettt et ettt ettt ettt enenens 613,603
Other short—term DorrOWINgS ..ttt ittt ettt ettt ettt eeeeeeeeeeeneaaeenes 3,506
B2 @ o b o B T o wlf ot =Y 5,302
FHLB DO OWINg S vttt it e e e e e e e e e e e e e et e e aaeeee e e eeaeeeeeeeeneeeeeeeeaeeeeeeses 46,000
Capitalized lease Obligations .. ittt ittt ittt ettt ettt e ee e eaeeeaeenn 5,815
@) o X R w1 1Y o ) 5,186
Guaranteed preferred beneficial interest in the Company's junior
subordinated deferrable interest debentures ..........iiiiiiiitiinnnennnn 10,000
Other 1ialilatdes v ittt ittt et ettt ettt et ettt ettt ee st eeeeeeeeeeeeeeneeaens 3,490
TOTAL LIABILITIES &ttt ittt it it ittt ettt ettt ettt ettt ettt 692,905

Shareholders' equity
Preferred stock, par value $.01 per share, 200,000 shares
authorized, No shares 1SSUEd ... ittt ittt ittt ettt teeeeneeneennns
Common stock, par value $.10 per share, 20,000,000 shares
authorized, 4,808,331 shares issued as of June 30, 2001

and 4,674,995 shares issued as of December 31, 2000 ..........occu... 480
Pald—dn—capital ..ttt e e e e e e e e e e e e et e e 30,789
Retained Earnings & ittt it e ettt e et ettt et e e 14,139
Treasury stock, 20,803 shares at cost as of June 30, 2001

and December 31, 2000 ...ttt ittt ittt ettt e e e et e (396
Unearned ESOP shares - 189,156 and 199,877 shares as of

June 30, 2001 and December 31, 2000, respectively .....ceueuiieeeeennnn. (2,466
Accumulated other comprehensive 1INCOME . ... ..ttt ttneeeeeeeonneneennn 702

TOTAL SHAREHOLDERS ' EQUITY ittt ittt ettt et teeeeeeeneeeeeenenneean 43,249
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY it it ittt ietteeeneennenn $ 736,154

See notes to consolidated financial statements
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Th
2001
REVENUE FROM EARNING ASSETS
Interest and fEEeS ON L10ANS v it ittt ittt ittt ettt ettt eeeneeeeeeeeeneeeeeeeeeneeen $ 13,110,
Interest on investment securities:
Taxable SECUT LIS v ittt ittt ittt et e it e ettt ettt et eeeeeeeaeeeneenenans 1,515,
Securities exempt from federal 1nNCOME LaAXES & . i i ittt imn et eeeeneeeeenns 161,
Interest on federal funds SOLd ... ittt ittt ittt ettt teeeeeeeeeeeeeeeenenan 143,
Interest on deposits in other banks . ...ttt ittt teeeeeeeeannn 11,
TOTAL REVENUE FROM EARNING ASSE TS ittt ittt ettt eteeeesessesseaseensas 14,942,
INTEREST EXPENSE
Interest 0N dePOS It S v ittt ittt ittt et e e e ettt e ettt et e 7,165,
Interest on other short-term DOrroOWIingsS . ...ttt ittt ittt ettt eeneeeeeneenns 27,
Interest On FHLB DOTTOWINGS & v v ittt ittt ettt ee e ee e eaeeeeeesenneeeeeneenns 597,
Interest on capital lease oObligations ...ttt ittt ittt ittt ettt eeeeeeeeneenns 109,
Interest on Long—Term Debt ...ttt ittt ittt ettt ettt tae et eeaeeeeeneanns 76,
Interest on guaranteed preferred beneficial interests in the
Company's junior subordinated deferrable interest debentures .............. 288,
TOTAL INTEREST EXPENSE ..ttt ittt et ettt s oeeeeeeeseeessessesssaseensas 8,264,
NET INTEREST INCOME . .ttt ittt ittt it ittt ettt ettt ettt ittt ettt ettt enenenens 6,677,
Provision fOr 1oan 1OSSES vt i ittt ittt et ettt teeeeeeeeeeeeeeeeeneeeeeeeeeneeaees 1,381,
NET INTEREST INCOME AFTER PROVISION FOR LOAN LOSSES ..ttt ittt teeteeeenoesensnas 5,296,
NONINTEREST INCOME
CUSLOMETY SEIVICE S ittt it ittt it e et ettt ettt ettt ettt ettt eeeenenaens 1,041,
INSUTraANCe COMMISSIONS 4ttt ittt e ettt e ettt e et ee e eeeeeeeneeeeeeeeeneeeeeeeeeneeen 415,
Bank Club AUES vt ittt ittt it ettt et ettt et ettt et e e e e e e 168,
Debt cancellation fEES it ittt ittt et ettt ettt et et et et e e e 113,
Investment secUrities gains .. it ittt ittt ittt et ettt ee et eeaeeeeeneanns 25,
Other operating 1nCOmME ...ttt ittt ittt e ettt et ettt eeeeeeeeeeaaeaaeenes 389,
TOTAL NONINTEREST TINCOME . ittt ittt ettt s oeeeeeseseeessnssesssasensses 2,152,
NONINTEREST EXPENSES
Salaries and employee benef it s ... ittt it e e e e e e e e e 3,956,
OCCUPANCY EXPEIISE 4 vttt e e e e e v e omaeaeeseeaneeeeeseenneeeeeeeeneeeeeeeeaeeeeeeses 728,
Furniture and eqUipment EXPEIS e . i it ittt it ittt taeeeeeeeeneeeeeeeeaeeeeeeees 474,
Director and committee feES it i i ittt it ittt ettt et ettt ettt ettt e 134,
Other Operating EXRPENSE 1 i it ittt ittt ettt et ettt taeeeeeeeeneeeeeeeeaneeeeens 2,514,
TOTAL NONINTEREST EXPENSE S . ittt i ittt ettt ot e eeeeeseeessessesssassesses 7,808,
Income (10SS) before INCOME LaAXES vt ittt ittt et ettt ettt ettt ee e eeeeeeeeenenens (358,
Provision for income tax expense (benefit) ........ (202,
NET INCOME (LOSS) vttt ittt ittt et e eeetneeoeeeneennseeneeenseeneeneeaneens S (156,
NET INCOME (LOSS) PER COMMON SHARE — BASTC & it ittt ittt ettt e teteeeeeeeeeeeeeeeens S (0
NET INCOME (LOSS) PER COMMON SHARE — DILUTED . ittt it ittt ettt et eeeeeeenenaeeeeeas (0
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See notes to consolidated financial statements

COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
(UNAUDITED)

Net INnCOME (108 S ) vttt ittt et ettt ettt ettt ettt ettt ettt ee e
Components of other comprehensive income:
Unrealized gains (losses) on securities:
Unrealized holding gains (losses) arising during the period ........
Reclassification adjustments for gains included
in net Income ...t e e e i i e

Net unrealized gains (LOSSES) v uv ittt i ittt teeeeeeeeeeneeeeeeeeenns
Income tax (expense) benefit related to items of other

comprehensive INnCOmMEe . ... ittt ittt ittt et eeeeeeeaneaaeenns

Total other comprehensive income (1OSS) ..ttt ittt eeeeeeeeenneenns

Comprehensive 1NnCOomMEe (LOSS) v vttt ii ittt ot eeeeeeeeneeeeeeeeaneeeeenns

See notes to consolidated financial statements

[The remainder of this page intentionally left blank]

COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
(UNAUDITED)

Three Months End
June 30,

Six Months Ended

June 30,



Edgar Filing: COMMUNITY BANCSHARES INC /DE/ - Form 10-Q

REVENUE FROM EARNING ASSETS

Interest
Interest

and fees 0N L0aNS v ittt ittt ittt ettt ettt
on investment securities:

Taxable secUrities ...ttt i ettt et et ettt eeeeeee e
Securities exempt from federal income taxes .........iiiiiiieee..

Interest
Interest

on federal funds s0ld ...ttt ittt e e e e e e
on deposits in other banks ....... ...t

TOTAL REVENUE FROM EARNING ASSETS ..ttt ittt e

INTEREST EXPENSE

Interest
Interest
Interest
Interest
Interest
Interest

ON AePOSI LS ittt ittt e e e e e e e e e e e e e e e e
on other short-term borrowings ..........cciiiiiieeennnnenn.
on FHLB DOrroWings . .i ittt ittt ettt e teeeeeeeeennanenns
on capitalized lease obligations .........c.uiiiiiiiennenn.
on long-term debt ... .. e e e e e e e e
on guaranteed preferred beneficial interests in the

Company's junior subordinated deferrable interest debentures

NET INTERE
Provisio

NET INTERE
NONINTERES

TOTAL INTEREST EXPENSE ...ttt ittt ittt iieieeennennens

ST INCOME & i ittt ettt et oot oaosoeseeassessesssassesssnssenseas
N fOr 10an 1OSSES vttt ittt ittt et e ettt ettt

ST INCOME AFTER PROVISION FOR LOAN LOSSES .......ciiiieenn.n.
T INCOME

Customer ServViCe S ittt it ittt et ettt ettt

Insuranc

€ COMMISSIONS vttt ittt ettt et e e ettt et eaaaeaeaes

Bank Club dUes . ittt ittt ittt et e e e e e e et e e
Debt cancellation fees ...ttt ittt ettt ettt
Other operating 1nCOmMe . ...ttt ittt ettt e te e e eeeeeaaenn

Investme

NONINTERES
Salaries
Occupanc

nt securities gains (losses)

TOTAL NONINTEREST INCOME . ...ttt ittt it iitennnennennens

T EXPENSES
and employee benefits . ...ttt e e e e e e
DT =D <= o ¥

Furniture and equipment EXPeNSe ... i ittt ittt ettt eeeeeeenneeeennn
Director and committee fees ...ttt ittt ittt eee et e eeeeaeeen
Other oOperating EXPENSE ittt ittt ettt ittt ettt teeeeeeeeeneeaeens

TOTAL NONINTEREST EXPENSES ...ttt ittt iiitie e

Income before INCOmMEe L£aXEeS & i i ittt ittt ittt ettt et enaeaeeeeeanns

Provision

Net Income
Net Income
DIVIDENDS

fOr 1NCOME LaAXES & i ittt ittt e e ettt ettt ettt

NET INCOME ..ttt ittt it ettt s e anaaeeneeennns

Per Common Share — BasSicC ..ttt ittt tteneeaeennn
Per Common Share — Diluted ...ttt ennnneennn
PER COMMON SHARE . it ittt ittt ettt et e eeeseesessseseeassensnsns

See notes to consolidated financial statements

$26,527,580

2,859,898
361,178
270,334

28,704

14,863,023
64,215
1,167,081
232,080
192,433

560,606

12,968,256
2,332,279

10,635,977

2,067,884
956,065
337,961
265,409
809,391
378,021

8,038,030
1,440,241
924,403
251,498
4,018,621

777,915
129,188

$ 26,
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COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
(UNAUDITED)

NET INCOME & ittt ittt it it et et et ettt ettt ettt ettt ettt ettt enenenens
Components of other comprehensive income:
Unrealized gains (losses) on securities:
Unrealized holding gains (losses) arising during the period ........
Reclassification adjustments for (gains) losses included
o T o L A 1 o Lo )

Net unrealized gains (LOSSES) v i ittt ittt et teeeeeeeeeeneeeeeeeeanns
Income tax benefit (expense) related to items of other

comprehensive INnCOmME . ...ttt it ittt teeeeeeeeaneaaeenns

Total other comprehensive income (1OSS) ..t iiii ittt ittt eeeeeeennaenns

COMPREHENSIVE INCOME . ..ttt t ettt ittt et teeeees s esaanneesssnnenneeseas

[The remainder of this page intentionally left blank]

See notes to consolidated financial statements

COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)

Six Months E
June 30

$ 648,727

886,389
(378,021)

508,368

(203, 347)

Six Mont
Jun
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OPERATING ACTIVITIES
LS I o Y ) 1T
Adjustments to reconcile net income to net cash provided by operating
activities:
Provision for 10an 10SSES .t ittt ittt eeeennnnneeeeeeeenn
Provision for depreciation and amortization ............iiiiiiiiiiiinn
Amortization of investment security premiums and
accretion of disCOUNLS ..ttt ittt et i i i e
Deferred tax benefdt ... i e e

Loss on sale of premises and equipment ... ...ttt ettt nnnneennn
Realized investment security (gains) l10SSEeS ...ttt iiiii et iteeneneennn
(Increase) decrease in accrued interest receivable .............0.....
Increase (decrease) in accrued interest payable ......... ...t
Lol o L

INVESTING ACTIVITIES
Proceeds from sales of securities available-for-sale ......c.c.iiiiiitiinnnnenn.
Proceeds from maturity of securities available-for-sale ..........ciiiiiuieo..
Purchase of securities available—for—sale .......iiiiiiiitttseeeeeeeennneeennn
Decrease in interest-bearing deposit with other banks ........... ... ... ... ...,
Net (increase) decrease 1n 1oans LO CUSLOMEE S v ittt ittt ittt ettt eeeeenenens
Proceeds from sale of premises and equipment . ........ ittt
Net proceeds from sale of other real estate .... ...ttt eeeannn
Capital exXpPenditUres ..ttt ittt ettt e e e ettt et ettt e e

NET CASH USED IN INVESTING ACTIVITIES .... ..ttt ennennn.

FINANCING ACTIVITIES
Net increase in demand deposits, NOW accounts,
and SAaVINgS ACCOUNE S & it ittt ittt ettt ettt e ee ettt eaeeeeeeeeeaeaaeeeeenns
Net increase in certificates o0f deposSit ...ttt ittt ettt eeeeeeeennn
Net increase (decrease) in short-term borrowings ..........iiiiiitiimeneneeennn
Net increase (decrease) in FHLB DOrrOWINgS ..t ittt ittt tmeeeeeeeeneeeeeneenns
Repayments of long-term debt, Net ... ...ttt ittt ettt eeeeeaeens
Increase (decrease) 1in capitalized lease obligations ...........cuiiiieeeennn.
Issuance of guaranteed preferred beneficial interest in
junior subordinated deferrable interest debentures .....................
Proceeds from issuance of common StOCK ...ttt ittt ittt ettt ettt
Cash dividends ...ttt ittt ettt e et ettt et e e e e e

Net increase in cash and cash equivalents . ... ...ttt iiiit et eeeeeeeeeeeanns

Cash and cash equivalents at beginning of period .......... ...

CASH AND CASH EQUIVALENTS AT END OF PERIOD ..ttt ittt it ittt e tenenneennennens

See notes to consolidated financial statements

$ 648,727

2,332,279
1,275,233

36,209
(81,570)

14,046
(378,021)
1,011,589
(73,281)
(1,865,065)

10,567,117
25,782,082
(52,087, 440)
500, 000
9,653,210
87,478
478,307
(1,690, 336)

1,443,965
11,258,768
1,241,258
8,000,000
(488,245)
(34,290)

_O_
209,865
_O_

17,841,885

29,006,611
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COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)

Six Months Ended

June 30,
2001
SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Cash paid during the period for:
LI 0 ot S $ 17,152,719 Sle,
Income taxes paid (refunded) .........iiiiiiieenennn. (1,080,464)

[The remainder of this page intentionally left blank]
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COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)
JUNE 30, 2001

NOTE A - BASIS OF PRESENTATION

The consolidated financial statements include the accounts of Community
Bancshares, Inc. and its wholly-owned subsidiaries, collectively, hereinafter
referred to as the Company. The accompanying unaudited consolidated financial
statements have been prepared in accordance with generally accepted accounting
principles for interim financial information and with the instructions to Form
10-Q and Article 10 of Regulation S-X. Accordingly, they do not include all of
the information and footnotes required by generally accepted accounting
principles for complete financial statements. In the opinion of management, all
adjustments (consisting of normal recurring accruals) considered necessary for a
fair presentation have been included. Certain amounts in 2000 have been
reclassified to conform with the 2001 presentation. Operating results for the
three and six month periods ending June 30, 2001 are not necessarily indicative
of the results that may be expected for the year ending December 31, 2001. For
further information, refer to the consolidated financial statements and
footnotes thereto included in the Company's Annual Report on Form 10-K for the
year ended December 31, 2000.

NOTE B - INVESTMENT SECURITIES

At June 30, 2001 and December 31, 2000, the Company's investment securities are
categorized as available-for-sale and, as a result, are stated at fair wvalue
based generally on quoted market prices in accordance with Statement of
Financial Accounting Standards ("SFAS") No. 115, Accounting for Certain
Investments in Debt and Equity Securities. Unrealized holding gains and losses,
net of applicable deferred taxes, are included as a component of shareholders'
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equity (Accumulated Other Comprehensive Income) until realized.

At June 30, 2001, the Company's available-for-sale investment securities
reflected net unrealized gains of $1,170,571, which resulted in an increase in
shareholders' equity of $702,342, net of the deferred tax asset. The net
increase in shareholders' equity as a result of an adjustment in accordance with
SFAS No. 115 from December 31, 2000 to June 30, 2001 was $305,021.

NOTE C - CAPITAL SECURITIES

In March 2000, the Company formed a wholly-owned Delaware statutory business
trust, Community (AL) Capital Trust I (the "Trust"), which issued $10,000,000 of
guaranteed preferred securities representing undivided beneficial interests in
the assets of the Trust ("Capital Securities"). All of the common securities of
the Trust are owned by the Company. The proceeds from the issuance of the
Capital Securities ($10,000,000) and common securities ($310,000) were used by
the Trust to purchase $10,310,000 of junior subordinated deferrable interest
debentures of the Company which carry an interest rate of 10.875%. The
debentures represent the sole asset of the Trust. The debentures and related
income statement effects are eliminated in the Company's consolidated financial
statements. The Company is entitled to treat the aggregate ligquidation amount of
the debentures as Tier I capital under Federal Reserve guidelines.

The Capital Securities accrue and pay distributions semiannually at a rate of
10.875% per annum of the stated liquidation value of $1,000 per capital
security. The Company has entered into an agreement which fully and
unconditionally guarantees payment of: (i) accrued and unpaid distributions
required to be paid on the Capital Securities, (ii) the redemption price with
respect to any Capital Securities called for redemption by the Trust and, (iii)
payments due upon a voluntary or involuntary liquidation, winding up or
termination of the Trust.

10

11
NOTE C - CAPITAL SECURITIES (CONTINUED)

The Capital Securities are mandatorily redeemable upon the maturity of the
debentures on March 8, 2030, or upon earlier redemption as provided in the
indenture pursuant to which the debentures were issued. The Company has the
right to redeem the debentures purchased by the Trust: (i) in whole or in part,
on or after March 8, 2010, and (ii) in whole (but not in part) at any time
within 90 days following the occurrence and during the continuation of a tax
event, capital treatment event or investment company event (each as defined in
the indenture). As specified in the indenture, if the debentures are redeemed
prior to maturity, the redemption price will be a percentage of the principal
amount, ranging from 105.438% in 2010 to 100.00% in and after 2020, plus accrued
but unpaid interest.

NOTE D - SHAREHOLDERS' EQUITY

The Company did not declare or pay a dividend on its common stock during the
first six months of 2001. An annual dividend of $.75 per share was declared by
the Company's Board of Directors on the Company's common stock and paid in
January 2000. The payment of dividends on the Company's common stock is subject
to the prior payment of principal and interest on the Company's long-term debt,
maintenance of sufficient earnings and capital of the Company's subsidiaries and
regulatory restrictions. In April 2001, the Company entered into a memorandum of
understanding with the Federal Reserve Bank of Atlanta (the "Reserve Bank") in

10
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which the Company agreed not to declare or pay a dividend to its shareholders
without the prior written approval of the Reserve Bank.

In March 1996, the Company issued options to purchase a total of 270,000 shares
of the Company's common stock. The options were issued to the directors based
upon their years of service and their positions with the Company. Each of the
options has an exercise price of $10.00 per share, the market value (as
determined by the Board of Directors) of the Company's common stock at the time
of issuance. The options were exercisable through March 27, 2001. In March 1997,
the Company issued options to purchase a total of 103,000 shares of the
Company's common stock to the Company's directors with an exercise price of
$12.50 per share, the market value (as determined by the Board of Directors) of
the Company's common stock at the time of issuance. These options are
exercisable through March 26, 2002. In March 1998, options to purchase a total
of 203,331 shares of the Company's common stock were issued to directors and
certain senior officers with an exercise price of $15.00 per share, the market
value (as determined by the Board of Directors) of the Company's common stock at
the time of issuance. These options are exercisable through March 25, 2003. In
December 1999, options to purchase a total of 204,000 shares of the Company's
common stock were issued to directors and certain senior officers with an
exercise price of $20.00 per share, the market value (as determined by the Board
of Directors) of the Company's common stock at the time of issuance. These
options are exercisable through December 3, 2004. In August 2000, the Company
granted options to purchase an aggregate of 15,000 shares of the Company's
common stock to certain senior officers of Community Bank. Each of these options
has an exercise price of $18.00 per share, the market value (as determined by
the Board of Directors) of the Company's common stock at the time of issuance.
These options are exercisable through August 24, 2005. The Company did not
receive any payment in exchange for granting any of such options, which were
granted in reliance upon an exemption from registration under Section 4(2) of
the Securities Act of 1993.

In March 2001, options to purchase 329,561 shares of the Company's common stock
were exercised with a total exercise price of $3,741,915. These options were
exercised in transactions whereby 207,886 shares of the Company's common stock
owned by the grantees of the options and valued at $18.00 per share (as
determined by the Board of Directors) were delivered to the Company in payment
of the exercise price under the options. The cash portion of these transactions
was immaterial and related almost entirely to the settlement of fractional
shares. These transactions resulted in a net increase of 121,675 shares in the
total outstanding shares of the Company's common stock. In addition, options to
purchase 35,000 shares of the Company's common stock expired during the first
quarter of 2001 without being exercised, and options to purchase 4,833 shares of
the Company's stock expired during the second quarter of 2001 without being
exercised.

11
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NOTE D - SHAREHOLDERS' EQUITY (CONTINUED)

Options that have an exercise price below the current fair value of the
Company's common stock are assumed to be exercised in the calculation of diluted
average shares of common stock outstanding. There were no additional incremental
shares outstanding for the three and six-month periods ended June 30, 2001 to
cause a dilutive effect. Average shares outstanding when assuming dilution were
greater than average shares outstanding for basic earnings per share by 206,287
shares for the six months ended June 30, 2000.

NOTE E - EMPLOYEE STOCK OWNERSHIP PLAN

11
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The Company adopted an Employee Stock Ownership Plan (the "ESOP") effective as
of January 1, 1985, which enables eligible employees of the Company and its
subsidiaries to own shares of the Company's common stock. An employee becomes a
participant in the ESOP on June 30 or December 31 after completing 12 months of
employment during which the employee is credited with 1,000 or more hours of
service. Contributions by the Company to the ESOP are made at the discretion of
the Company's Board of Directors, but may not be less than the amount required
to cover the debt service on the ESOP loan. The Company's contributions are
allocated to eligible participants in proportion to their compensation, which
equals W-2 wages plus pre-tax reductions for the Company's cafeteria plan. The
Internal Revenue Code imposes a limit ($170,000 in 2001) on the amount of
compensation which may be considered under the ESOP.

On November 3, 1993, the ESOP's Trustees executed a promissory note of
$1,200,000 in order to purchase shares of the Company's common stock in the
Company's initial public offering. The note was originally secured by 80,000
shares of purchased stock. The promissory note has been refinanced in years
subsequent to 1993 as additional shares were purchased by the ESOP. On December
1, 1998, this note was refinanced and an additional 56,682 shares of the
Company's common stock were obtained by the ESOP. This refinanced note, in the
original principal of $2,963,842, was secured by 261,433 shares of the Company's
common stock and bears interest at a floating rate, with principal and interest
payments due monthly through November 16, 2010, with the remaining principal, if
any, due on that date. The initial monthly principal and interest payment on
this debt in December 1998 was $31,677. As changes occur in the interest rate on
the loan, appropriate adjustments are made to the monthly principal and interest
payments. At June 30, 2001, the monthly payment was $33,852. The Company has
guaranteed this debt and, in accordance with the applicable accounting and
reporting guidelines, the debt has been recognized on the Company's consolidated
balance sheet, with an offsetting charge against equity. As principal payments
are made by the ESOP, the debt and offsetting charge against equity are reduced.
The shares securing the note are released on a pro rata basis by the lender as
monthly payments of principal and interest are made. As of June 30, 2001, there
were 189,156 unreleased shares with a fair value, based on an independent
valuation of $10 per share, of approximately $1,891,560. These shares are
subtracted from outstanding shares of the Company's common stock for earnings
per share calculations.

Effective January 1, 1994, the Company applied the accounting and reporting
requirements of Statement of Position No. 93-6, Employers' Accounting for
Employee Stock Ownership Plans ("SOP 93-6"). Under the provisions of SOP 93-6,
the employer must recognize the indebtedness of its sponsored ESOP on its
financial statements and reduce its shareholders' equity for shares of stock
which have not been released by a lender to the ESOP for allocation to its
participating employees. The portion of payments made by the Company to the ESOP
on behalf of its participating employees which are used to pay interest on the
ESOP debt ($106,568 and $122,498 during the first six months of 2001 and 2000,
respectively) is classified as interest expense on the Company's income
statement.

Dividends paid on released ESOP shares are credited to the accounts of the
participants to whom the shares are allocated. Dividends on unreleased shares
may be used to repay debt associated with the ESOP or treated as other income of
the ESOP and allocated to the participants.
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NOTE E - EMPLOYEE STOCK OWNERSHIP PLAN (CONTINUED)
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At June 30, 2001 and December 31, 2000, the Company's financial statements
reflect long-term debt and a corresponding contra-equity account, as a result of
the ESOP debt, of $2,466,791 and $2,574,002, respectively.

Company contributions to the ESOP amounted to $241,166 and $199,241 for the six
months ended June 30, 2001 and 2000, respectively.

NOTE F - SEGMENT REPORTING

All of the Company's offices offer similar products and services, are located in
the same geographic region, and serve the same customer segments of the market.
As a result, management considers all units as one operating segment and
therefore feels that the basic financial statements and related footnotes
provide detail related to segment reporting.

NOTE G - RELATED PARTY TRANSACTIONS

In June 2000, Community Bank made a $1,696,576 loan to Debter Properties, LLC,
an Alabama limited liability company of which a director of the Company is a
member, to purchase from the Bank the real property located in the City of Boaz,
Marshall County, Alabama, the site of the Bank's Boaz office. The loan amortizes
over a 20-year period and is collateralized by a first mortgage on the real
property. The loan carries a prime rate of interest that adjusts each time there
is a change in the prime rate. As adjustments occur in the interest rate on the
loan, appropriate increases or decreases are made to the monthly loan payment.
Concurrently with this loan and the purchase of the real property, Community
Bank entered into a lease agreement with Debter Properties, LLC to lease back
this real property from Debter Properties, LLC for a term of 20 years, with
monthly rental payments equal to the monthly amount of principal and interest
due under the loan to Debter Properties, LLC plus applicable real estate taxes,
assessments, levies and insurance.

Management believes this loan was made in the ordinary course of business on
substantially the same credit terms, including interest rates and collateral,
and does not represent more than a normal risk of collection or present other
unfavorable features.

NOTE H - LEASES
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NOTE H - LEASES (CONTINUED)

In June 2000, Community Bank entered into a lease agreement with Debter
Properties, LLC, an Alabama limited liability company of which a director of the
Company is a member, as lessor on the real property located in the City of Boaz,
Marshall County, Alabama, the site of the Bank's Boaz office. In connection with
the lease agreement, Community Bank loaned funds to Debter Properties, LLC to
finance its purchase of the real property from Community Bank. The term of the
lease is 20 years provided however that in no event shall the term of the lease
expire prior to the time when the loan obtained by the lessor to purchase the
leased property is paid in full. The monthly rent on this lease is an amount
equal to the monthly debt amortization of funds which the lessor borrowed to
purchase the leased property. Because the interest rate on the loan used to
purchase the property adjusts with fluctuation in the prime rate, the monthly
lease payments are subject to change. At June 30, 2001, the amount of the

13
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monthly rental payment was $13,228. In addition, the Bank agrees to pay the
lessor an additional sum to be adjusted periodically to coincide with the cost
to the lessor of the real estate taxes and other items and insurance. Community
Bank 1is responsible for maintenance, repairs and utilities for the real
property. Community Bank is also responsible for maintaining fire and extended
coverage and general liability insurance coverage for the real property. The
Company has the option to purchase the leased premises from the lessor at any
time during the term of the lease for an amount equal to the lessor's cost in
acquiring and/or constructing such leased premises. In an Addendum to the Lease
Agreement and Loan Agreement, dated June 1, 2000, the Bank agreed to maintain
and continue in force fire and extended coverage insurance and general liability
insurance upon the leased premises. In return, the lessor agreed to reimburse
the Bank on a quarterly basis the amount of the insurance premium which is
included in payments made by the Bank under the lease.

NOTE I - CONTINGENCIES

At a meeting of Community Bank's Board of Directors on June 20, 2000, a director
brought to the attention of the Board the total amount of money Community Bank
had paid subcontractors in connection with the construction of a new Community
Bank office. Management of the Company commenced an investigation of the
expenditures. At the request of management, the architects and subcontractors
involved in the construction project made presentations to the Boards of
Directors of the Company and Community Bank on July 15 and July 18, 2000,
respectively. At the July 18, 2000 meeting of the Board of Directors of
Community Bank, another director made a presentation alleging that Community
Bank had been overcharged by subcontractors on that construction project and
another current construction project. On July 18, 2000, the Board of Directors
of the Company and Community Bank appointed a joint committee comprised of
independent directors of the Company and of Community Bank to investigate the
alleged overcharges. Upon completion of its investigation, the Jjoint committee
is to inform the Boards of Directors of the Company and
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NOTE I - CONTINGENCIES (CONTINUED)

Community Bank of its findings and recommendations. The joint committee has
retained legal counsel and an independent accounting firm to assist the
committee in its investigation. Management has also been informed that the
directors of Community Bank who alleged the construction overcharge have
contacted bank regulatory agencies and law enforcement authorities. Management
believes that these agencies and authorities either have conducted or are
currently conducting investigations regarding this matter.

On July 21, 2000, three shareholders of the Company, M. Lewis Benson, Doris E.
Benson and John M. Packard, Jr., filed a lawsuit in the state Circuit Court of
Marshall County, Alabama against the Company, Community Bank, certain directors
and officers of the Company and Community Bank, an employee of Community Bank
and two construction subcontractors. The plaintiffs purported to file the
lawsuit as a shareholder derivative action, which relates to the alleged
construction overcharges being investigated by the joint committee of the Boards
of Directors of the Company and Community Bank. The complaint alleges that the
directors, officers and employee named as defendants in the complaint breached
their fiduciary duties, failed to properly supervise officers and agents of the
Company and Community Bank, and permitted waste of corporate assets by allegedly
permitting the subcontractor defendants to overcharge Community Bank in
connection with the construction of two new Community Bank offices, and to
perform the construction work without written contracts, budgets, performance
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guarantees and assurances of indemnification. In addition, the complaint alleges
that Kennon R. Patterson, Sr., the Chairman, President and Chief Executive
Officer of the Company, breached his fiduciary duties by allegedly permitting
the two named subcontractors to overcharge for work performed on the two
construction projects in exchange for allegedly discounted charges for work
these subcontractors performed in connection with the construction of Mr.
Patterson's residence. The complaint further alleges that the director
defendants knew or should have known of this alleged arrangement between Mr.
Patterson and the subcontractors. The complaint also alleges that Mr. Patterson,
the Community Bank employee and the two subcontractor defendants made false
representations and suppressed information about the alleged overcharges and
arrangement between Mr. Patterson and the subcontractors. On August 15, 2000,
the plaintiffs filed an amended complaint adding Andy C. Mann, a shareholder of
the Company, as a plaintiff and adding a former director of the Company and
Community Bank as a defendant. The amended complaint generally reiterates the
allegations of the original complaint. In addition, the amended complaint
alleges that Community Bank was overcharged on all construction projects from
January 1997 to the present. The amended complaint also alleges that the
defendants breached their fiduciary duties and are guilty of gross financial
mismanagement, including allegations concerning the making or approval of
certain loans and taking allegedly improper actions to conceal the fact that
certain loans were uncollectible. On September 18, 2000 the plaintiffs filed a
second amended complaint. The second amended complaint generally reiterates the
allegations of the original and first amended complaints. In addition, the
second amended complaint alleges that the plaintiffs were improperly denied
their rights to inspect and copy certain records of the Company and Community
Bank. The second amended complaint also alleges that the directors of the
Company abdicated their roles as directors either by express agreement or as a
result of wantonness and gross negligence. The second amended complaint asserts
that the counts involving inspection of corporate records and directors
abdication are individual, non derivative claims. The second amended complaint
seeks, on behalf of the Company, an unspecified amount of compensatory damages
in excess of $1 million, punitive damages, disgorgement of allegedly improperly
paid profits and appropriate equitable relief. Upon motion of the defendants,
the case was transferred to the state Circuit Court in Blount County, Alabama by
order dated September 21, 2000, as amended on October 12, 2000. On August 24,
2000, the Board of Directors of the Company designated the directors of the
Company who serve on the joint investigative committee as a special litigation
committee to investigate and evaluate the allegations and issues raised in this
lawsuit and to arrive at such decisions and take such action as the special
litigation committee deems appropriate.

On June 8, 2001, the special litigation committee filed its report under seal
with the court. On June 18, 2001, the court entered an order governing the
confidentiality of the special committee's report. On June 28, 2001, the
Company, Community Bank and various other defendants filed a motion with the
court to adopt the report
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of the special committee, for partial summary judgment and to realign the
Company and Community Bank. The court has scheduled a hearing on this motion for
August 29, 2001. The Company is unable at this time to predict the outcome of
this lawsuit and its effect on the Company's financial condition and results of
operations. Regardless of the outcome, however, this lawsuit could be costly,
time-consuming and a diversion of management's attention.

On November 19, 1998, Mr. William Towns, a shareholder of the Company, filed a
shareholder derivative action against the directors of the Company in the state
Circuit Court of Blount County, Alabama. Mr. Towns amended his complaint on
January 14, 1999 to add the Company and Community Bank as defendants in the
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action. On February 11, 1999, the complaint was again amended to add Mr. Pat
Bellew and Mrs. Mary Bellew, who are also shareholders of the Company, as
additional plaintiffs. The complaint alleged that the directors of the Company
breached their fiduciary duty to the Company and its shareholders, engaged in
fraud, fraudulent concealment, suppression of material fact and suppression of
the plaintiff shareholders, failed to supervise management, and conspired to
conceal wrongful acts from the Company's shareholders and paid themselves
excessive directors fees. The complaint also alleged that the Board of Directors
acquiesced in mismanagement and misconduct by Kennon R. Patterson, Sr., the
Chairman of the Board, Chief Executive Officer and President of the Company,
including alleged self dealing, payment of excessive compensation,
misappropriation of corporate opportunities and misappropriation of funds. The
complaint sought an unspecified amount of compensatory and punitive damages,
removal of the current directors, appointment of a new Board of Directors and
attorneys fees and cost. On December 21, 1998, the Company and its directors
filed a motion with the court seeking to have the complaint dismissed. On March
1, 1999, the Company's Board of Directors appointed a special Board committee,
comprised of non-employee directors of the Company, to review the plaintiffs'
allegation in accordance with Delaware law. On April 6, 1999, each of the
parties to the action requested that the court stay the litigation and related
discovery, motions and hearings, pending completion of the special committee's
review. On April 30, 1999, the court entered an order staying the litigation and
related discovery, motions and hearing in accordance with the parties' request.
On October 15, 1999, the special committee filed its final report with the
court. On October 21, 1999, the parties forwarded to the court an agreed-upon
order governing the confidentiality of the special committee's report, which the
court entered on January 2, 2000. On August 3, 2000, the Company, Community Bank
and Company's directors filed a motion to stay the proceedings until the
Company's and Community Bank's joint investigative committee had completed its
investigation of the alleged construction overcharges discussed above. At the
request of the Company and the other defendants in the action, the court
continued a hearing on the motion to dismiss. On February 23, 2001, the court
indicated that there was no reason to continue the stay of this action. The
parties are awaiting a hearing on the defendants' motion to dismiss the case.
Management of the Company believes that the plaintiffs' allegations are false
and that the action lacks merit. The Company and its directors intend to defend
the action vigorously. Although management of the Company currently believes
that the action will not have a material adverse effect on the Company's
financial condition or results of operations, regardless of the outcome,
however, the lawsuit could be costly, time consuming and a diversion of
management's attention.

On September 14, 2000, an action was filed in the state Circuit Court of Blount
County, Alabama, against the Company, Community Bank and certain directors and
officers of the Company and Community Bank by seven shareholders of the Company,
alleging that the directors actively participated in or ratified the
misappropriation of corporate income. The action was not styled as a shareholder
derivative action. On January 3, 2001, the defendants, filed a motion for
summary judgment on the basis that these claims are derivative in nature and
cannot be brought on behalf of individual shareholders. The court has not ruled
on the motion. The Company and its directors believe that this lawsuit is
without merit and intend to defend the action vigorously. Although management
currently believes that this action will not have a material adverse effect on
the Company's financial condition or results of operations, regardless of the
outcome, the action could be costly, time consuming and a diversion of
management's attention.

On November 15, 2000, Michael W. Alred and Michael A. Bean, two former directors
and executive officers of Community Bank, filed suit against Community Bank in
the United States District Court for the Northern
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District of Alabama alleging that their employment was wrongfully terminated for
allegedly providing information to bank regulatory and law enforcement
authorities concerning possible violations of laws and regulations, gross
mismanagement, gross waste of funds and abuse of authority by Community Bank,
its directors, officers and employees. According to the complaint, the
information which these two individuals provided to authorities concerned
certain bank construction projects, specific loans, charge-offs, expenses and
past due accounts. The complaint seeks reinstatement of the plaintiffs to their
former positions as officers and directors of Community Bank as well as
compensatory and punitive damages. Community Bank and its directors believe this
lawsuit is without merit and intend to defend the action vigorously. Management
of the Company believes that this action will not have a material adverse effect
on the Company's financial condition or results of operations.

The Company's Certificate of Incorporation provides that, in certain
circumstances, the Company will indemnify and advance expenses to its directors
and officers for judgments, settlements and legal expenses incurred as a result
of their service as officers and directors of the Company. Community Bank's
Bylaws contain a similar provision for indemnification of directors and officers
of Community Bank.

On June 28, 2000, Community Bank filed an action in the United States District
Court for the Northern District of Alabama against Carl Gregory Ford L-M, Inc.,
an automobile dealership located in Ft. Payne, Alabama, Carl Gregory and Doug
Broaddus, the owners of the dealership, several employees and former employees
of the dealership and Gerald Scot Parrish, a former employee of Community Bank,
with respect to certain loans originated during 1998 in Community Bank's
Wal-Mart office in Ft. Payne, Alabama. In the complaint, Community Bank alleged
that the defendants willingly and knowingly conducted, participated in, were
employed by or associated with, or aided and abetted an enterprise within the
meaning of the Racketeer Influenced and Corrupt Organizations Act (RICO) for the
purpose of defrauding Community Bank. The complaint also asserted that the
defendants committed fraud, misrepresentation and deceit by submitting to
Community Bank and/or approving applications for automobile loans which
contained false and/or fraudulent information for the purpose of deceiving,
influencing and persuading Community Bank to provide loans to customers of the
automobile dealership who were otherwise not qualified to receive such loans,
and suppressed material facts regarding the veracity of information contained in
loan applications and the ability of persons seeking the loans to repay them.
Community Bank also alleged in the complaint that the automobile dealership is
responsible for the acts of its officers, agents and employees, and that the
dealership and its management failed to adequately train and/or supervise its
employees. The complaint stated that the defendants participated in a conspiracy
to violate RICO and Alabama statutes dealing with fraud, misrepresentation and
suppression of material facts, and asserted civil liability under Alabama law
for violation of federal statutes dealing with financial institution fraud, mail
and wire fraud and making false statements for the purpose of influencing the
actions of a financial institution upon an application or loan. On June 29, 2000
and August 31, 2000 the court granted Community Bank's motions to dismiss
without prejudice two of the employees of the automobile dealership as
defendants in the action. On September 13, 2000, the court granted Mr. Parrish's
motion to dismiss the complaint, but granted Community Bank 15 days to amend the
complaint. On September 27, 2000, Community Bank filed an amended complaint
which generally reiterated the allegations of the original complaint and added
specific information concerning the allegedly fraudulent activity and the use of
the United States mail, telephone and other wire transmissions in the conduct of
such activity. On December 1, 2000. the court dismissed Community Bank's claims
based upon mail and wire fraud in the amended complaint but otherwise denied Mr.
Parrish's motion to dismiss the complaint. The defendants have filed answers to
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the amended complaint which generally deny the material allegations in the
complaint and allege that any injury suffered by Community Bank was the result
of the contributory negligence of Community Bank, its officers, employees and
agents. In the lawsuit, Community Bank seeks damages of an unspecified amount to
recover losses incurred in connection with the loans made at Community Bank's
Wal-Mart office in Ft. Payne, Alabama, along with all costs associated

with the lawsuit. Any amounts received by Community Bank as a result of this
litigation will be treated as a recovery on loan losses.
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The Company and its subsidiaries are from time to time parties to other legal
proceedings arising from the ordinary course of business. Management believes,
after consultation with legal counsel, that no such proceedings, 1if resulting in
an outcome unfavorable to the Company, will, individually or in the aggregate,
have a material adverse effect on the Company's financial condition or results
of operations.

[The remainder of this page intentionally left blank]
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ITEM 2.
MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

This discussion is intended to assist in an understanding of the financial
condition and results of operations of Community Bancshares, Inc. (the
"Company"). Unless the context otherwise indicates, references to the Company
shall include the Company and its subsidiaries. This analysis should be read in
conjunction with the financial statements and related notes appearing in Item 1
of this Report and Management's Discussion and Analysis of Financial Condition
and Results of Operations appearing in the Company's Annual Report on Form 10-K
for the year ended December 31, 2000.

Certain statements in this Report are "forward-looking statements" within the
meaning of Section 27A of the Securities Act of 1993, as amended, and Section
21E of the Securities Exchange Act of 1934, as amended. These forward-looking
statements are not based on historical facts and may be identified by their
reference to a future period or by the use of forward-looking terminology, such
as "anticipate," "estimate," "expect," "may" and "should." These forward-looking
statements include, without limitation, those relating to the Company's future
growth and profitability, net interest income, allowance for loan losses,
professional fees, pending litigation and investigations, non-compliant and
impaired loans originated in Community Bank's Double Springs, Alabama office,
capital requirements, operating strategy, interest rate sensitivity and market
risk. We caution you not to place undue reliance on these forward-looking
statements. Actual results could differ materially from those indicated in such
forward-looking statements due to a variety of factors. These factors include,
but are not limited to, changes in economic conditions, government fiscal and
monetary policies and prevailing interest rates, effectiveness of the Company's
interest rate strategies, changes in laws, regulations and regulatory policies
affecting financial institutions, changes in and effectiveness of the Company's
operating or expansion strategies, geographic concentration of the Company's
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assets and operations, changes in the Company's loan portfolio; competition from
other financial services companies, the Company's ability to obtain
reimbursement from its fidelity bond insurance carrier or other persons
responsible for originating non-compliant and impaired loans in Community Bank's
Ft. Payne, and Double Springs, Alabama office, adverse outcome of pending
litigation and other risks detailed from time to time in the Company's press
releases and filings with the Securities and Exchange Commission. We undertake
no obligation to update these forward-looking statements to reflect events or
circumstances occurring after the date of this Report.

FINANCIAL CONDITION
JUNE 30, 2001 COMPARED TO DECEMBER 31, 2000
LOANS

Loans comprised the largest single category of the Company's earning assets at
June 30, 2001. Loans, net of unearned income and allowance for loan losses, were
69.2% of total assets at June 30, 2001 and 73.1% of total assets at December 31,
2000. Total net loans were $509,223,242 at June 30, 2001, representing an
$11,985,489, or 2.30% $ decrease from the December 31, 2000 total net loans
of $521,208,731. This decrease was attributable to a reduction in loans at the
Bank's finance company subsidiary and more stringent underwriting policies and
procedures at all lending locations.

Commercial, financial and agricultural loans increased by approximately $9,293,
or 6.6%, to approximately $150,066 at June 30, 2001 from approximately
$140,773,000 at December 31, 2000, and represented 29.1% of total loans at June
30, 2001, compared to 26.6% at December 31, 2000. Real estate-mortgage loans
decreased by approximately $9,443, or 4.0%, to approximately $227,149 at June
30, 2001 from approximately $236,592,000 at December 31, 2000, and represented
44 .0% of total loans at June 30, 2001, compared to 44.8% at December 31, 2000.
Consumer loans decreased by approximately $10,835, or 7.4%, to approximately
$134,838 at June 30, 2001 from $145,673,000 at December 31, 2000, and
represented 26.1% of total loans at June 30, 2000, compared to 27.6% a December
31, 2000. Real estate-construction loans decreased by approximately $1,498, or
27.6%, to approximately $3,931 at June 30, 2001 from approximately $5,429,000
at December 31, 2000, and represented .80% of total loans at June 30, 2001,
compared to 1.0% at December 31, 2000.

INVESTMENT SECURITIES AND OTHER EARNING ASSETS

Investment securities increased $16,588,421, or 16.3%, to $118,158,239 at June
30, 2001 compared to $101,569,818 at December 31, 2000. The investment
securities portfolio is used to make various term investments, to provide a
source of liquidity and to serve as collateral to secure certain government
deposits. Short-term investments in the form of interest-bearing deposits with
banks were $200,000 at June 30, 2001 compared to $700,000 at December 31, 2000.
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The Company had $19,000,000 in federal funds sold at June 30, 2001 compared to
$3,000,000 at December 31, 2000. Increases in investment securities and federal
funds sold is due primarily to growth in deposits and liquidity provided from
the loan portfolio.

ASSET QUALITY

Between December 31, 2000 and June 30, 2001, the ratio of the allowance for loan
losses to total nonperforming assets (defined as nonaccruing loans, loans past
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due 90 days or greater, restructured loans, nonaccruing securities and other
real estate) declined from 112.3% at year—-end 2000 to 80.5% at June 30, 2001.
The ratio of total nonperforming assets to total assets increased to 1.1% at
June 30, 2001 from 0.9% at year—-end 2000, while the ratio of nonperforming loans
to total loans, net of unearned income, increased to 1.0% at June 30, 2001 from
0.8% at December 31, 2000. These changes were primarily due to a decrease in the
total of loans, net of unearned income of approximately 12,417,000, or 2.4%,
also contributing was an increase in nonaccruing loans of approximately
$969,000, or 51.6%, to approximately $2,846,000 at June 30, 2001 from

$1,877,000 at December 31, 2000 and an increase in other real estate of
$1,414,000 or 75.2%, to approximately $3,295,000 at June 30, 2001 from
approximately $1,881,000 at December 31, 2000. These increases were partially
offset by a decline in loans past due 90 days or more of $420,000 or 16.3%, to
approximately $2,151,000 at June 30, 2001 from approximately $2,574,000 at
December 31, 2000. Total nonperforming assets increased $1,963,000, or 12.5%,

to approximately $8,292,000 at June 30, 2001 from approximately $6,329,000 at
December 31, 2000.

In March 2001, management of Community Bank became aware that an employee in
Community Bank's Double Springs, Alabama location had improperly originated
approximately $1,200,000 in loans, primarily during 2000 and the first quarter
of 2001, in violation of Community Bank's lending policies, and had manipulated
loan payments to make it falsely appear that payments under the loans were
current. The bank employee has admitted wrongdoing in connection with the loans
and his employment with Community Bank has been terminated. Management has
notified federal and state banking regulatory authorities, law enforcement
authorities and the Company's fidelity bond carrier, and is cooperating with law
enforcement authorities in the investigation of this matter. While the Company
has not completed its investigation of these loans, management's estimate of the
impairment of such loans at the time of discovery was approximately $839,000. As
of December 31, 2000, the Company had made a provision and increased its
allowance for loan losses by approximately $501,000 to reflect the estimated
impairment of these loans at year-end 2000. During 2001, the Company made a
additional provision and increased its allowance for loan losses by
approximately $338,000 to reflect the increase in the estimated impairment of
these loans. An appropriate charge with respect to actual losses determined will
be made to the Company's allowance for loan losses. See "Results of Operations -
Provisions for Loan Losses".

DEPOSITS

Total deposits of $613,603,500 at June 30, 2001 reflected an increase of
$12,702,733 or 2.1% from $600,900,767 at year—-end 2000. Deposits are Community
Bank's primary source of funds. Noninterest- bearing deposits increased
$1,957,566 or 2.9%, to $69,243,271 at June 30, 2001, from $67,285,705 at
December 31,2000, while interest-bearing deposits increased $10,745,167 or 2.0%
to $544,360,229 at June 30, 2001, from $533,615,062 at December 31, 2000.
Certificates of deposits of $100,000 or more increased approximately
$21,873,000, or 21.7%, to approximately $122,885,000 at June 30, 2001, from
approximately $101,012,000 at December 31, 2000.
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BORROWINGS

Community Bank uses borrowed funds as a source of funds for asset growth in
excess of deposit growth and for short-term liquidity needs. The mixture of
borrowed funds and deposits as sources of funds depends on the relative
availability and cost of those funds and Community Bank's need for funding.
Borrowed funds consist primarily of short-term borrowings, borrowings from the
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Federal Home Loan Bank of Atlanta, Georgia (FHLB-Atlanta) and long-term debt.

Other short-term borrowings totaled $3,506,489 at June 30, 2001, a $1,241,258,
or 54.8% increase from $2,265,231 at December 31, 2000. At June 30, 2001,
short-term borrowings consisted primarily of the U.S. Treasury Tax and Loan Note
Option account and securities sold under agreement to repurchase. Balances under
U.S. Treasury Tax and Loan Note Option are subject to call at any time by the
U.S. Treasury. The increase during the first six months of 2001 was due to a
increase of approximately $285,000 in balances outstanding under the U.S.
Treasury Tax and Loan Note Option, and by an increase of approximately $956,000
in securities sold under agreement to repurchase.

At June 30, 2001 and December 31, 2000, the Company had notes payable totaling
approximately $5,187,000 and $5,675,000, respectively, described briefly in the
following paragraphs.

In December 1992, the Company entered into a loan agreement with a regional bank
for amounts up to $6,500,000. At June 30, 2001, and December 31, 2000, the
amounts outstanding under this loan agreement were approximately $1,067,000 and
$1,423,000, respectively, due December 2002, bearing interest at a floating
prime rate, and collateralized by 100% of the common stock of Community Bank,
the Company's subsidiary bank. The note agreement contains provisions which
limit the Company's right to transfer or issue shares of Community Bank's stock.
Principal payments of $59,292 are due monthly; however, the Company has the
option of postponing up to 24 monthly principal payments, provided that no more
than six consecutively scheduled installments are deferred. The Company did not
postpone any principal payments under this loan agreement during the first six
months of 2001.

On November 3, 1993, the ESOP's Trustees executed a promissory note of
$1,200,000 in order to purchase common stock in the Company's initial public
offering. The note was originally secured by 80,000 shares of purchased stock.
The promissory note has been refinanced in years subsequent to 1993 as
additional shares were purchased by the ESOP. On December 1, 1998, this note was
refinanced and an additional 56,682 shares of the Company's common stock were
obtained by the ESOP. This note, in the original principal of $2,963,842, was
secured by 261,433 shares of the Company's common stock. The note bears interest
at a floating rate, with principal and interest payments due monthly through
November 16, 2010, with the remaining principal, if any, due on that date. The
initial monthly principal and interest payment on this debt in December 1998 was
$31,677. As changes occur in the interest rate on the loan, appropriate
adjustments are made to the monthly principal and interest payments. At June 30,
2001, the monthly payment was $33,852. The Company has guaranteed this debt and
in accordance with the applicable accounting and reporting guidelines the debt
has been recognized on the Company's balance sheet, with an offsetting charge
against equity. As principal payments are made by the ESOP, the debt and
offsetting charge against equity are reduced. The shares securing the note are
released on a prorata basis by the lender as monthly payments of principal and
interest are made. The outstanding balance of this note was $2,510,000 at June
30, 2001 and approximately $2,606,000 at December 31, 2000, secured by 189,156
and 199,877 of unreleased shares of Company common stock, respectively.

On October 4, 1994, the Company entered into a 20-year subordinated installment
capital note due October 1, 2014 for the purchase of treasury stock. Monthly
principal and interest payments of $15,506 are made on the note, which bears
interest at the fixed rate of 7%. The Company maintains the right to prepay the
note at its sole discretion. The balance of the note was approximately
$1,610,000 at June 30, 2001 and approximately $1,646,000 at December 31, 2000.

Since June 1999, Community Bank, has borrowed funds under the Federal Home Loan
Bank of Atlanta's "Convertible Advance Program." These advances have had
original maturities of 10 years, with stated call
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features during the life of the obligation, at fixed interest rates for the life
of the obligations. Principal is due at final maturity or on a stated call date,
with interest payable each quarter. At December 31, 2000, Community Bank had an
outstanding advance of $38,000,000. This obligation has a maturity of March 1,
2010 (120 months), a call feature every 12 months during the life of the
obligation, and a fixed interest rate of 5.93% per annum with interest payable
each quarter. At June 30, 2001, outstanding funds advanced to Community Bank
under the FHLB "Convertible Loan Program" totaled $38,000,000.

In May 2001, Community Bank made an application for and received an advance of
$8,000,000 under the FHLB "fixed rate credit" plan. The advance was for 6 months
bearing interest at 4.15% and will be due in November 2001. The balance of this
obligation at June 30, 2001 was $8,000,000.

In March 2000, the Company formed a wholly-owned Delaware statutory business
trust, Community (AL) Capital Trust I (the "Trust"), which issued $10,000,000 of
guaranteed preferred securities representing undivided beneficial interests in
the assets of the Trust ("Capital Securities"). The proceeds from the issuance
of the Capital Securities and common securities ($310,000) were used by the
Trust to purchase $10,310,000 of junior subordinated deferrable interest
debentures of the Company which carry an annual interest rate of 10.875%. The
principal balance outstanding is due at maturity. However, as specified in the
indenture pursuant to which the debentures were issued, the debentures can be
redeemed prior to maturity at a redemption price equal to a percentage of the
principal amount, ranging from 105.438% in the year 2010 to 100.00% in and after
the year 2020, plus accrued but unpaid interest. As of June 30, 2001, the
Company's consolidated financial statements reflected $10,000,000 in junior
subordinated deferrable interest debentures, after the effects of elimination.
See Note C to the Consolidated Financial Statements.

Maturities/calls of long-term debt and FHLB borrowings for the years ending
December 31, are as follows:

Junior

Notes Subordinated FHLB Subordinated
Payable Debt Borrowings Debentures
2001 .. .iiiiii i $ 425,048 $ 37,223 $ 8,000,000 $ -0-
2002, .00 893,705 78,461 38,000,000 -0-
2003, . 200,287 84,133 -0- -0-
2004 ... 0o 220,165 90,215 -0- -0-
2005, .o 242,015 96,737 -0- -0-
Thereafter....... 1,595,710 1,223,260 -0- 10,000,000
$3,576,930 $1,610,029 $46,000,000 $10,000,000

22



Edgar Filing: COMMUNITY BANCSHARES INC /DE/ - Form 10-Q

22
23

CAPITAL RESOURCES

Bank regulatory authorities have placed increased emphasis on the maintenance of
adequate capital, and subsequently developed risk-based capital guidelines. The
guidelines take into consideration risk factors, as defined by regulators,
associated with various categories of assets, both on and off the balance sheet.
Under the guidelines, capital strength is measured in two tiers which are used
in conjunction with risk-adjusted assets to determine the risk-based capital
ratios. The Company's Tier I capital, which consists of common equity and junior
subordinated deferrable interest debentures, less goodwill and unrealized gains
on debt securities, amounted to $47,904,000 at June 30, 2001. Tier II capital
components totaling approximately $7,693,000 at June 30, 2001, include
supplemental capital components such as qualifying allowance for loan losses and
qualifying subordinated debt. Tier I capital plus Tier II capital components are
referred to as Total Risk-Based capital and was $55,597,000 at June 30, 2001.

As of June 30, 2001, the Company and Community Bank, its banking subsidiary, was
classified as well capitalized under the financial institutions regulatory
framework. Management has reviewed and will continue to monitor the Company's
asset mix, product pricing and loan loss allowance, which are the areas
determined to be most affected by these requirements.

On April 9, 2001, the Company's Board of Directors entered into a memorandum of
understanding with the Federal Reserve Bank of Atlanta. As part of this
agreement, the Company agreed to maintain a quarterly Tier I leverage capital
ratio (the ratio of Tier I Capital to average assets, less goodwill) of at least
6.5%. At June 30, 2001, the Company's Tier I leverage capital ratio was 6.7%. On
April 18, 2001, the Board of Directors of Community Bank, the Company's
subsidiary bank, also made a commitment to the Regional Director of the Federal
Deposit Insurance Corporation's Atlanta Regional Office and the Alabama
Superintendent of Bank's with regard to certain financial goals related to
Community Bank's capital ratios.

[The remainder of this page intentionally left blank]
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RESULTS OF OPERATIONS
SIX MONTHS AND THREE MONTHS ENDED JUNE 30, 2001 AND 2000
SUMMARY

Net income of the Company for the six months ended June 30, 2001 was $648,727
compared to $743,573 for the same period in 2000, representing a decline of
$94,846, or 12.8%. Basic net income per share was $0.14 for the six months ended
June 30, 2001, as compared to $0.17 for the same period of 2000. Fully diluted
net income per share was $0.14 and $0.16 for the six months ended June 30, 2001
and 2000, respectively. This decline resulted primarily from increased
professional fees related to the special investigative committee and fees
associated with various litigations and a decrease in net interest income. These
charges to expense are considered to be non-recurring by management.
Notwithstanding these increased expenses non interest expense declined by
$657,182 or 4.3% to $14,672,793 for the six months ended June 30, 2001, as
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compared to $15,329,975 for the period ended June 30, 2000. This decline was the
direct result of cost cutting measures effected by management related to
salaries and benefits company wide. Non interest income decreased $317,930 or
6.2% due primarily to decreased insurance commissions resulting from
discontinued insurance product areas. Non interest income for the six months
ended June 30, 2001, was $4,814,731 compared to $5,132,661 for the same period
in 2000.

Net income (loss) for the quarter ended June 30, 2001, was ($156,363) compared
to $289,636 for the same three month period of 2000, representing a decrease of
$445,999, or 154.0%. Basic net income (loss) per share was ($0.03) for the
second quarter of 2001 compared to $0.07 for the same period of 2000. Fully
diluted net income per share was ($0.03) and $0.06 for the three months ended
June 30, 2001 and 2000, respectively. The loss for the quarter was the combined
effect of decreases in noninterest income and the cost of professional fees as
it related to the report of the special investigative committee. The company
experienced a decline in its net interest income of $111,614 for the quarter
ended June 30, 2000 as interest bearing assets repriced faster than interest
earning liabilities in a declining interest rate environment. In the second
quarter of 2001 non interest income fell $485,210 as compared to the second
quarter of 2000 which represents a decline of 18.4%. This decline is due
primarily to decreases in insurance commissions and debt cancellation fees.
Total non interest income for the three months ended June 30, 2001 was
$2,152,943 while the non interest income for the same period ending June 30,
2000, was $2,638,153. Non interest expenses increased $147,123 in the second
quarter 2001 despite a decrease of $911,409 in salary and benefits in the three
months then ended. Increases in occupancy expense and other expenses detailed
above are the primary source for the increase. Total non interest expense for
the quarters ended June 30, 2001, and June 30, 2000, were $7,808,204 and
$7,661,081, respectively.

NET INTEREST INCOME

Variations in the amounts earned on interest bearing-assets and conversely
amounts paid on interest-bearing liabilities can be accounted for by 1) changes
in the average balance of the account (volume), and 2) the changes in the
interest rate earned and paid on assets and liabilities (rate) and a 3)
combination of changes in volume and rate. Average earning assets outstanding
during the first six months of 2001 were approximately $641,510,000 as compared
to $619,483,000 for the same period of 2000, which represents a $22,027,000
increase or 3.6% in the average balance. The revenue earned from these assets
were approximately $30,327,000 and $29,807,000 for the periods ended June 30,
2001, and June 30, 2000, respectively. This represents an increase of only
$520,000 or 1.7% since the rate has decreased from year to year. Total average
interest-bearing liabilities were approximately $599,020,000 for the period
ending June 30, 2001, compared with approximately $580,564,000 for the period
ending June 30, 2000. This represents an increase of $18,456,000 or 3.2%
Interest paid on these liabilities totaled approximately $17,079,000 and
$15,951,000 for the respective periods which is an increase of $1,128,000 in
expense or 7.1%. The relatively even increase in average interest-earning
assets and interest-bearing liabilities with a marked increase in interest paid
over interest earned shows that interest-bearing liabilities were repricing
faster during the six months ended June 30, 2001, than were interest-earning
assets. Over the next twelve months, management expects this trend to change as
interest-bearing liabilities are scheduled to re-price at a rate of two-to-one
over interest-earnings

Net interest income, the difference between interest earned on assets and the
cost of interest-bearing liabilities, is the largest component of the Company's
net income. Net interest income, before provision for loan losses, decreased
$620,000, or 4.6%, to approximately $12,968,000 for the six months ended June
30, 2001, from approximately $13,588,000 for the same period of 2000. Revenues
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from interest earning assets of the Company increased $520,000, or 1.7%, to
approximately $30,327,000 for the six months ended June 30, 2001 from
approximately $29,807,000 for the same period in 2000. This increase was due to
both higher average outstanding balances of earning assets, which offset a
decrease in the average yield on these balances. Average earning assets
outstanding during the first six months of 2001 were approximately $641,510,000,
which represents an increase of approximately $22,027,000, or 3.6%, from
approximately $619,483,000 for the first six months of 2000. The Company's fully
taxable equivalent yield on its average earning assets decreased 27 basis points
to 9.53% for the first six months of 2001, compared to 9.80% for the same period
of 2000. Interest expense for the six months ended June 30, 2001 increased
approximately $1,128,000, or 7.1%, to $17,079,000 from $15,951,000 for the
corresponding period of 2000. This increase was due to [BOTH] higher average
outstanding balances of interest-bearing liabilities [AND AN INCREASE IN THE
AVERAGE RATE PAID ON THESE BALANCES]. Average interest-bearing liabilities
during the first six months of 2001 were approximately $599,020,000, which
represents an increase of $18,456,000, or 3.2%, from approximately $580,564,000
for the same period of 2000. The rate paid on average interest-bearing
liabilities [IN]creased 3 basis points to 5.75% for the six months ended June
30, 2001, compared to 5.72% for the six months ended June 30, 2000. A portion of
this increase in the rate paid on average interest-bearing liabilities was
attributable to the Company's Jjunior subordinated deferrable interest
debentures, which carry an annual interest rate of 10.875% and were outstanding
for the entire first half of 2001, compared to only nine days during the first
quarter of 2000. In addition, during the first and second quarters of 2000
Community Bank offered several special certificate of deposit products at higher
rates with maturities ranging from 11 to 24 months.

Net interest margin is computed by dividing net interest income, on a fully
taxable equivalent basis, by average interest earning assets. This ratio
represents the difference between the average yield returned on average interest
earning assets and the average rate paid on funds used to support those interest
earning assets, including both interest-bearing and noninterest-bearing

sources. The Company's net interest margin, on a fully taxable equivalent basis,
for the six months ended June 30, 2001 decreased 26 basis points to 4.16%, from
4.42% for the six months ended June 30, 2000, due to a decline in net interest
income, on a fully taxable equivalent basis, coupled with an increase in average
interest-earning assets.

Net interest spread measures the difference between the average yield on
interest earning assets and the average rate paid on interest-bearing sources of
funds. The Company's net interest spread, on a fully taxable equivalent basis,
for the six months ended June 30, 2001 decreased 30 basis points to 3.48%, from
3.78% for the six months ended June 30, 2000.
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assets. This trend is expected to have a positive effect on net interest income.
Net interest income for the six months ended June 30, 2001, was approximately
$12,968,000 compared with approximately $13,588,000 for the same period June 30,
2000. This represents a decrease of $620,000 or (4.6)%.

As a result of interest rate decreases from the Federal Reserve, revenue from
earning assets decreased $280,704 or (1.8%) for the quarter to $14,942,474 for
the three months ended June 30, 2001, as compared to $15,223,178 for the quarter
ended June 30, 2000. Total interest expense declined $221,002 during the same
period to $8,264,886 from $8,485,888 for the quarters ended June 30, 2001 and
2000, respectively. Net interest income for the quarter declined to
approximately $6,678,000 from approximately $6,737,000 in the second quarter of
2000, a $59,000 decrease or (0.9)%.
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PROVISION FOR LOAN LOSSES

The Company maintains an allowance for loan losses to absorb losses inherent in
the loan portfolio. The allowance is based upon management's estimated range of
those losses. Actual losses for these loans may vary significantly from this
estimate. At June 30, 2001, the allowance for loan losses was approximately
$6,676,000, which represented $431,000, or 6.1%, decrease over the December 31,
2000 amount of $7,107,000. This decrease was due to charge offs that had been
previously provided for being made and a decrease in the balance of loans
outstanding at the end of the period. As a percentage of total loans, net of
unearned income, the allowance for loan losses decreased to 1.30% at June 30,
2001 from 1.35% at December 31, 2000. Management believes that the allowance for
loan losses at June 30, 2001 is adequate to absorb known risks in the Company's
loan portfolio based upon the Company's historical experience. No assurance can
be given, however, that increased loan volume, adverse economic conditions or
other circumstances will not result in increased losses in the Company's loan
portfolio or additional provisions to the allowance for loan losses.

In assessing the adequacy of the allowance for loan losses, management relies
predominantly on its ongoing review of the loan portfolios which is undertaken
both to ascertain whether there are probable losses which must be charged off
and to assess the risk characteristics of the portfolio in the aggregate. This
review takes into consideration the judgments of the responsible lending
officers and senior management and also those of bank regulatory agencies that
review the loan portfolio as part of the regular bank examination process. Loans
identified as having increased credit risk are classified in accordance with the
Company's loan policy and appropriate reserves are established for each loan
classification category based on pre-determined reserve percentages. Reserves
are established for the remaining unclassified portion of the loan portfolio
based on actual historical loss factors associated with certain loan types.

The provision for loan losses is charged to current earnings to bring the
allowance for loan losses to a level deemed appropriate by management. Actual
loan losses are charged directly to the allowance for loan losses while
recoveries on charged-off loans are credited to the allowance for loan losses.
The amount of the provision for loan losses is based on the growth of the loan
portfolio, the amount of net loan losses incurred and management's estimation of
potential future losses based on an evaluation of the risk in the loan
portfolio. The provision for loan losses was $2,332,279 for the six months ended
June 30, 2001, compared to $2,337,351 for the same period of 2000, representing
an decrease of $5,072, or .2%. The provision for loan losses during the first
six months of 2000 resulted from management's decision to make provisions for
current losses, actual growth in the loan portfolio and to increase the overall
level of the allowance for loan losses due to expansion into new markets, which
expansion resulted in growth in the loan portfolio. There was also an increase
in the amount of charged-off loans during the first six months of 2001 due to
expansion into new markets, which resulted in growth in the loan portfolio. Net
charge-offs for the six months ended June 30, 2001 were approximately $2,763,000
compared to $1,798,000 for the same period of 2000.
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The provision for loan losses for the second quarter of 2001 was approximately
$1,381,161 compared to $1,329,249 for the same period of 2000, representing a
decrease of $51,912 or 4.0%. Charge-offs exceeded recoveries by approximately
$1,233,000 and $668,000 for the quarters ended June 30, 2001 and 2000,
respectively. These changes during the second quarter of 2001 resulted as
management continued to out its decision to increase the allowance for loan
losses and its more aggressive assessment of past due credits.
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NON INTEREST INCOME

Non interest income for the six months ended June 30, 2001 was $4,814,731,
compared to $5,132,661 for the same period of 2000. This decrease of $317,930,
or 6.2%, during the first six months of 2001, compared to the same period of
2000, resulted primarily from decreases in insurance commissions and fees on
debt cancellation contracts. The Company recorded net gains on the sale of
investment securities of $378,021 during the six months ended June 30, 2001,
while losses on the sale of investment securities for the same period of 2000
were $26,886.

Non interest income reflected a decrease of $485,210, or 18.4%, for the second
quarter of 2001 compared to the same period of 2000. This decrease resulted
primarily from decreases of $89,465, or 44.1%, in debt cancellation fees and
$265,263, or 39.0% in insurance commissions and $138,097 or 26.2% in other
operating income.

NON INTEREST EXPENSE

Non interest expenses for the six months ended June 30, 2001 were $14,672,793,
reflecting a $657,182, or 4.3%, decrease over $15,329,975 for the same period of
2000. The primary components of non interest expenses are salaries and employee
benefits, which decreased $1,665,852 for the six months ended June 30, 2001,
17.2% lower than in the same period of 2000. The decreases in salaries and
employee benefits are due to corporate downsizing and reduced salary and
benefits to officers and executive officers at the bank and the Company.
Salaries and benefits also include compensation expense related to the release
of shares in the Company's leveraged ESOP. Occupancy costs increased $150,401,
or 11.7%, furniture and equipment expenses declined by $6,797, or 0.7%, while
director and committee fees decreased $37,780, or 13.1%. Other operating
expenses increased $902,846,0r 29.0%, to $4,018,621 during the first six months
of 2001 compared to $3,115,775 for the same period of 2000. This increase
primarily reflects an increase in the audit fees, legal fees and other costs
related to the special investigation committee.

Non-interest expenses were $7,808,204 for the three months ended June 30, 2001
compared to $7,661,081 for the same period of 2000. This increase of $147,123,
or 1.9%, during the second quarter of 2001 resulted primarily from an decrease
of $911,409, or 18.7%, in personnel cost, which was offset by an increase of
$975,402, or 63.6%, in other operating expenses. Professional fees for the
quarter were $1,188,540 for the three months ended June 30, 2001, compared to
$170,835 for the same period in the year ended June 30, 2000.

The Company's strategy is to make each office of its subsidiary bank a vital
part of the community it serves. Each office has management and personnel
similar to a full service, stand-alone bank. Although more expensive, the
Company believes this strategy has been successful for Community Bank, and best
serves its communities, customers and the Company's shareholders.
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INCOME TAXES

The provision for income taxes of $129,188 for the six months ended June 30,
2001 decreased $180,217, or 58.2%, compared to the same period of 2000, due
primarily to the decrease in income before taxes. The effective tax rate of
16.6% for the first six months of 2001 is less than the effective tax rate of
29.3% for the same period of 2000 reflects. The Company's effective tax rate of
23.9% for the second quarter of 2001 represents a decline from the effective tax
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rate of 26.8% for the second quarter of 2000. These shifts are in part due to
the effect of tax—-free interest income. The Company attempts to maximize its net
income through active tax planning.

[The remainder of this page intentionally left blank]
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ITEM 3.
QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

The Company's net interest income, and the fair value of its financial
instruments, are influenced by changes in the level of interest rates. Interest
rate sensitivity is a function of the repricing characteristics of the Company's
interest-earning assets and interest-bearing liabilities. Management monitors
its interest rate risk exposure through the use of a Static Gap analysis and an
Interest Rate Shock analysis.

The static gap analysis measures the amount of repricing risk embedded in the
balance sheet at a specific point in time, by comparing the difference in the
volume of interest-earning assets and interest-bearing liabilities that are
subject to repricing within specific time periods. During the first six months
of 2001, Community Bank saw its interest earning assets repricing within one
year increase while its interest bearing liabilities repricing during this same
period decreased. These changes reflect an improvement in the Company's static
gap position, as compared to year-end 2000. The Company remained liability
sensitive at June 30, 2001, indicating that it had more interest bearing
liabilities than interest earning assets repricing during the twelve months
ending June 30, 2002. The cumulative static gap position of rate sensitive
assets to rate sensitive liabilities at June 30, 2001 was: i) 69.0% AT 30 DAYS;
II) 61.3% AT 90 DAYS; III) 57.9% AT 180 DAYS; AND IV) 51.8% AT 365 DAYS.

The interest rate shock analysis measures the impact on Community Bank's net
interest income as a result of immediate and sustained shift in interest rates.
The movement in market rates are based on statistical regression analyses while
management makes assumptions concerning balance sheet growth and the magnitude
of interest rate movements for certain interest earning asset and
interest-bearing liabilities. Using actual maturity and repricing opportunities
of Community Bank's portfolio, in conjunction with management's assumptions, a
rate shock analysis is performed using a plus 200 basis points shift and a minus
200 basis points shift in interest rates. Based on the Company's June 30, 2001,
Asset/Liability Analysis, the improvement in net interest income, over the next
twelve months, resulting from a 200 basis points decrease in the interest rate
environment would be $1,272,000 or 4.6%. Conversely, a 200 basis points increase
in interest rates would result in a $2,974,000 or 10.7%, increase in net
interest income for the same period.

While movement of interest rates cannot be predicted with any certainty,
management believes that Community Bank's current interest rate sensitivity
analysis fairly reflects its interest rate risk exposure during the twelve
months ending June 30, 2002. Management continually evaluates the condition of
the economy, the pattern of market interest rates and other economic data to
determine the types of investments that should be made and at what maturities.

[The remainder of this page intentionally left blank]
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PART II - OTHER INFORMATION
ITEM 1 - LEGAL PROCEEDINGS

Except as noted in the foregoing, on June 8, 2001, the special litigation
committee of the Company's Board of Directors formed to investigate the
allegations contained in the lawsuit filed by M. Lewis Benson, Doris E. Benson,
John M. Pachard, Jr. and Andy C. Mann against the Company, Community Bank,
certain directors and officers of the Company and Community Bank and two
construction subcontractors filed its report under seal with the Circuit Court
of Blount County, Alabama. On June 18, 2001, the court entered a confidentially
order concerning the report. On June 28, 2001, the Company, Community Bank and
various other defendants filed a motion with the court to adopt the report of
the special committee, for partial summary judgement and to realign the parties
plaintiff. The court has scheduled a hearing on this motion for August 29, 2001.

There have been no material developments in the legal proceedings disclosed in
the section captioned "Item 3 - Legal Proceedings" in the Company's Annual
Report on Form 10-K for the year ended December 31, 2000.

On June 8, 2001, the special litigation committee filed its report under seal
with the court. On June 18, 2001, the court entered an order governing the
confidentiality of the special committee's report. On June 28, 2001, the
Company, Community Bank and various other defendants filed a motion with the
court to adopt the report of the special committee, for partial summary
judgement and to realign the parties plaintiff. The court has scheduled a
hearing on this motion for August 29, 2001. The Company 1is unable at this time
to predict the outcome of this lawsuit and its effect on the Company's
financial condition and results of operations. Regardless of the outcome,
however, this lawsuit could be costly, time-consuming and a diversion of
management's attention.

The Company and its subsidiaries are from time to time parties to other legal
proceedings arising from the ordinary course of business. Management believes,
after consultation with legal counsel, that no such proceedings, if resulting in
an outcome unfavorable to the Company, will, individually or in the aggregate,
have a material adverse effect on the Company's financial condition or results
of operations

ITEM 2 - CHANGES IN SECURITIES AND USE OF PROCEEDS

In February 200 1, the Company issued an aggregate of 11,661 shares of its
common stock to certain of Community Bank's city directors in payment of
director fees, in reliance upon an exemption from registration under Section
4(2) of the Securities Act of 1933.

ITEM 4 - SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

The annual meeting of shareholders of the Company was held on Thursday,
June 7, 2001. Glynn Debter, John J. Lewis, Jr., Loy McGruder and Bishop K.
Walker, Jr. were elected to serve as Class II directors of the Company until the
annual meeting of stockholders of the Company is 2004 or until their successors
are elected and qualified. The vote with respect to such election was as
follows:

Votes Cast Abstentions
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n Debter

J. Lewis, Jr.
McGruder
op K. Walker, Jr.

Votes Cast Against or or Broker
In Favor Withheld Non-Votes
3,216,917 517,895 4,706
3,204,763 529,649 4,706
3,203,797 530,615 4,706
3,191,527 542,885 4,706

The following directors continued in office following the shareholders

ing:
Name Term Expires
Denny Kelly 2002
Kennon R. Patterson, Sr. 2002
Merritt M. Robbins 2002
R. Wayne Washam 2002
Roy B. Jackson 2003
Hodge Patterson 2003
Kennon R. Patterson, Jr. 2003
Robert O. Summerford 2003
Jimmie Trotter 2003
29
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6 — EXHIBITS AND REPORTS ON FORM 8-K
Exhibits:

Exhibit Number

Description of Exhibit

Certificate of incorporation, as amended and restated May
2000 (Filed as Exhibit 3.2 to Form 10-Q for the quarter
June 30, 2000, and incorporated herein by reference)

By-laws of Registrant, as amended and restated May 2000
(Filed as Exhibit 3.1 to Form 10-Q for the quarter June
30, 2000, and incorporated herein by reference)

Rights Agent Agreement, dated January 13, 1999, between
Community Bancshares, Inc. and the Bank of New York (Filed
as Exhibit 4.1 to Form 8-A, filed January 21, 1999, and
incorporated herein by reference)

Indenture, dated March 23, 2000, by and between Community
Bancshares, Inc. and the Bank of New York (Filed as
Exhibit 4.4 to Form 10-Q for the quarter ended March 31,
2000, and incorporated herein by reference)
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11 Computation of Earnings Per Share

b) Reports on Form 8-K
During the quarter ended June 30, 2001, no reports were filed for the
Company on Form 8-K.
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SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the
registrant has duly caused this report to be signed on its behalf by the

undersigned thereunto duly authorized.

COMMUNITY BANCSHARES, INC.

August 16, 2001 /s/ Kennon R. Patterson, Sr.

Date Kennon R. Patterson, Sr., as its
President and Chief Executive Officer
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