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PRELIMINARY PROSPECTUS

UNITY BANCORP, INC.

1,150,000 SHARES OF COMMON STOCK AND
1,150,000 COMMON STOCK PURCHASE WARRANTS
(Subject to adjustment)
In Exchange for 103,500 Shares of Series A Preferred Stock

We are a Delaware corporation and bank holding company. Our common stock is
traded on the Nasdag National Market under the symbol "UNTY". We are offering an
aggregate of up to 1,150,000 shares of our common stock and 1,150,000 common
stock purchase warrants in exchange for the outstanding shares of our Series A
Preferred Stock.

o We will exchange 10.1 shares of our common stock and 10.1 common stock
purchase warrants for each share of the Series A Preferred Stock. Each
warrant will allow the holder to purchase one share of our common stock for
an exercise price of $5.50 per share for a period of fifteen months.

o In addition, we will exchange one share of common stock and one common
stock purchase warrant in full satisfaction of each $4.95 in accrued but
unpaid dividends on each share of Series A Preferred Stock tendered.

o The number of shares we are offering in exchange for the Series A Preferred
Stock and in satisfaction of the accrued but unpaid dividends, and the
exercise price of the warrants are all subject to adjustment, in the event
the value of our common stock exceeds $4.20 per share as described under
"Summary of the Exchange Offer - Adjustments to the Terms of the Offering"
on p. 4:

o You may withdraw your tender of Series A Preferred Stock at any time before
the expiration of this exchange offer. All shares of Series A Preferred
Stock that are validly tendered and not validly withdrawn will be
exchanged.

o The exchange offer will expire on July 13, 2001 at 5:00 p.m., New York
City time, unless extended.

Investment in the common stock and common stock purchase warrants to be
issued in this exchange offer involves risks. See the risk factors section
beginning on page 9.

Neither the Securities and Exchange Commission nor any state securities
commission has approved or disapproved of the common stock and common stock

purchase warrants or passed upon the adequacy or accuracy of this prospectus.
Any representation to the contrary is a criminal offense.
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SUMMARY

This summary highlights some information from this prospectus. Because this
is only a summary, it does not contain all of the information that may be
important to you. Therefore, you should also read the entire prospectus,
especially "Risk Factors," the consolidated financial statements and the notes
to those statements and the documents we have referred you to.

BACKGROUND AND REASONS FOR THE EXCHANGE OFFER

In March of 2000, we completed the sale of the Series A Preferred Stock to
approximately 31 sophisticated investors without registration under the
Securities Act of 1933. The Series A Preferred Stock has therefore been subject
to transfer restrictions pursuant to SEC Rule 144. We originally sold the Series
A Preferred Stock in order to increase our capital, which had been reduced
through rapid growth and losses we incurred in 1999.

The Series A Preferred Stock provides for a 10% cumulative annual dividend.
Shares of the Series A Preferred Stock can be converted into our common stock at
an assumed price of $7.25 per share (i.e., 6.8966 shares of common stock per
preferred share). We may redeem the Series A Preferred Stock, at our option,
after twenty-four (24) months upon the payment to the holders of the preferred
shares of $50.00 per preferred share plus all accrued and unpaid dividends.

We paid the first required partial period dividend on the Series A
Preferred Stock in April of 2000. However, we have been prohibited by our
federal and state regulators from paying subsequent dividends on the preferred
shares, and no dividends beyond the April, 2000 dividend have been paid. As of
March 31, 2001 there were $518 thousand in dividend arrearages accrued on the
Series A Preferred Stock, or $5.00 per preferred share. We cannot predict when
our regulators might permit us to begin paying dividends on the Series A
Preferred Stock and when we will have the financial ability to do so. Dividends
accrue at approximately $130,000, or $1.25 per share of Series A Preferred
Stock, per quarter.

In light of our inability to pay the dividend arrearages on the Series A
Preferred Stock in the foreseeable future and in light of our continued losses
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through 2000, which make it likely we may need to raise additional capital in
the near term, a special committee of our Board of Directors concluded it was in
our best interests to convert the Series A Preferred Stock into common stock and
retire the dividend arrearage. To the extent the exchange offer is accepted by
holders of our outstanding Series A Preferred Stock, it will facilitate our
ability to raise capital in the future by reducing the outstanding accrued but
unpaid dividends and by retiring a senior security. Even to the extent that a
small percentage of holders of the Series A Preferred Stock tender, it will
reduce the amount of dividends in arrears and reduce our dividend cost going
forward.

In order to induce the holders of the Series A Preferred Stock to
participate in the exchange offer, we are offering a 32% reduction in the
exchange ratio for the Series A Preferred Stock. In addition, for each share of
common stock due to holders in exchange for Series A Preferred Stock, holders
will receive one common stock purchase warrant. Tendering holders of the Series
A Preferred Stock will also receive one share of common stock and one common
stock purchase warrant in satisfaction of each $4.95 in accrued but unpaid
dividends. The 32% reduction in the exchange ratio reduces the assumed price of
the common stock from $7.25 per share (or 6.8996 common shares per preferred
share) to an assumed price of $4.95 per share (or 10.1 common shares per
preferred share), subject to adjustment as described elsewhere in this
prospectus. The shares of our common stock issued to holders of the Series A
Preferred Stock will be in full satisfaction our obligation to pay the dividends
in arrears on those shares of Series A Preferred Stock.

OUR BUSINESS

We are a one-bank holding company incorporated under the laws of the State
of Delaware to serve as a holding company for Unity Bank. The bank is a
full-service commercial bank, providing a wide range of business and consumer
financial services through its main office and twelve (12) branches located in
Clinton, Colonia, Edison, Flemington, Highland Park, Linden, North Plainfield,
Scotch Plains, South Plainfield, Springfield, Union and Whitehouse, New Jersey.
Our primary service area encompasses the Route 22/Route 78 corridor between our
Clinton, New Jersey main office and our Union, New Jersey branch. This service
area includes communities in Essex, Hunterdon, Middlesex, Morris, Somerset,
Union and Warren Counties, New Jersey.

We have been operating under regulatory orders for the past year and
one-half. In the second half of 1999, we incurred certain losses which, combined
with our asset growth, caused our capital ratios to fall below levels required
under federal regulation. As a result of the capital deficiency, in the first
quarter of 2000, we entered into memoranda of understandings with our primary
regulatory agencies. However, due to continued losses through the first two
quarters of 2000, among other reasons, we entered into stipulations and
agreements with each of our respective regulators on July 18, 2000. Under these
agreements, we are required to take a number of affirmative steps, including
hiring an outside consulting firm to review our management structure, adopting
strategic and capital plans which will increase the bank's leverage ratio to 6%
or above, reviewing and adopting various policies and procedures, adopting
programs with regard to the resolution of certain criticized assets, and
providing ongoing reporting to the various regulatory agencies with regard to
our progress 1in meeting the requirements of the agreements. The agreements
require us to establish a compliance committee of our Board of Directors to
oversee our efforts in meeting all requirements of the agreements, and prohibit
the bank from paying dividends to us and us from paying dividends on our common
or preferred stock, without regulatory approval. As of December 31, 2000, we
believe we are in compliance with the requirements of the agreements.
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As a result of the regulatory orders and our losses in 1999 and 2000, we
undertook a number of steps during 2000 to restructure our balance sheet,
enhance our capital ratios and restructure our management. In the first quarter
of 2000, we undertook the offering of our Series A Preferred Stock. This
resulted in $4.9 million in proceeds, net of offering expenses.

Also during 2000, we engaged in certain sales of loan packages. In the
first quarter of 2000, we sold $36.4 million in adjustable rate 1-4 family
mortgages, recognizing a loss of $731 thousand. In the third quarter of 2000, we
also sold $44.9 million in home equity loans, recognizing a loss of $1.2
million. The loan sales helped improve our liquidity as well as our capital
ratios by reducing outstanding assets. In addition, the cash from the third
quarter loan sale was used to fund the sale of five (5) of our branches in the
fourth quarter of 2000. The branch sales involved the assumption of $48.0
million in deposits by the acquirers, who also assumed our lease obligations
under the leases for the branch premises. We recognized an after tax gain of
$2.0 million on these sales.

Also in the fourth quarter of 2000, Certified Mortgage Associates, Inc., a
subsidiary of the bank, ceased operations. CMA had been acquired in February
1999. However, CMA had not operated profitably since the second quarter of 1999.
Certain members of management left the employment of CMA in the third and fourth
quarters of 2000 and we elected to have CMA cease operations during the fourth
quarter. In connection with CMA's termination of business, we wrote off $3.2
million in intangibles recorded on the acquisition of CMA, in the third and
fourth quarters of 2000. During August 2000, Mr. Robert J. Van Volkenburgh, our
former Chairman and Chief Executive Officer, resigned from his positions with
us. In February 2001, Mr. Van Volkenburgh filed a complaint in the Superior
Court of New Jersey alleging a breach of certain employment agreements. We
intend to vigorously defend ourselves from any claims for payment under these
agreements. We believe we have strong defenses to the claims made by Mr. Van
Volkenburgh and he is not likely to succeed in this regard. No discovery has
taken place. Our position is based upon what we know as of the date of this
prospectus, and we may change our opinion based on future developments.

Our principal executive offices are located at 64 0ld Highway 22, Clinton,
New Jersey 08809, and our telephone number is (908) 730-7630.

SUMMARY OF THE EXCHANGE OFFER

THE EXCHANGE OFFER. &t ittt ittt ettt eeeeeeeeeeannns We are offering to exchange 10.1 shares of cc
purchase warrants for each share of Series A
adjustment as described below.

In addition, we will exchange one share of ou
purchase warrant in full satisfaction for eac
dividends, through the consummation of the ex
Series A Preferred Stock tendered, again subj
shares which you may be entitled to will be r
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ADJUSTMENTS TO THE TERMS OF

THE OFFERING ...

THE COMMON STOCK

share, taking into account the entire number
and combining fractional shares to the extent

FEach warrant will allow the holder to purchas
an exercise price $5.50 per share, subject tc
warrants may be exercised for fifteen (15) mc
exchange offer. We may permit the warrant hol
of warrants by surrendering previously outsta
lieu of paying the exercise price of the warr
freely transferable by the holder. However, w
public market for the warrants, as there will

The terms of our exchange offer are subject t
of our common stock, determined in the manner
share. For the purposes of this offering, we
common stock of $4.95 per share. By using thi
the exchange ratio of 10.1 shares of common s
for each share of Series A Preferred Stock.

If the value of our common stock exceeds $4.2
assumed value upward by an amount equal to th
per share. For example, if the value of our c
will increase the assumed value per common sh
per share. Therefore, the exchange ratio woul
common stock and 9.7 common stock purchase wa

In addition, if the value of our common stock
exercise price for our warrants will also be
value of our common stock is $4.40 per share,
warrant would be increased by $0.20 to $5.70

Finally, the assumed value used in determinin
stock each holder of Series A Preferred Stock
accrued and unpaid dividends will also be adj
the exchange ratio for our common stock and t
Therefore, if the value of our common stock i
would receive one share of common stock and c
for each $5.15 in accrued but unpaid dividend

For the purposes of these adjustments, we wil
stock by taking the average closing price of
National Market for the ten (10) trading days
business day preceding the expiration date of
extended from time to time. As of June 26, 20
our common stock determined in this manner wa

Our common stock 1is traded on the Nasdag Nati
"UNTY". The shares of common stock issued in
transferable. There are currently 603 record
June 25, 2001, the last sale price of our com
Market was $4.25. See "Market for Our Common
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OUTSTANDING COMMON SHARES.............ia...

RIGHTS SURRENDERED UPON TENDER

OF PREFERRED STOCK......

INTERESTS OF CERTAIN MEMBERS OF
MANAGEMENT IN THE TRANSACTION.......iiiiienneenn.

CONDITIONS TO THE EXCHANGE

PROCEDURES FOR TENDERING

Prior to the exchange offer..................
Upon consummation of the exchange offer(1l)...
Upon exercise of the warrants(2).............

In tendering your shares of Series A Preferre
stock, you will be forfeiting certain rights
Preferred Stock.

By its terms, the Series A Preferred Stock 1is
cumulative dividend, and we cannot pay divide
dividends on the Series A Preferred Stock hav
Series A Preferred Stock continues to accumul
Stock is redeemed or is converted into common

We may not redeem the Series A Preferred Stoc
the Series A Preferred Stock after that date,
dividends. By accepting the exchange offer, vy
dividends on your shares, and you will receiv
all dividends accrued through the date of exc
dividend preference, and you will receive div
declared by the Board of Directors in complia
and policies governing us. Under our agreemen
currently able to pay dividends.

In addition, upon liquidation, the Series A P
claim ahead of our common stock upon our asse
preferred share plus all accrued and unpaid G
preference upon liquidation.

Members of our Board of Directors and managen
A Preferred Stock. Members of our Board and m
receive the same terms as unaffiliated holder
All of the members of our Board and managemen
Stock have indicated their intention to excha
pursuant to the offer.

The exchange offer is not conditioned upon an
Preferred Stock being tendered for exchange.
exchange offer if, in our reasonable judgment
any law, statute, rule or regulation. See "Th
the Exchange Offer."

If you wish to tender your shares of Series A
offer, you must complete and sign the letter
provided, according to the instructions conta
then mail, fax or hand deliver the letter of
certificates representing the Series A Prefer
other required documents, to us at the addres
transmittal. You should allow sufficient time

If you own Series A Preferred Stock registere
commercial bank, trust company or other nomin
Preferred Stock in this offering, you are urg

We will act as the exchange agent for this of
tender and requests for information should al
Exchange Offer —-- Procedures for Tendering Se
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(1) Assumes all shares of Series A Preferred Stock are tendered for exchange
and 1,150,000 common shares are issued and 1,150,000 warrants are issued,
both upon exchange of the Series A Preferred Stock and in satisfaction of
accrued and unpaid dividends of $518 thousand through March 31, 2001.
Dividends will continue to accrue through consummation of this exchange
offer. Dividends on the outstanding Series A Preferred Stock accrue at a
rate of $1.25 per share per quarter.

(2) Assumes warrants to purchase 1,150,000 shares are exercised.

EXPIRATION DATE; WITHDRAWAL. ... .ttt ittt nennnnn

GUARANTEED DELIVERY

PROCEDURES. ...

TAX CONSIDERATIONS. .t ittt ittt ittt et enneenns

USE OF PROCEEDS. .ttt ittt ittt iie e et teneeennn

EXCHANGE AGENT

The exchange offer will expire on (1) the ear
2001, or the date when all Series A Preferred
tendered, or (2) a later date and time to whi
the offering. We will accept for exchange any
Series A Preferred Stock that are validly ten
exchange offer prior to 5:00 p.m., New York C
expiration date. You may withdraw the tender
Preferred Stock at any time prior to the expi
Series A Preferred Stock not accepted for exc
reason will be returned without expense to th
as promptly as practicable after the expirati
of the exchange offer. The shares of common s
stock purchase warrants issued in the exchang
delivered promptly following the expiration d

Exchange Offer —-- Terms of the Exchange Offer
Tendering Series A Preferred Stock" and "== W
Tenders."

If you wish to tender your Series A Preferred
your Series A Preferred Stock is not immediat
(2) you cannot deliver your Series A Preferre
with the letter of transmittal to the exchang
the expiration date, you may tender your Seri
Stock according to the guaranteed delivery pr
in the letter of transmittal. See "The Exchan
Procedures for Tendering Series A Preferred S
Delivery Procedures."

For U.S. federal income tax purposes, the exc
Preferred Stock for shares of common stock an
purchase warrants should not be considered a
or otherwise a taxable event to the holders o
Receipt of shares of common stock in satisfac
outstanding dividends in arrears will be deem
dividends to you. See "Certain U.S. Federal I
Consequences"

We will receive no proceeds from the exchange

We are serving as exchange agent in connectic

9
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CONSEQUENCES OF NOT EXCHANGING

THE SERIES A PREFERRED STOCK

exchange offer for the stock.

If you do not tender your shares of Series A
will continue to hold and to have all of the

obligations of the Series A Preferred Stock.

Preferred Stock was issued under an exemption
under the Securities Act of 1933, any transfe
Preferred Stock must be undertaken in complia
restrictions contained in SEC Rule 144.

In addition, under our agreements with our va
are not currently permitted to

pay dividends on any of our outstanding secur
to determine when these restrictions may be 1
do not currently anticipate that holders of t
Preferred Stock will receive current dividend
nor will dividends be paid for the foreseeabl

Further, under the terms of the Series A Pref
redeem the Series A Preferred Stock beginning
the full stated value of the Series A Preferr
unpaid dividends. However, as a result of our
regulators and our capital position, we will
redeem the Series A Preferred Stock for the f

You may, at any time, convert your Series A P
common stock at an assumed price of $7.25 per
significant premium over the terms of the cur
Further, we may require you to convert your S
Shares into common shares at an assumed price
share after the Series A Preferred Stock has

twenty-four (24) months and after our common

or above $7.25 for ten (10) out of fifteen (1
trading days.

The terms of the Series A Preferred Stock wil
the exchange offer, and any holder of Series
electing not to participate in the exchange o
be bound by these terms.

SUMMARY CONSOLIDATED FINANCIAL DATA

Set forth below is our summary consolidated financial data for the three

10
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(3) years ended December 31, 2000, which are derived from our audited
consolidated financial statements, and at and for the three month periods ended
March 31, 2001 and 2000, which are derived from our unaudited financial
statements at and for such dates. The following summary consolidated financial
data should be read in conjunction with the selected financial data, the
consolidated financial statements and the notes to those statements and
"Management's Discussion and Analysis of Financial Condition and Results of
Operations" appearing elsewhere in this prospectus.

7
UNITY BANCORP, INC.
SELECTED CONSOLIDATED FINANCIAL DATA
(Dollar in thousands, except per share data) Quarter Ended
March 31st At or for the Ye
2001 2000 2000 1999
SELECTED RESULTS OF OPERATIONS
Interest income $ 6,016 $ 7,101 $ 28,017 $ 23,688
Interest expense 3,353 4,225 16,322 12,738
Net interest income 2,663 2,876 11,695 10,950
Provision for loan losses 150 246 716 1,743
Other income 1,161 544 7,666 5,606
Other expenses 3,540 4,899 23,718 20,578
Tax expense (benefit) [ (709) 839 (2,387)
Net income (loss) 128 (1,0106) (5,912) (3,378)
PER SHARE DATA
Net income (loss) per common
share (basic) (0.00) (.027) (1.71) (0.91)
Net income (loss) per common
share (diluted) (0.00) (0.27) (1.71) (0.91)
Book value per common share 4.38 5.58 4.32 5.88
Cash dividend on common shares - - - 0.24
SELECTED BALANCE SHEET DATA
Total assets 367,044 409,715 356,003 438,969
Loans 223,948 287,069 226,140 322,532
Allowance for loan losses 2,550 2,387 2,558 2,173
Investment securities 79,163 73,526 70,837 74,349
Deposits 331,088 377,339 320,318 357,538
Borrowings 10,000 0 10,000 53,000
Shareholders' equity 21,680 25,603 21,314 21,792
FINANCIAL RATIOS
Return on average assets .22% (0.94%) (1.44)% (0.94)%
Return on average common equity .05% (19.11%) (33.43)% (14.33)%
Net interest margin 3.21% 3.02% 3.19% 3.49%
Net interest spread 2.40% 2.47% 2.61% 3.01%
ASSET QUALITY RATIOS
Allowance for loan losses to loans 1.14% .83% 1.13% 0.67%
Allowance for loan losses to
non-performing loans 44.63% 87.47% 61.27% 137.71%
Non-performing loans to total loans 2.51% .95% 1.85% 0.49%

11
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Non-performing assets to total assets 1.68% .85% 1.21% 0.

Net charge-offs to average loans .28% .04% .12% 0.
CAPITAL RATIOS - COMPANY

Leverage ratio 6.12% 5.20% 5.50% 4.

Tier 1 risk-based capital ratio 9.79% 7.70% 9.61% 6.

Total risk-based capital ratio 10.94% 8.52% 10.76% 6.
CAPITAL RATIOS - BANK

Leverage ratio 5.80% 4.88% 5.24% 4.

Tier 1 risk-based capital ratio 9.27% 7.19% 9.12% 5.

Total risk-based capital ratio 10.42% 8.62% 10.26% 6.
(1) The net interest margin is calculated by dividing net interest income by

average interest earning assets.

(2) The net interest spread is the difference between the weighted average
yield on interest earning assets and the weighed average cost of interest
bearing liabilities.

RISK FACTORS

Holders of the Series A Preferred Stock should carefully consider the
information set forth under the caption "Risk Factors" and all other information
set forth in this prospectus before tendering their shares in the exchange
offer. Certain statements in this prospectus are forward-looking and are
identified by the use of forward-looking words or phrases such as "intended,"
"will be positioned," "believes," "expects," is or are "expected" and
"anticipated." These forward-looking statements are based on our current
expectations. The risk factors set forth below are cautionary statements
identifying important factors that could cause actual results to differ
materially from those in the forward-looking statements.

WE ARE CURRENTLY OPERATING UNDER AGREEMENTS WITH OUR PRIMARY REGULATORS.

Due to the significant losses which we incurred in 1999 and 2000, among
other reasons, on July 18, 2000 we entered into stipulations and agreements with
our federal and state regulators. Under these agreements, we are required to
take a number of affirmative steps, including hiring an outside consulting firm
to review our management structures, adopting strategic and capital plans which
will increase the bank's leverage capital ratio to 6% or greater, reviewing and
modifying, where appropriate, or adopting, as appropriate, policies and
procedures governing various aspects of our business, adopting programs with
regard to the resolution of certain criticized assets, and providing on-going
reports to the various regulatory agencies regarding our progress in meeting the
requirements of these agreements. If we fail to comply with the terms of these
agreements, the regulatory authorities may take a variety of actions against us,
including requiring the bank to cease activities the regulators believe to be in
violation with the agreement, requiring us to raise new capital, requiring us to
sell the bank or, ultimately, terminating our Federal deposit insurance.

WE HAVE RECENTLY INCURRED SIGNIFICANT LOSSES.
We incurred net losses from operations in the year ended December 31, 2000
of $5.9 million and in the year ended December 31, 1999 of $3.4 million. There

can be no assurance that we will be able to grow the core deposits of the bank,
restructure our funding mix, originate higher yielding assets and restore the

12
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company to profitability.
THE EXCHANGE OFFER VALUES OUR COMMON STOCK AT A PREMIUM TO CURRENT MARKET PRICE.

Under the terms of the exchange offer, each share of Series A Preferred
Stock with a stated value of $50.00 will be exchanged for 10.1 shares of our
common stock and 10.1 common stock purchase warrants, subject to adjustment as
provided for herein. Assuming no value is attributed to the common stock
purchase warrants, this exchange will value our common stock at a minimum of
$4.95 per share, a significant premium to the current market price for our
common stock. On May 22, the closing price for our common stock on the Nasdag
market was $4.00. We can give you no assurances that the price for our common
stock will increase to equal or exceed the assumed value of our common stock in
the exchange offer.

OUR NON-PERFORMING ASSETS HAVE SIGNIFICANTLY INCREASED.

From December 31, 1999 to December 31, 2000 our total non-performing assets
have increased by $1.2 million, or 40%. This trend has continued through the
first quarter as our total non-performing assets increased by 42.3% from
December 31, 2000 to March 31, 2001. Our ratio of non-performing assets to loans
and other real estate owned increased to 2.74% at March 31, 2001, from 1.21% at
March 31, 2000. If our non-performing assets continue to increase, we will be
required to take significant additional provisions for loan losses and our net
income will be adversely affected. The level of our non-performing assets is
affected by many factors, including some which are not within our control. These
factors include general economic and business conditions, economic and business
conditions within the New Jersey economy serviced by most of our borrowers,
levels of employment and other economic conditions.

CURTAILMENT OF THE SMALL BUSINESS ADMINISTRATION LOAN PROGRAM COULD NEGATIVELY
AFFECT THE COMPANY.

The bank has generally sold the guaranteed portion and has occasionally
sold part of the unguaranteed portion of SBA loans in the secondary market.
There can be no assurance that the bank will be able to continue originating
these loans, or that a secondary market will exist for, or that the bank will
continue to realize premiums upon the sale of, the guaranteed and unguaranteed
portions of the SBA loans. The federal government presently guarantees 75% to
85% of the principal amount of each qualifying SBA loan. There can be no
assurance that the federal government will maintain the SBA program, or if it
does, that such guaranteed portion will remain at its current funding level.
Furthermore, there can be no assurance that the bank will retain its preferred
lender status, which, subject to certain limitations, allows the bank to approve
and fund SBA loans without the necessity of having the loan approved in advance
by the SBA, or that if it does, that the federal government will not reduce the
amount of such loans which can be made by the bank. In addition, the bank relies

on the expertise of a few key officers in its SBA lending. The retention of such
officers is important to the success of the SBA lending and the amount of income
the bank derives from SBA lending. The bank believes that its SBA loan portfolio
does not involve more than a normal risk of collectability. However, since the
bank has sold the guaranteed portion of substantially all of its SBA loan
portfolio, the bank incurs a credit risk on the non-guaranteed portion of the
SBA loans. In the event of default on a SBA loan, the bank's pursuit of remedies
against a borrower is subject to SBA approval, and where the SBA establishes
that its loss is attributable to deficiencies in the manner in which the loan
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application has been prepared and submitted, the SBA may decline to honor its
guarantee with respect to the bank's SBA loans or it may seek the recovery of
damages from the bank. The SBA has never declined to honor its guarantees with
respect to the bank's SBA loans, although no assurance can be given that the SBA
would not attempt to do so in the future.

WE MAY BE SUBJECT TO HIGHER OPERATING COSTS AS A RESULT OF GOVERNMENT
REGULATION.

We are subject to extensive federal and state legislation, regulation and
supervision which is intended primarily to protect depositors and the Federal
Deposit Insurance Corporation's Bank Insurance Fund, rather than investors.
Legislative and regulatory changes may increase our costs of doing business or
otherwise adversely affect us and create competitive advantages for non-bank
competitors. In addition, because of our agreements with our regulatory
agencies, our Federal deposit insurance premiums have significantly increased
and will remain higher than premiums charged to our competitor institutions
until our regulatory standing significantly improves. Higher Federal deposit
insurance premiums will continue to place us at a competitive disadvantage.

WE CANNOT PREDICT HOW CHANGES IN TECHNOLOGY WILL IMPACT OUR BUSINESS.

The financial services market, including banking services, 1is increasingly
affected by advances in technology, including developments in:

o telecommunications;

o data processing;

o automation;

o Internet-based banking;

o telebanking; and

o debit cards and so-called "smart cards."

Our ability to compete successfully in the future will depend on whether we
can anticipate and respond to technological changes. To develop these and other
new technologies we will likely have to make additional capital investments.
Although we continually invest in new technology, we cannot assure you that we
will have sufficient resources or access to the necessary proprietary technology
to remain competitive in the future.

CHANGES IN LOCAL ECONOMIC CONDITIONS COULD ADVERSELY AFFECT OUR LOAN PORTFOLIO.

Our success depends to a great extent upon the general economic conditions
of the local markets that we serve. Unlike larger banks that are more
geographically diversified, we provide banking and financial services primarily
to customers in the four counties in central New Jersey markets in which we have
branches, so any decline in the economy of New Jersey could have an adverse
impact on us.

Our loans, the ability of borrowers to repay these loans and the value of
collateral securing these loans, are impacted by economic conditions. In
addition, a large portion of our income is generated from gains on the sale of
SBA loans and the related servicing. Our financial results, the credit quality
of our existing loan portfolio, and the ability to generate new loans with
acceptable yield and credit characteristics may be adversely affected by changes
in prevailing economic conditions, including declines in real estate values,
changes in interest rates, adverse employment conditions and the monetary and
fiscal policies of the federal government. Although economic conditions in our
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primary market area are strong and have aided our recent growth, we cannot
assure you that these conditions will continue to prevail. We cannot assure you
that positive trends or developments discussed in this prospectus will continue
or that negative trends or developments will not have a significant adverse
effect on us.

10

OUR ALLOWANCE FOR LOAN LOSSES MAY NOT BE ADEQUATE TO COVER ACTUAL LOSSES.

Like all financial institutions, we maintain an allowance for loan losses
to provide for loan defaults and nonperformance. Our allowance for loan losses
may not be adequate to cover actual losses, and future provisions for loan
losses could materially and adversely affect results of our operations. Risks
within the loan portfolio are analyzed on a continuous basis by management, and
periodically, by an independent loan review function and by the audit committee.
A risk system, consisting of multiple grading categories, is utilized as an
analytical tool to assess risk and the appropriate level of loss reserves. Along
with the risk system, management further evaluates risk characteristics of the
loan portfolio under current economic conditions and considers such factors as
the financial condition of the borrowers, past and expected loan loss
experience, and other factors management feels deserve recognition in
establishing an adequate reserve. This risk assessment process is performed at
least quarterly, and, as adjustments become necessary, they are realized in the
periods in which they become known. The amount of future losses is susceptible
to changes in economic, operating and other conditions, including changes in
interest rates, that may be beyond our control, and these losses may exceed
current estimates. State and federal regulatory agencies, as an integral part of
their examination process, review our loans and allowance for loan losses and
have in the past required an increase in our allowance for loan losses. Although
we believe that our allowance for loan losses is adequate to cover probable and
reasonably estimated losses, we cannot assure you that we will not further
increase the allowance for loan losses or that regulators will not require us to
increase this allowance. Either of these occurrences could adversely affect our
earnings.

WE ARE IN COMPETITION WITH MANY OTHER BANKS, INCLUDING LARGER COMMERCIAL BANKS
WHICH HAVE GREATER RESOURCES THAN US

The banking industry within the State of New Jersey is highly competitive.
The bank's principal market area is served by branch offices of large commercial
banks and thrift institutions. In addition, in 1999 the Gramm-Leach-Bliley
Financial Modernization Act of 1999 was passed into law. The Modernization Act
permits other financial entities, such as insurance companies and securities
firms, to acquire or form financial institutions, thereby further increasing
competition. A number of our competitors have substantially greater resources
than we do to expend upon advertising and marketing, and their substantially
greater capitalization enables them to make much larger loans. Our success
depends a great deal upon our judgment that large and mid-size financial
institutions do not adequately serve small businesses in our principal market
area and our ability to compete favorably for such customers. In addition to
competition from larger institutions, we also face competition for individuals
and small businesses from recently formed banks seeking to compete as "home
town" institutions. Most of these new institutions have focused their marketing
efforts on the smaller end of the small business market we serve.

THERE IS A RISK THAT WE MAY NOT BE REPAID IN A TIMELY MANNER, OR AT ALL, FOR
LOANS WE MAKE
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The risk of nonpayment (or deferred or delayed payment) of loans is
inherent in commercial banking. Such non-payment, or delayed or deferred payment
of loans to the bank, if they occur, may have a material adverse effect on our
earnings and overall financial condition. Additionally, in compliance with
applicable banking laws and regulations, the bank maintains an allowance for
loan losses created through charges against earnings. As of March 31, 2001, the
bank's allowance for loan losses was $2.6 million. The bank's marketing focus on
small to medium-size businesses may result in the assumption by the bank of
certain lending risks that are different from or greater than those which would
apply to loans made to larger companies. We seek to minimize our credit risk
exposure through credit controls which include evaluation of potential
borrowers, available collateral, liquidity and cash flow. However, there can be
no assurance that such procedures will actually reduce loan losses.

THE LAWS THAT REGULATE OUR OPERATIONS ARE DESIGNED FOR THE PROTECTION OF
DEPOSITORS AND THE PUBLIC, BUT NOT OUR STOCKHOLDERS

The federal and state laws and regulations applicable to our operations
give regulatory authorities extensive discretion in connection with their
supervisory and enforcement responsibilities, and generally have been
promulgated to protect depositors and the deposit insurance funds and not for
the purpose of protecting stockholders. These laws and regulations can
materially affect our future business. Laws and regulations now affecting us may
be changed at any time, and the interpretation of such laws and regulations by
bank regulatory authorities is also subject to change. We can give no assurance
that future changes in laws and regulations or changes in their interpretation
will not adversely our business.

11

USE OF PROCEEDS

We will not receive any proceeds from the issuance of the common stock
offered in the exchange offer. In the event the warrants are exercised, we will
receive the proceeds from that exercise. Assuming 1,150,000 warrants are issued
as part of the exchange offer, all of those warrants are exercised and that the
exercise price for each of the warrants is $5.50, we would receive $6,325,000 in
proceeds. These proceeds would be used for general corporate purposes, to
augment our capital and to provide additional capital to the bank.

The net proceeds from the sale of the Series A Preferred Stock, after
deducting offering expenses, was approximately $4.9 million. These proceeds were
contributed to the bank to supplement its capital.

CAPITALIZATION

The following table sets forth the capitalization of Unity Bancorp, Inc. as
of March 31, 2001, based on common stock outstanding on that date of 3,706,708
shares:

- on an actual basis; and

- on an as adjusted basis to give effect to the offering of the common
stock, after deduction of estimated offering expenses, assuming all
shares of Series A Preferred Stock outstanding are exchanged for stock
on the terms set forth herein.

- The capitalization information set forth in the table below is
qualified by and should be read in conjunction with the more detailed
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consolidated financial statements and the notes to those financial
statements included elsewhere in this prospectus. The table below also
reflects the estimated expenses of the proposed exchange, which must
be recognized when incurred, and a deemed dividend payable to the
preferred holders of $1.9 million (See "The Exchange Offer -
Accounting Treatment") .

March 31,
2001
Shareholders' equity

Preferred stock class A, 10% cumulative and convertible,
103,500 shares issued and outstanding S 4,929
Common stock, no par value, 7,500,000 shares authorized 26,234
Treasury stock, at cost, 156,860 shares (1,762)
Retained deficit (7,664)
Accumulated other comprehensive loss, net of tax benefit (57)
Total Shareholders' Equity $ 21,680
Outstanding Common Shares 3,706,708

12

MARKET FOR THE COMMON STOCK

Our common stock is traded on Nasdag Market under the symbol "UNTY." The
following table shows the high and low bid price for the common stock on the
Nasdag Market for the last two fiscal years and for the most recently completed
quarter. High and low bid prices reported on the Nasdag Market reflect
inter-dealer quotations, without retail markup, markdown or commissions, and may
not necessarily represent actual transactions.

2001
High Low Cash Dividend
1st QUALLEr v i ittt ettt S 4.00 $2.06 $0.00
2nd Quarter (through May 22, 2001).. $ 5.00 $2.93 $0.00
2000
High Low Cash Dividend
Ist QuUArter . ...ttt i S 6.68 $5.25 $0.00
2nd QUATLLETr vt ittt et et e S 6.25 $3.50 $0.00
3rd QUATrLEer i ittt e e S 4.94 $3.44 $0.00
4th QUATEET ittt ettt S 4.38 $2.00 $0.00
1999

As
Adjusted
$ 0

33,098

(1,762)

(9,699)

(57)
$ 21,580
4,856,708
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High Low Cash Dividend
.................... $ 8.50 $4.75 $0.06
.................... $11.75 $6.38 $0.06
.................... $12.00 $9.63 $0.06
.................... $11.00 $9.31 $0.06

Under our stipulations and agreements with our federal and state

regulators,

we are not allowed to pay cash dividends on our securities.

We have

therefore not paid any cash dividends on common stock since the fourth quarter

of 1999.

As of March 31,

2001, we had 603 common shareholders of record.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis of financial condition and results of
operations should be read in conjunction with the consolidated financial

statements and the notes relating thereto included herein.

When necessary,

reclassifications have been made to prior period's data throughout the following
discussion and analysis for purposes of comparability with prior period data.

NET INCOME

RESULTS OF OPERATIONS FOR THE QUARTER ENDED MARCH 31,

2001

We recorded net income of $128 thousand or $0.00 per diluted common share

for the quarter ended March 31,
$0.27 loss per diluted common share for the first quarter of 2000.

2001 compared to net a net loss $1.0 million, or
The improved

operating results were primarily the result of a decrease in non-interest

expense and an increase in non-interest income.
$1.4 million,

subsidiary,
branches in

Non-interest expense decreased
or 27.7 percent, as a result of the dissolution of our CMA

the reduced number of branches resulting from the sale of five
December 2000, and improved expense control. Non-interest income

increased $617 thousand as a result of a $731 thousand loss on the sale of
mortgage loans in the first quarter of 2000.

NET INTEREST INCOME

COMPARATIVE AVERAGE BALANCE SHEETS

(Dollar amounts in thousands - Interest amounts and interest rates/yields on a
fully tax-equivalent basis.)

For the Three months ended March 31 2001
Average Rate/ A
Balance Interest Yield E
Assets
Interest Earning Assets
Commercial Loans $ 85,992 $1,885 8.89% S
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SBA Loans
Mortgage Loans
Consumer Loans

Total Loans

Securities Available for sale
Securities Held to maturity
Federal funds sold and interest bearing deposits

Total Interest-earning assets
Non-interest earning assets
Allowance for loan losses

Total average assets

Liabilities and Equity
Interest-bearing liabilities
Interest bearing checking
High yield checking

Savings deposits

Time deposits

Total Interest Bearing Deposits
Other debt

Total interest-bearing liabilities
Non-interest bearing liabilities

Demand deposits
Shareholders' equity

Total average liabilities and shareholders' equity

Tax equivalent net interest income
Tax equivalent adjustment

Net interest income

Net interest rate spread

Net interest margin on average earning assets

14

32,221
76,851
28,991

331,631
25,221
2,633

S 42,873
60,628
30,373

132,962

I <

851 10.71%
1,139 5.93%
557 7.79%
4,432 7.99%
657 6.19%
473 5.94%
454 5.54%
$6,016 7.26%
S 145 1.37%
828 5.54%
178 2.38%
2,007 6.12%
3,158 4.80%
195 6.13%
$3,353 4.86%
2,663
2,663
2.40%
3.21%

The following table presents the major factors by category that contributed

to the changes in net interest income for the three months ended March 31,

2001

compared to the same period a year ago. Amounts have been computed on a full

tax—-equivalent basis, assuming a federal income tax rate of 34.0 percent.

RATE VOLUME TABLE
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Increase

(Decrease)

Volume Rate
ASSETS
Interest Earning Assets
Commercial Loans S (395) $ 30
SBA Loans 387 22
Mortgage Loans (310) 13
Consumer Loans (1,190) (53)
Total Loans (1,508) 12
Available for sale securities 50 (70)
Held to maturity securities (35) (5)
Federal funds sold and interest bearing deposits 443 1
Total Interest-earning assets (1,050) (62)
Interest bearing checking (7) (51)
High yield checking (63) (46)
Savings deposits (34) (17)
Time deposits (460) 195
Total Interest Bearing Deposits (564) 81
Borrowings (354) (35)
Total interest-bearing liabilities (918) 46
Decrease in tax-equivalent net interest income S (132) $(108)

Net interest income was $2.7 million for the quarter compared to $2.9
million a year ago. The decline in net interest income was a result of the
planned reduction in earning assets as a result of the Company's capital
restoration plan. Net interest margin was 3.21 percent for the quarter compared
to 3.02 percent a year ago. The Company's net interest margin, although improved
from a year ago, continues to be negatively impacted by the declining interest
rate environment and the high cost of time deposits, the majority of which will
reprice this year.

Average interest earning assets were $331.6 million for the three months
ended March 31, 2001, a decrease of $52.9 million, compared to $384.6 million
for the same period a year ago. The decreases in average earning assets occurred
primarily due to a $86.2 million decrease in the average loan portfolio,
partially offset by an increase of $30.0 million in average Federal funds sold.
The rate earned on interest earning assets was 7.26 percent for the three months
ended March 31, 2001, a decrease of 15 basis points from 7.41 percent for the
three months ended March 31, 2000, resulting from higher balances in lower
yielding assets, primarily federal funds sold. Interest income on average
interest earning assets was $6.0 million for the quarter ended March 31, 2001, a
decrease of $1.1 million from the same period a year ago. Of the $1.1 million
decline, $1.0 million is related to the decline in average balances, and $0.1
million is related to the rates earned on these investments.

Average loans amounted to $224.1 million for the three months ended March

$ (365
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31, 2001, a decrease of $86.2 million from the same period a year ago. Consumer,
mortgage and commercial loans all decreased partially offset by an increase in
SBA loans. The decrease in consumer and mortgage loan portfolios is due to loan
sales in 2000 of $37.4 million and $43.0 million, respectively. The decrease in
the commercial loan portfolio is due to prepayments exceeding new volume. The
average rate earned on the loan portfolio was 7.99 percent, an increase of 27
basis points from the same period a year ago.

Average investments amounted to $74.3 million for the three months ended
March 31, 2001, wvirtually unchanged from the same period a year ago. The average
rate earned on the investment portfolio was 6.08 percent, a decrease of 26 basis
points from the same period a year ago.

Average interest bearing liabilities were $279.7 million for the three
months ended March 31, 2001, a decrease of $66.5 million, compared to $346.2
million for the same period a year ago. The decreases in average interest
bearing liabilities occurred in both interest-bearing deposits and other debt.
The rate paid on interest bearing liabilities was 4.86 percent, a decrease of 9
basis points from the same period a year ago. Interest expense amounted to $3.4
million for the quarter ended March 31, 2001, a decrease of $0.9 million from
the same period a year ago. Of the $872 thousand decrease, $918 thousand is
related to the decline in average balance, offset by $46 thousand related to the
rates paid on these liabilities.
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Total interest-bearing deposits were $266.8 million, a decline of $43.1
million from the same period a year ago. The decline in interest-bearing
deposits was as a result of sales of $48.0 million in deposits in December 2000
and the planned reduction of higher costing governmental time deposits. The rate
paid on interest bearing deposits was 4.80 percent for the quarter ended March
31, 2001, an increase of 3 basis points from last year. The increase in rate was
due to higher promotional rates of interest to attract deposits to newer branch
locations. The promotional rates were offered on time deposits and Top Banana
premium money market product due to the first quarter liquidity needs in 2000.

Other debt was $12.9 million for the quarter ended March 31, 2001, a
decrease of $23.5 million from the same period a year ago.

Non-interest bearing deposits amounted to $51.9 million, 16.3 percent of
total deposits, for the quarter ended March 31, 2001, unchanged from the same
period a year ago. In December 2000, $6.3 million of non-interest bearing
deposits were sold.

PROVISION FOR LOAN LOSSES

The provision for loan losses totaled $150 thousand for the three months
ended March 31, 2001, a decrease of $96 thousand, compared with $246 thousand
for the same period a year ago. The provision for loan losses approximated net
charge offs for the quarter ended March 31, 2001. The provision is based on
management's assessment of the adequacy of the allowance for loan losses.

NON-INTEREST INCOME

Non-interest income consists of service charges on deposits, loan and
servicing fees, gains and losses on sales of securities and loans and other
income. Non-interest income was $1.2 million for the three months ended March
31, 2001, an increase of $617 thousand, compared to the $544 thousand for the
same period a year ago.
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Deposit service charges were $327 thousand for the three months ended March
31, 2001, an increase of $59 thousand, or 22.0 percent from the $268 thousand
reported a year ago. Deposit service charges increased as a result of improved
collection of non-sufficient and unavailable funds fees.

Loan and servicing fees increased $25 thousand, to $291 thousand for the
three months ended March 31, 2001, through growth of the serviced SBA loan
portfolio.

Gain (losses) on loan sales reflects the participation in the SBA's
guaranteed loan program. Under the SBA program, the SBA guarantees 75 percent to
85 percent of the principal of a qualifying loan. The guaranteed portion of the
loan is then sold into the secondary market. SBA loan sales, all without
recourse, totaled $7.5 million in the first quarter of 2001, compared to $5.1
million in the first quarter of 2000. Gains on SBA loan sales were $402 thousand
for the three months ended March 31, 2001, compared to $367 thousand for the
same period a year ago. Prior period results also include a $731 thousand loss
on the sale of adjustable rate mortgages, and gains on the sale of mortgages of
$231 thousand from CMA.

Security gains amounted to $34 thousand for the three months ended March
31, 2001, compared to the $1 thousand for the first quarter of 2000.

Other non-interest income amounted to $107 thousand for the three months
ended March 31, 2001, a decrease of $35 thousand as a result of the cancellation
of life insurance policies during 2000. Other income for the quarter ended
December 31, 2000, included a gain of $3.3 million on the sale of five branches
and deposits.

NON-INTEREST EXPENSE

Non-interest expense was $3.5 million for the three months ended March 31,
2001, a decrease of $1.4 million, or 27.7 percent from the same period a year
ago. Prior period non-interest expenses include the operations of CMA and five
additional branches. The reduction in non-interest expense is directly related
to the dissolution of CMA, branch sales and improved expense control.

Compensation and benefits expense was $1.6 million for the quarter ended
March 31, 2001, a decrease of $673 thousand or 29.2 percent from the same period
a year ago. The decrease is related to the reduction in the number employees and
fewer branches.
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Occupancy expense was $413 thousand for the three months ended March 31,
2001, a decrease of $271 thousand or 39.6 percent from the same period a year
ago. The decrease is related to the reduction in the number of branches due to
the branch sales in the fourth quarter of 2000.

Processing and communications expense was $482 thousand for the three
months ended March 31, 2001, a decrease of $112 thousand or 18.9 percent from
the same period a year ago. The decrease is related to the reduction in the
number of branches due to the branch sales in the fourth quarter of 2000.

Furniture and equipment expense was $263 thousand for the three months
ended March 31, 2001, an increase of $200 thousand from the same period a year
ago. Included in the March 31, 2000 furniture and equipment expense was a $300
thousand one-time credit received from a data processing vendor.
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Professional fees were $207 thousand for the three months ended March 31,
2001 a decrease of $81 thousand, or 28.1 percent from the same period a year
ago. The decrease i1s related to the lower consulting fees.

Deposit insurance was $224 thousand for the three months ended March 31,
2001 an increase of $177 thousand from the same period a year ago. The increase
in deposit insurance premiums is the result of a higher risk classification
assessed by the FDIC starting in mid 2000.

Loan servicing expense was $75 thousand for the three months ended March
31, 2001, a decrease of $252 thousand from the same period a year ago. The
decrease is a result of our billing the SBA for its share of collection costs on
loans serviced on its behalf.

Other expense was $248 thousand for the three months ended March 31, 2001,
a decrease of $347 thousand or 58.3 percent from the same period a year ago. The
decrease is the result of lower advertising expense and no amortization expense
due to the write off $3.2 million in intangibles related to CMA in the fourth
quarter of 2000.

INCOME TAX EXPENSE

In December 2000, the company substantially increased the tax valuation
reserve against deferred tax assets, which are dependent on future taxable
income. As a result of the first quarter profit, the current tax expense
reflects the reversal of tax valuation reserves. The current period tax expense
represents state tax provision for the investment company.

RESULTS OF OPERATIONS - YEAR ENDED DECEMBER 31, 2000 COMPARED TO YEAR ENDED
DECEMBER 31, 1999

For the year ended December 31, 2000, we realized an after-tax loss of $5.9
million, or $1.71 per diluted share, compared to a $3.4 million loss, or $0.91
per diluted share a year ago. The losses incurred in 2000 were significantly
impacted by CMA's operating results and the write-off of CMA's goodwill
resulting from the termination of the business. In total, CMA accounted for
approximately $4.4 million of our $5.9 million loss. The two loan sales in the
first and third quarter contributed $1.2 million to our losses, offset by the
$2.0 million (net after-tax) gains on the deposit sales. Excluding the
aforementioned transactions and the additional $1.7 million tax valuation
reserve, our core after-tax operating losses in 2000 were approximately $.7
million.

The core operating losses in 2000 were primarily the result of the expenses
associated with the new branches acquired in 1999, compliance expenses under the
regulatory agreements, and additional expenses related to loan collections and
personnel changes. The losses in 1999 largely reflect growth in non-interest
expenses due to the new branches, a valuation loss reclassifying certain loans
from held-to-maturity to held-for-sale, the write-down of an impaired asset, the
costs associated with the collection of non-performing loans, and the costs of
expanding the loan portfolios.

As a result of the dissolution of CMA, the reduction in the number of
branches and certain other cost saving measures undertaken by management, our
core operating results are expected to improve in 2001.

In 2000, the net losses increased $2.5 million from the prior year. The
change in the components of the net loss from 1999 to 2000 included a $0.7
million increase in net interest income, a $1.0 million decrease in the
provision for loan losses, a $2.1 million increase in non-interest income, a
$3.1 million increase in non-interest expense, and a $3.2 million increase in
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the provision for income taxes, related to reserves against our deferred tax
assets.
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Net interest income, on a tax-equivalent basis for 2000, was $11.8 million
compared to $11.0 million in 1999, an increase of 7.12%. The increase in net
interest income was attributed to a $54.3 million, or 17.2%, increase in average
interest-earning assets. The benefit of the increase in interest-earning assets
was significantly impacted by the increased cost of funds from deposit
promotions, reducing net interest spread from 3.01% in 1999, to 2.61% in 2000.

Non-interest income for 2000 was $7.7 million, an increase of $2.1 million,
or 36.7%, over 1999. The increase over the prior year is the result of the $3.5
million gain on the sales of deposits, primarily offset by losses from the first
and third quarter loan sales.

Non-interest expenses were $23.7 million in 2000, an increase of $3.1
million, or 15.3%, over $20.6 million recorded in 1999. The increase is
primarily attributed to the $3.2 million write-off of CMA goodwill. Included in
non-interest expense for 1999 was a write-down of $786 thousand and legal costs
of $150 thousand relating to a check-kite.

In 1999, we recorded $2.4 million of income tax benefits as a result of
$5.8 million of pre-tax losses. Although pre-tax operating losses were $5.1
million in 2000, we recorded income tax expense of $0.8 million during the
current year, for a net $3.2 million increase in income tax expense. The
increase in income tax expense was the result of the establishment of tax
valuation allowances against our deferred tax assets, which are dependent on
future taxable income.

NET INTEREST INCOME

Our results of operations depend substantially on its net interest income,
which is the difference between the interest earned on its earning assets and
the interest paid on funds borrowed to support those assets, such as deposits.
Net interest margin is a function of the difference between the weighted average
rates received on interest-earning assets as compared with that of
interest-bearing liabilities.

Net interest income, on a tax—-equivalent basis increased $0.8 million, or
7.12%, to $11.8 million for 2000 from $11.0 million for 1999. This increase was
due to the growth in interest-earning assets, partially offset by the increase
in the cost of interest-bearing liabilities. On average, interest-earning assets
increased $54.3 million, or 17.2%, to $370.2 million. The increase in
earning-assets was primarily attributed to a $40.5 million increase in average
loans. Total tax-equivalent interest income on earning assets was $28.1 million
for 2000, an increase of $4.4 million over the prior year. Of the $4.4 million
increase, $4.0 million was attributed to increased volume of average interest
earning assets, with the remainder attributed to higher rates earned. The yield
on interest-earning assets was 7.60% in 2000, compared to 7.52 the prior year.
The increase in the yield was primarily related to the investment and Federal
Funds sold portfolios as a result of the higher rate environment in 2000. The
prime-lending rate increased 100 basis points in 2000 to end the year at 9.50%.
The average yield on the loan portfolio was 7.95% in 2000, as compared to 8.02%
in 1999. The decline in the average loan yield can be attributed to lower
yielding mortgage loans closed in late 1999 and the increase in non-performing
loans.
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Average interest-bearing liabilities increased 15.7%, or $44.3 million, to
average $326.9 million for 2000. The cost of interest-bearing liabilities
increased from 4.51% in 1999 to 4.99% in 2000. The increase in interest-bearing
liabilities reflects our decision to offer higher promotional rates of interest
to attract new customers to the new branch locations, more competitive rates
paid on money market accounts and the increase in the interest rate environment.
Interest expense on deposits and borrowed funds was $16.3 million in 2000, a
$3.6 million increase over 1999. Of the $3.6 million increase, $1.4 million was
attributed to higher levels of interest-bearing liabilities and the remainder
attributed to increased cost of funds.

Net interest spread, the difference between the yield on interest-earning
assets and the cost of interest-bearing liabilities, declined from 3.01% in
1999, to 2.61% in 2000. The decline in net interest spread is the result of the
increased cost of interest-bearing deposits. As a result of the decline in net
interest spread, net interest margin decreased to 3.19% in 2000, from 3.49% in
1999.

The following table reflects the components of net interest income, setting
forth for the periods presented herein, (1) average assets, liabilities and
shareholders' equity, (2) interest income earned on interest-earning assets and
interest expense paid on interest-bearing liabilities, (3) average yields earned
on interest-earning assets and average rates paid on interest-bearing
liabilities, (4) net interest spread which is the average yield on
interest-earning assets less the average rate on interest-bearing liabilities
and (5) net interest income/margin on average earning assets. Rates/Yields are
computed on a fully tax—-equivalent basis, assuming a federal income tax rate of
34%.

18
COMPARATIVE AVERAGE BALANCE SHEETS
(Dollar amounts in thousands - Interest amounts and interest rates/yields on a
fully tax-equivalent basis.)
2000 1999
AVERAGE RATE/ AVERAGE RATE/
Year Ended December 31 BALANCE INTEREST YIELD BALANCE INTEREST YIELD
ASSETS
Interest-earning assets:
Taxable loans
(net of unearned income) $278,257 $22,133 7.95% $237,799 $19,067 8.02%
Tax—exempt securities 3,259 317 9.73% 2,214 200 9.03%
Taxable investment securities 69,140 4,411 6.38% 63,279 3,804 6.01%
Interest-bearing deposits 131 9 6.87% 1,934 171 8.84%
Federal funds sold 19,400 1,255 6.47% 10,630 514 4.84%
Total interest-earning assets $370,187 $28,125 7.60% $315, 856 $23,756 7.52%
Non-interest earning assets 43,823 47,196
Allowance for loan losses (2,434) (1,995)
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Total Assets $411,576
LIABILITIES AND SHAREHOLDERS' EQUITY
Interest-bearing liabilities:

High yield and NOW deposits $ 95,817

Savings deposits 35,491

Money market deposits 20,724

Time deposits 162,736

Total interest-bearing deposits $314,768

Other debt 12,095

Total interest-bearing liabilities $326,863

Non-interest-bearing liabilities 2,212

Demand deposits 59,885

Shareholders' equity 22,616
LIABILITIES AND SHAREHOLDERS' EQUITY $411,576

Tax equivalent net interest income

Net interest spread

Net interest margin

g Wb

$15,586 4.95%
736 6.09%

$16,322 4.99%

$11,803

$ 87,884
17,260
18,053

139,187

$262,384
20,159

$282,543
4,280
50,663
23,571

$11,497
1,241

$12,738

$11,018

The following table presents the major factors by category that contributed
to the changes in net interest income for each of the years ended December 31,
2000, and 1999 as compared to each respective period. Amounts have been computed
assuming a Federal income tax rate of 34%.

on a fully tax-equivalent basis,

(Dollar Amounts in Thousands
on a Fully Tax Equivalent Basis)

INTEREST INCOME :

Net loans

Tax—exempt securities

Taxable investment securities
Interest-bearing deposits
Federal funds sold

Total interest income

INTEREST EXPENSE:

High yield and NOW deposits
Savings deposits

Money market deposits

Time deposits

Total deposits
Other borrowings

Total interest expense

VO

2000 VERSUS 1999
DUE TO CHANGE IN

IS

a N =W

1999 VERSUS
DUE TO CHANG

VOLUME

RATE

LUME RATE
3,252 $  (186)
95 22
352 255
(159) (3)
424 317
3,964 $ 405
$311 $ 223
333 458
78 224
1,220 1,234
1,942 $ 2,148
(496) (10)
1,446 $ 2,138
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Net interest income $ 2,518 $(1,733) $785 S 4,840 S (4,17

PROVISION FOR LOAN LOSSES

The provision for loan losses is based on management's evaluation of the
adequacy of the allowance for loan losses which is maintained at a level
sufficient to absorb estimated losses in the loan portfolio as of the balance
sheet date. The provision for loan losses totaled $716 thousand for 2000,
compared to $1.7 million a year ago. In 1999, we recorded $1.4 million of net
charge-offs, compared to $331 thousand of net charge-offs in 2000. The net
charge-offs in 1999 primarily related to one borrower. The lower 2000 provision
for loan losses was a result of the reduced level of charge-offs and the decline
in the size of the loan portfolio, somewhat mitigated by the increased level of
non-performing loans. Total loans at December 31, 1999 were $322.5 million,
compared to $226.1 million at year—-end 2000.
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NON-INTEREST INCOME

Non-interest income consists of service charges on deposits, gains on sales
of securities and loans and other income. Non-interest income was $7.7 million
for 2000, an increase of $2.1 million, or 36.7%, compared to $5.6 million for
1999. The increase in non-interest income was primarily attributed to $3.5
million of gains realized on deposit sales in 2000.

Service charges on deposits increased 50.9% for 2000, and totaled $1.2
million, compared to $778 thousand for the prior year. The increase in deposit
service charges is attributed to the increased level of transaction accounts and
improved collection of deposit fees and account charges for non-sufficient
funds.

The following table shows the total gains on sales of loans for each of the
last three years.

GAIN ON LOAN SALES

(IN THOUSANDS) 2000 1999 1998
Mortgage loan sales $ 960 $ 3,059 $ 600
SBA loan sales 2,142 1,418 1,794
ARM loan sales/valuation (731) (1,484) ——
Home equity loan sales (1,202) - -
Other loan sales 13 70 -
Total gain on loan sales $ 1,182 $ 3,063 $2,394

The total gain on loan sales was $1.2 million in 2000, a decrease of $1.9
million, or 61.4%, from $3.1 million realized in 1999. Gains on mortgage loans
declined $2.1 million to $1.0, million, a 68.6% decline from the $3.1 million
gain in 1999. The decline in mortgage loan sales was impacted by lower
origination volumes attributed to the rising rate environment and the closing of
CMA in 2000. As a result of the dissolution of CMA, we will no longer have
significant gains on the sale of mortgages. In the fourth quarter of 2000, we
entered into an agreement with First Hallmark Mortgage, under which we will
perform certain closing services and First Hallmark will fund the loan. We will
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receive fees for our services, and there are no incremental costs incurred by we
as a result of this agreement.

Gains on SBA loan sales reflect the participation in the SBA's guaranteed
loan program. Under the SBA program, the SBA guarantees between 75% to 85% of
the principal of a qualifying loan. Generally, the guaranteed portion of the
loan is then sold into the secondary market. Sales of guaranteed SBA loans
totaled $30.4 million in 2000, as compared to $24.3 million of sales the prior
year. These loans are sold servicing retained, and generally yield a servicing
fee of approximately 100 basis points. As a result of the increased volume of
loans sold and higher premiums realized, gains on sales of SBA loans totaled
$2.1 million, an increase of 61.8%, or $0.8 million, over 1999.

In December 1999, $37.8 million of adjustable rate mortgage (ARM) loans
were reclassified from held-to-maturity to held-for-sale at a valuation of $36.4
million. Based on this reclassification, the company reported a valuation loss
of $1.5 million in 1999. This portfolio was sold on March 7, 2000, servicing
released and without recourse, for $35.6 million, resulting in an additional
loss of $0.7 million recorded in 2000.

In order to fund the fourth quarter sale of deposits, on September 29,
2000, we sold, servicing released and without recourse, $44.8 million of home
equity loans originally purchased in 1999, realizing $43.6 million in proceeds
and incurring a $1.2 million loss.

The following table shows the components of other income for each of the
last three years.

OTHER INCOME

(IN THOUSANDS) 2000 1999 1998
SBA fees $ 785 $ 671 $635
Loan fees 355 394 70
Income from cash surrender value of life insurance 108 248 -
Non-deposit account charges 225 144 32
Gain on sale of deposits 3,477 - -
Miscellaneous 357 115 120
Total other income $5,307 $1,572 $857
20

Other income increased $3.7 million in 2000, and totaled $5.3 million, as
compared to $1.6 million for 1999. Included in other income for 2000, are $3.5
million of gains from the five-branch deposit sales. The branches were sold to
reduce our operating expenses and to improve our capital ratios. Excluding the
gains on the branch sales, other income increased $0.3 million, to $1.8 million,
a 16.4% increase over the $1.6 million in 1999. The major component of other
income is SBA servicing fees on sold SBA loans. The portfolio of serviced SBA
loans as of December 31, 2000 and 1999 was $86.5 million and $65.7 million,
respectively. As a result of the increase in the serviced portfolio, SBA
servicing fees increased to $0.8 million in 2000 as compared to $0.7 million in
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1999. In September, we liquidated the corporate owned life insurance policy on a
senior executive, resulting in a decrease in income on the policy in 2000 from
the prior year.

NON-INTEREST EXPENSES

Total non-interest expenses totaled $23.7 million in 2000, a $3.1 million,
or 15.3%, increase from the $20.6 million in 1999. Salaries and benefits
increased $0.5 million to $9.2 million from $8.7 million in the prior year. The
increase is primarily related to lower levels of deferred salary expense
resulting from lower mortgage originations in 2000. As a result of the
dissolution of CMA and the branch sales, salaries and benefits expense are
expected to be reduced in 2001. As of December 31, 2000 and 1999, there were 133
and 165 full time equivalent employees, respectively.

Occupancy expenses increased $0.2 million to $2.2 million, from $2.4
million in 1999. Occupancy expenses increased as a result of the full year
impact of the branch expansion in 2000 over the prior year. In 2001, occupancy
expense will decline as a result of the reduction in the branch network from 17
to 12 branches and the dissolution of CMA.

The following table presents a breakdown of other operating expenses for
each of the last three years:

OTHER EXPENSE

(IN THOUSANDS) 2000 1999 1998
Professional services $ 1,471 $1,386 S 887
Office expenses 1,885 1,986 1,042
Advertising expenses 815 881 370
Communication expenses 877 767 240
Bank services 1,052 802 491
FDIC insurance 311 192 116
Director fees 98 236 298
Operational losses 43 848 (1) 370(2)
Loan expense 1,280 1,265 430
Amortization of intangibles 387 393 13
Write-off of CMA intangibles 3,208 - -
Other expenses 863 729 462
Total other expense $12,290 $9,485 $4,719
(1) Includes a $786 thousand write—-down of uncollected assets associated with

the check-kiting scheme.

(2) Includes a $300 thousand write—-down of uncollected assets associated with
the check-kiting scheme.

Other operational expenses increased $2.8 million to $12.3 million for
2000, compared to $9.5 million in 1999. Included in other expenses in 2000 was
the $3.2 million write-off of intangibles associated with the dissolution of
CMA.

On a year-to-year comparison, 2000 to 1999, most of the operating expenses
are comparable. Professional services for both 1999 and 2000 were impacted by
increased legal expenses associated with suits against the company and increased
accounting and auditing fees as a result of increased regulatory supervision.
Bank services for 2000, which includes item processing costs and third party ATM
charges, increased 31.2% in 2000 to $1.1 million, as a result of the increase in
transactions for the new branches and new account charges.
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FDIC insurance premiums increased in 2000 to $0.3 million from $0.2 million
as a result of the increased risk classification assessed by the FDIC in the
first half of 2000. The Bank's risk classification was adjusted downward again
in the second half of 2000, which will increase FDIC insurance premium charges
for 2001.
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Director's fees declined 58.5% in 2000, as a result of the elimination of
fees paid to the directors for our meetings and a reduction in the number of
directors. Operational losses declined to $43 thousand in 2000, as compared to
$0.8 million in 1999. Included in 1999 was a one-time $786 thousand check kiting
loss. Amortization of intangibles for 1999 and 2000 primarily represents the
normal amortization of goodwill associated with the acquisition of CMA. Because
CMA was dissolved in 2000, and all the related goodwill was expensed, we will
not have amortization of intangibles expense in future periods.

INCOME TAX EXPENSE

For 2000, we reported $0.8 million of income tax expense as compared to a
tax benefit of $2.4 million in 1999. Although we realized a $5.1 million pre-tax
loss in 2000, under current accounting rules tax benefits cannot be recorded
until we generate taxable earnings. We have $5.0 million of gross tax assets
including $2.4 million of deferred tax assets, for which we have established tax
valuation reserves of $2.1 million. The tax benefits recorded in 1999 were
primarily supported by net operating losses in carry-back periods.

FINANCIAL CONDITION
AT MARCH 31, 2001

Total assets at March 31, 2001, were $367.0 million compared to $409.7
million a year ago and $356.0 million from the year-end 2000. The decline in
assets from a year ago was in accordance with our capital restoration plan. The
increases in assets from December 31, 2000, were the result of deposit
generation primarily invested in securities available for sale and Federal funds
sold.

INVESTMENT PORTFOLIO

MARCH 2001

(in thousands) Gross Gross Estimated
Amortized Unrealized Unrealized Fair Amortized U
Cost Gains Losses Value Cost

AVAILABLE FOR SALE

US Treasury $ 6,339 $ 2 s - S 6,340 S 7,097
US Government Agencies 6,905 96 (6) 6,996 9,067
Corporate Debt securities 2,910 —— (105) 2,805 964
Mortgage backed 34,462 178 (194) 34,446 17,912
Federal Home Loan Bank stock 2,720 - - 2,720 2,720
Equity 254 14 (79) 190 523
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TOTAL SECURITIES AVAILABLE FOR SALE $53,590 $290 $(383) $53,497 $38,283

HELD TO MATURITY

US Government Agencies $12,246 $ 15 $(236) $12,025 $20,246

Corporate Debt securities 1,012 9 - 1,021 -

Mortgage backed securities 12,408 9 (7) 12,410 12,782

TOTAL HELD TO MATURITY $25,666 $ 33 $(243) $25,456 $33,028
22

Securities available for sale are investments carried at fair value that
may be sold in response to changing market and interest rate conditions or for
other business purposes. Securities held to maturity, which are carried at
amortized cost, are investments for which there is the positive intent and
ability to hold to maturity. Management determines the appropriate security
classification of available for sale or held to maturity at the time of
purchase. The investment security portfolio is maintained for asset-liability
management purposes, an additional source of liquidity, and as an additional
source of earnings. The portfolio is comprised of U.S. Treasury securities,
obligations of U.S. Government and government sponsored agencies, collateralized
mortgage obligations and corporate and equity securities. Approximately 83
percent of the total investment portfolio has a fixed rate of interest. In the
normal course of business, we accept government deposits that require investment
securities to be held as collateral. As of March 31, 2000, $14.0 million of
securities were required to be pledged for governmental deposits.

Securities available for sale were $53.5 million at March 31, 2001, an
increase of $15.7 million, or 41.5 percent from year-end 2000. During the
quarter $19.3 million of securities available for sale were purchased,
(predominately collateralized mortgage obligations) and funded by deposit
generation and calls and maturities on securities held to maturity.

Securities held to maturity were $25.7 million at March 31, 2001, a
decrease of $7.4 million or 22.3 percent from year-end 2000. The decline in held
to maturity securities was a result of calls and maturities, and their
reinvestment in the securities available for sale portfolio. As of March 31,
2001, and December 31, 2000 the market value of held to maturity securities was
$25.5 million and $32.2 million, respectively. The improvement in the market
value of the portfolios was primarily due to the declining interest rate
environment.
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LOAN PORTFOLIO

The following table sets forth the classification of loans by major
category at March 31, 2001, and December 31, 2000.

Loans By Type 03/31/2001 12/31/2000
% of % of
Amount Total Amount Total
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SBA Loans $ 33,588 15.0% $ 30,177 13.3%
Commercial 85,971 38.4% 88,375 39.1%
Mortgage 76,026 33.9% 76,924 34.0%
Consumer 28,363 12.7% 30,664 13.6%

Total Loans $223,948 100.0% $226,140 100.0%

The loan portfolio, which represents our largest asset group, is a
significant source of both interest and fee income. The portfolio consists of
commercial, Small Business Administration ("SBA"), mortgage and consumer loans.
Elements of the loan portfolio are subject to differing levels of credit and
interest rate risk. Loans decreased $2.2 million, or 0.97 percent to $223.9
million at March 31, 2001.

SBA loans originated inside and outside of our market place provide
guarantees of between 75 percent and 85 percent of the principal from the SBA.
SBA loans are generally sold in the secondary market with the non-guaranteed
portion held in the portfolio. SBA loans amounted to $33.6 million at March 31,
2001, an increase of $3.4 million from year-end 2000. We expect to continue to
grow this portfolio in 2001.

Commercial loans are made for the purpose of providing working capital,
financing the purchase of equipment, inventory or commercial real estate and for
other business purposes. These loans amounted to $86.0 million at March 31,
2001, a decrease of $2.4 million from year-end December 2000. The reduction in
commercial loans for the quarter was a result of repayments exceeding new
originations.

Mortgage loans consist of loans secured by residential property. These
loans amounted to $76.0 million at March 31, 2001, a decrease of $900 thousand
from year-end December 2000. Residential mortgages are no longer being
originated for the portfolio. In the fourth quarter of 2000, we established a
relationship with First Hallmark Mortgage, under which First Hallmark will table
fund loan originations for resale. There are no incremental costs incurred by us
as a result of this relationship.

Consumer loans consist of home equity loans and loans for the purpose of
financing the purchase of consumer goods, home improvements, and other personal
needs, and are generally secured by the personal property being purchased. These
loans amounted to $28.4 million at March 31, 2001 a decrease of $2.3 million
from year-end December 2000. The decrease in the consumer loan portfolio was the
result of auto loan pay-downs.

The following table sets forth the repricing of loans for the period
ended March 31, 2001.

Within 1 Year 1 - 5 Years After 5 Years Total
SBA loans 33,588 - - 33,588
Commercial loans 44,984 34,826 6,161 85,971
Mortgage loans 2,440 70,054 3,532 76,026
Consumer loans 17,178 10,007 1,178 28,363

Total loans $98,190 $114,887 $10,871 $223,948
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ASSET QUALITY

Inherent in the lending function is the possibility a customer may not
perform in accordance with the contractual terms of the loan. A borrower's
inability to pay its obligations according to the contractual terms can create
the risk of past due loans and ultimately credit losses, especially on
collateral deficient loans.
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Non-performing loans consist of loans that are not accruing interest
(non-accrual loans) as a result of principal or interest being in default for a
period of 90 days or more or when the collectibility of principal and interest
according to the contractual terms is in doubt, and loans past due 90 days or
greater, still accruing interest. Management has evaluated the loans past due 90
days or greater and still accruing interest and determined that they are well
collateralized and in the process of collection. The majority of loans 90 days
past due and still accruing interest are loans where customers continue to make
the monthly principal and interest payments. The loans have matured and are
pending renewal. When a loan is classified as nonaccrual, interest accruals
discontinue and all past due interest previously recognized as income is
reversed and charged against current period income. Generally, until the loan
becomes current, any payments received from the borrower are applied to
outstanding principal until such time as management determines that the
financial condition of the borrower and other factors merit recognition of a
portion of such payments as interest income.

Credit risk is minimized by loan diversification and adhering to credit
administration policies and procedures. Due diligence on loans begins upon the
origination of a loan with a borrower. Documentation, including a borrower's
credit history, materials establishing the value and liquidity of potential
collateral, the purpose of the loan, the source of funds for repayment of the
loan, and other factors are analyzed before a loan is submitted for approval.
The loan portfolio is then subject to ongoing internal reviews for credit
quality. In addition, an outside firm has been used to conduct independent
credit reviews.

The following table sets forth information concerning non-accrual loans and
non-performing assets at March 31, 2001 and 2000, and December 31, 2000:

Nonperforming loans
(In thousands) MARCH 31, DECEMBER 31, MA
2001 2000

Nonaccrual by category

Commercial $2,0098 $2,064 S
Real Estate 1,250 807
Consumer 28 32
Total 3,376 2,903

Past Due 90 or more and still accruing interest
Commercial 845 578

33



Edgar Filing: UNITY BANCORP INC /DE/ - Form S-4/A

Real Estate 1,480 694

Consumer 14 ——

Total 2,33 1,272
Total Non Performing Loans 575 4,175 |
OREO Property a1 1
Total Non-Performing Assets s6142 4,317 3
Non-Performing assets to total assets  l.ess  1.21%
Non-Performing assets to loans and OREO 2.74% 1.91%

Allowance for loans losses as a
percentage of non-performing loans 44.63% 61.27%

Nonaccrual loans amounted to $3.4 million at March 31, 2001, an increase of
$0.4 million from $2.9 million at year-end 2000. Included in nonaccrual loans
are $0.7 million of loans guaranteed by the SBA. Loans 90 days or more past due
increased $1.0 million from $1.3 million at December 31, 2000 to $2.3 million at
March 31, 2001. The majority of loans 90 days past due and still accruing
interest are loans where customers continue to make the monthly principal and
interest payments. The loans have matured and are pending renewal.

Potential problem loans are those where information about possible credit
problems of borrowers causes management to have doubts as to the ability of such
borrowers to comply with loan repayment terms. These loans are not included in
non-performing loans as they continue to perform. Potential problem loans, which
consist primarily of commercial loans, were $0.1 million and $0.3 million at
March 31, 2001 and December 31, 2000 respectively.
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ALLOWANCE FOR LOAN LOSSES

The allowance for loan losses is maintained at a level deemed sufficient by
management to absorb estimated credit losses as of the balance sheet date.
Management utilizes a standardized methodology to assess the adequacy of the
allowance for loan losses. This process consists of the identification of
specific reserves for identified problem loans based on loan grades and the
calculation of general reserves based on minimum reserve levels by loan type.
Risks within the loan portfolio are analyzed on a continuous basis by
management, and periodically by an independent credit review function and by the
audit committee. A risk system, consisting of multiple grading categories, 1is
utilized as an analytical tool to assess risk and to quantify the appropriate
level of loss reserves. Along with the risk system, management further evaluates
risk characteristics of the loan portfolio under current economic conditions and
considers such factors as the financial condition of the borrowers, past and
expected and loss experience, and other factors management feels deserve
recognition in establishing an adequate reserve. This risk assessment process,
which includes the determination of the adequacy of the allowance for loan
losses, 1s performed at least quarterly, and, as adjustments become necessary,
they are realized in the periods in which they become known.

Provisions charged to expense increase the allowance and the allowance is
reduced by net charge-offs (i.e., loans judged to be not collectable are charged
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against the reserve, less any recoveries on such loans). Although management
attempts to maintain the allowance at a level deemed adequate to provide for
potential losses, future additions to the allowance may be necessary based upon
certain factors including obtaining updated financial information about the
borrower's financial condition and changes in market conditions. In addition,
various regulatory agencies periodically review the adequacy of the allowance
for loan losses. These agencies have in the past and may in the future require
the bank to make additional adjustments based on their judgments about
information available to them at the time of their examination.

The allowance for loan losses totaled $2.5 million, $2.6 million, and $2.4
million at March 31, 2001, December 31, 2000, and March 31, 2000, respectively
with resulting allowance to loan ratios of 1.14 percent, 1.13 percent and 0.83
percent respectively. The increase in the ratios between March 31, 2001 and
March 31, 2000 is due to the decrease in the loan portfolios, through the 2000
sales.

The following is the allocation of the allowance for loan losses at March
31, 2001, and December 31, 2000.

March 2001 December 2000

(In thousands) % of % of % of

Amount Allowance All Loans Amount Allowance
Balance Applicable to:
SBA loans $ 684 26.8% 15.0% S 506 19.8%
Commercial loans 1,340 52.6% 38.4% 1,522 59.5%
Mortgage loans 229 9.0% 33.9% 233 9.1%
Consumer loans 297 15.7% 12.7% 297 11.6%
Total $ 2,550 100.0% 100.0% $ 2,558 100.0%
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The following is a reconciliation summary of the allowance for loan losses
for March 31, 2001 and 2000 and December 31, 2000:

ALLOWANCE FOR LOAN LOSS ACTIVITY

(In thousands) March 31, 2001 December 31, 2000
Balance at beginning of quarter $ 2,558 $ 2,545
Charge-offs:

Commercial and industrial 185 222
Real estate - ——
Consumer 3 60
Total Charge-offs 188 282
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Recoveries:

Commercial and industrial 20 4

Real estate 9 1

Consumer 1 _—
Total recoveries 30 5
Total net charge-offs 158 277
Provision charged to expense 150 290
Balance of allowance at end of quarter $ 2,550 $ 2,558
Net charge-offs to average loans outstanding 0.27% 0.48%
Allowance for loan losses to total loans 1.14% 1.13%
DEPOSITS

Deposits, which include non-interest and interest bearing demand deposits
and interest-bearing savings and time deposits, are the primary source of our
funds. We offer a variety of products designed to attract and retain customers,
with primary focus on building and expanding relationships. For the March 31,
2001 quarter, we realized continued growth in deposits. This growth was achieved
through emphasis on customer service, competitive rate structures and selective
marketing. We attempt to establish a comprehensive relationship with business
borrowers, seeking deposits as well as lending relationships.

Total deposits increased $10.8 million, or 3.4 percent, to $331.1 million
at March 31, 2001 from $320.3 million at December 31, 2000. The increase in
deposits was primarily the result of a $9.6 million increase in time deposits
totaling $139.9 million at March 31, 2001 compared to $130.3 million at December
31, 2000.

Non-interest bearing demand deposits remained virtually unchanged, totaling
$53.0 million at March 31, 2001 compared to $53.1 million at December 31, 2000,
representing 16.0 percent of total deposits at March 31, 2001. Interest bearing
and saving deposits increased $1.3 million.

The maturity distribution of time deposits for March 31, 2001 is as follows:

Within 1 to 2 2 to 3 3 to 4
1 year years years years
$100,000, or more $ 37,546 $ 2,660 $ 906 S -
Less than $100,000 $ 79,885 $10,548 $ 7,509 S 476

BORROWINGS

The following table is the period-end and average balance of FHLB borrowings for
the periods ended March 31, 2001, and December 31, 2000.

March 31, 2001 December 31, 2000

(In thousands) Amount Rate Amount Rate
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Period end balance $10,000 4.92% $10,000 4.92%
Average balance $10,000 4.92% $ 1,413 4.92%
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INTEREST RATE SENSITIVITY

The principal objectives of the asset and liability management function are
to establish prudent risk management guidelines, evaluate and control the level
of interest rate risk in balance sheet accounts, determine the level of
appropriate risk given the business focus, operating environment, capital, and
liquidity requirements, and actively manage risk within the Board approved
guidelines. We seek to reduce the vulnerability of the operations to changes in
interest rates, and actions in this regard are taken under the guidance of the
Asset/Liability Management Committee ("ALCO") of the Board of Directors. The
ALCO reviews the maturities and repricing of loans, investments, deposits and
borrowings, cash flow needs, current market conditions, and interest rate
levels.

We utilize Modified Duration of Equity and Economic Value of Portfolio
Equity ("EVPE") models to measure the impact of longer-term asset and liability
mismatches beyond two years. The modified duration of equity measures the
potential price risk of equity to changes in interest rates. A longer modified
duration of equity indicates a greater degree of risk to rising interest rates.
Because of balance sheet optionality, an EVPE analysis is also used to
dynamically model the present value of asset and liability cash flows, with rate
shocks of 200 basis points. The economic value of equity is likely to be
different as interest rates change. Like the simulation model, results falling
outside prescribed ranges require action by the ALCO. Our variance in the
economic value of equity, as a percentage of assets with rate shocks of 200
basis points, is a decline of 1.2 percent in a rising rate environment and a
decline of 0.8 percent in a falling rate environment. Both variances are within
the board-approved guidelines of +/= 3.00 percent. At December 31, 2000 the
economic value of equity with rate shocks of 200 basis points was a decline of
1.5 percent in a rising rate environment and a decline of 0.08 percent in a
falling rate environment.

OPERATING, INVESTING, AND FINANCING CASH

Cash was $16.0 million at March 31, 2001, an increase of $2.3 million from
December 31, 2000. Net cash provided by operating activities, amounted to $2.2
million, primarily due to the $1.8 million tax refund. Net cash used in
investing activities amounted to $10.6 million, primarily from the funding of
the loan portfolio, increased investment in securities available for sale and
fed funds, partially offset by maturities of securities and proceeds of loan
sales. Net cash provided by financing activities, amounted to $10.8 million at
March 31, 2001, attributable to deposit growth.

LIQUIDITY

Our liquidity is a measure of its ability to fund loans, withdrawals or
maturities of deposits and other cash outflows in a cost-effective manner.

Holding Company
The principal source for funds for the holding company is dividends paid by
the bank. The bank is currently restricted from paying dividends to the holding

company. At March 31, 2001, we had $955 thousand in cash and $190 thousand in
marketable securities. At March 31, 2001, the holding company has accumulated

37



Edgar Filing: UNITY BANCORP INC /DE/ - Form S-4/A

$518 thousand of dividend payments in arrears on its preferred stock.
Consolidated Bank

Liquidity is a measure of the ability to fund loans, withdrawals or
maturities of deposits and other cash outflows in a cost-effective manner. The
principal sources of funds are deposits, scheduled amortization and prepayments
of loan principal, sales and maturities of investment securities and funds
provided by operations. While scheduled loan payments and maturing investments
are relatively predictable sources of funds, deposit flows and loan prepayments
are greatly influenced by general interest rates, economic conditions and
competition. Total deposits amounted to $331.1 million as of March 31, 2001. At
March 31, 2001, $17.9 million was available for additional borrowings from the
FHLB of New York. Pledging additional collateral in the form of 1=4 family
residential mortgages or investment securities can increase the line with the
FHLB. An additional source of liquidity is Federal Funds sold, which were $36.5
million at March 31, 2001.

As of March 31, 2001 deposits included $30.5 million of Government
deposits, as compared to $31.7 million at December 31, 2000. These deposits are
generally short in duration, and are very sensitive to price competition. We
have significantly reduced our reliance on these deposits as a source of funds,
and believes the current portfolio of these deposits to be appropriate. Included
in the portfolio are $23.7 million of deposits from two municipalities. The
withdrawal of these deposits, in whole or in part would not create a liquidity
shortfall. At March 31, 2001, the bank had approximately $47.9 million of loan
commitments, which will generally either expire or be funded within one year.
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CAPITAL

A significant measure of the strength of a financial institution is its
capital base. Federal regulators have classified and defined capital into the
following components: (1) tier 1 capital, which includes tangible shareholders'
equity for common stock and qualifying preferred stock, and (2) tier 2 capital,
which includes a portion of the allowance for loan losses, certain qualifying
long-term debt and preferred stock which does not qualify for tier 1 capital.
Minimum capital levels are regulated by risk-based capital adequacy guidelines,
which require a bank to maintain certain capital as a percent of assets, and
certain off-balance sheet items adjusted for predefined credit risk factors
(risk—-adjusted assets). A bank is required to maintain, at a minimum, tier 1
capital as a percentage of risk-adjusted assets of 4.0 percent and combined tier
1 and tier 2 capital as a percentage of risk-adjusted assets of 8.0 percent.

Our capital amounts and ratios are presented in the following table.

For Capital
Actual Adequacy Purposes

(In thousands) Amount Ratio Amount Ratio

AS OF MARCH 31, 2001

To Be Well
Under Promg
Action P
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Leverage Ratio $ 21,696 6.12% -> $ 14,171 4.00% -> $ 17,71
Tier I risk-based ratio $ 21,696 9.79% -> $ 8,961 4.00% -> s 13,29
Total risk-based ratio $ 24,246 10.94% -> $ 17,723 8.00% -> $ 22,15

AS OF DECEMBER 31, 2000
Fier 1 risk-based ratio

The Bank's capital amounts and ratios are presented in the following table.

To Be Well

For Capital Under Promg
Actual Adequacy Purposes Action P
(In thousands) _;;;;;; ______ ;;;;; Amount Ratio Amount
AS OF MARCH 31, 2001-

Leverage Ratio (a) $ 20,508 5.80% -> $ 14,151 4.00% -> $ 17,689
Tier T risk-based ratio 520,508 9.27% > § 8,848  4.005 > § 13,272
Total risk-based ratio 523,058 10.42% > § 17,696  8.005  -> § 22,120

AS OF DECEMBER 31, 2000-
Leverage Ratio (a) 520,394 5.24% > § 15,579  4.005  -> § 19,474
Tier T risk-based ratio 520,394 9.128 > § 8,946  4.005  -> § 13,418
Total risk-based ratio 522,952 10.26% > § 17,892  B.008 > § 22,365

(a)

In connection with the branch expansion the New Jersey Department of Banking

and Insurance imposed a tier 1 capital to total assets ratio of 6%.

Shareholders' equity increased $0.4 million, 1.7 percent, to $21.7 million
at March 31, 2001 compared to $21.3 million at December 31, 2000. This increase
was the result of the $128 thousand net operating profit before unpaid preferred
stock dividend for the first quarter of 2001 and $238 thousand of accumulated
other comprehensive income, as a result of appreciation in the securities
portfolio. As of March 31, 2001, $518 thousand of preferred dividends were in
arrears. We are is under agreements with bank regulatory agencies to defer
making any dividend payments on either its common or preferred stock.
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IMPACT OF INFLATION AND CHANGING PRICES

The financial statements and notes thereto, presented elsewhere herein,
have been prepared in accordance with generally accepted accounting principles,
which require the measurement of financial position and operating results in
terms of historical dollars without considering the change in the relative
purchasing power of money over time and due to inflation. The impact of
inflation is reflected in the increased cost of the operations. Unlike most
industrial companies, nearly all our assets and liabilities are monetary. As a
result, interest rates have a greater impact on performance than do the effects
of general levels of inflation. Interest rates do not necessarily move in the
same direction or to the same extent as the prices of goods and services.

AT DECEMBER 31, 2000

Total assets declined $83.0 million, or 18.9%, to $356.0 million at
December 31, 2000, compared to $439.0 million at December 31, 1999. Net loans
decreased $96.8 million, or 30.2%, to $223.6 million at December 31, 2000,
compared to $320.4 million at December 31, 1999. The securities portfolio,
including held to maturity and available for sale, decreased $3.5 million, or
4.7%, to $70.8 million at December 31, 2000, compared to $74.3 million at
December 31, 1999. The decline in period-end financial assets was a result of
the loan and deposit sales to enhance our liquidity and capital levels. On
average for the year ended December 31, 2000, total assets were $411.6 million,
a $50.5 million increase over the prior year $361.1 million average balance. The
increase in average assets was due to the growth in average loans primarily
attributed to loan originations and loan purchases from the prior year. At
December 31, 2000, we had $31.5 million of Federal Funds sold. There were no
Federal Funds sold for the prior year-end period.

Period-end deposits declined $37.2 million, or 10.4%, to $320.3 million at
December 31, 2000. On average, deposits grew $52.4 million to $314.8 million in
2000, as a result of the 1999 branch expansion and core deposit generation. In
December 2000, $48.0 million of deposits were sold in conjunction with the
branch sales. In addition, in 2000, we reduced higher costing government
deposits by $36.8 million. We do not have any brokered deposits. Total
borrowings declined $43.0 million, from $53.0 million at year-end 1999, to $10.0
million at December 31, 2000. The decline in borrowings reflects our improved
liquidity position, resulting from deposit generation and the reduction in the
loan and investment portfolios.

At December 31, 2000, total shareholders' equity declined $0.5 million to
$21.3 million. Total equity to total assets as of December 31, 2000 and 1999 was
5.99% and 4.96%, respectively. To bolster our capital ratios, in the first
quarter of 2000, we consummated a private placement of approximately $4.9
million (net of $0.3 million of offering expenses) of cumulative preferred
stock. The preferred stock bears a 10% dividend rate. Under regulatory
agreement, we are prohibited from declaring or paying dividends on our preferred
or common stock. As of December 31, 2000, we had accumulated unpaid preferred
dividends of $388 thousand. The increase in our capital from the preferred stock
offering was offset by operational losses incurred in 2000.

LOAN PORTFOLIO
Commercial and industrial loans are made for the purpose of providing
working capital, financing the purchase of equipment or inventory and for other

business purposes. Real estate loans consist of loans secured by commercial or
residential property and loans for the construction of commercial or residential
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property. Consumer loans are made for the purpose of financing the purchase of
consumer goods, home improvements, and other personal needs, and are generally
secured by the personal property being purchased. We originate loans under SBA
programs that provide for SBA guarantees of between 75% and 85% of the
principal. The guaranteed portion of the SBA loan is generally sold in the
secondary market with the non-guaranteed portion held in the portfolio. The
loans are primarily to businesses located in New Jersey and its neighboring
states. We have not made loans to borrowers outside of the United States.
Commercial lending activities are focused primarily on lending to small business
borrowers in our marketplace.

Average loans increased $40.5 million, or 17.0%, from $237.8 million in
1999 to $278.3 million in 2000. The increase in average loans is due primarily
to the growth in the loan portfolio which occurred late in 1999. Period-end
loans actually declined $96.4 million, or 30.0%, to $225.1 million at December
31, 2000 compared to $321.5 at December 31, 1999. The decline in the loan
portfolio reflects the first quarter loan sale of $36.4 million of adjustable
rate mortgages and the third quarter loan sale of $44.8 million home equity
loans. As a result of the loan sales and mortgage originations being sold in the
secondary market, residential mortgage loans declined $87.6 million, or 49.2%,
to $90.6 million as of December 31, 2000, from $178.1 million the prior year
end. Residential mortgages are no longer being originated for the portfolio. We
have established a relationship with First Hallmark Mortgage, and in 2001 will
be paid commissions for referred mortgage loan applications. We expect to
continue to grow the higher yielding commercial and SBA loan portfolios.
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The following table sets forth the classification of loans by major
category for the past five years at December 31:

Loans by Type 2000 1999 1998
% of % of % of
(In thousands) Amount Total Amount Total Amount Total
Commercial & industrial S 61,427 27.2 $ 43,523 13.5 $ 41,546 24.9

Real Estate
Non-residential

properties 48,770 21.6 52,359 16.2 59,884 35.9
Residential
properties 91,371 40.4 178,963 55.5 26,642 16.0
Construction 5,784 2.5 17,837 5.5 16,237 9.7
Consumer 18,788 8.3 29,850 9.3 22,483 13.5
Total Loans $ 226,140 100.0% $ 322,532 100.0% $ 166,792 100.0%

As the above table depicts, the composition of the loan portfolio has
changed significantly in 2000. As of December 31, 2000, 51.3% of the loan
portfolio is now housed in commercial loans compared to 35.3% at the prior year
end. Total commercial loans, including C&I loan, commercial mortgages, and
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construction loans were $116.0 million, an increase from the prior year total of
$113.7 million. The increase in commercial loans was primarily in the SBA
portfolio, which increased $13.3 million, or 79.1%, to $30.2 million from the
prior year $16.9 million. Construction loans declined to $5.8 million from $17.8
million the prior year end. The decline in construction loans was attributed to
the completion of several projects outstanding at year-end 1999. Residential
real estate loans declined $87.6 million as a result of the $81.2 million of
loan sales. Approximately $36.5 million of the residential mortgage portfolio,
with a borrowing value of $27.6 million, is available to collateralize borrowing
from the FHLB of New York. Consumer loans declined $11.1 million to $18.7
million from the prior year primarily as a result of payoffs on indirect auto
loans, which declined $8.2 million, to $14.2 million at December 31, 2000.

There are no concentrations of loans to any borrowers or group of borrowers
exceeding 10% of the total loan portfolio. There are no foreign loans in the
portfolio. As a preferred SBA lender, we do make SBA loans outside of our

marketplace. A portion of the SBA loan portfolio is not located in New Jersey.

The following table shows the maturity distribution of the loan portfolio
and the allocation of floating and fixed interest rates at December 31, 2000.

LOAN MATURITIES AND FLOATING/FIXED INTEREST RATES

(In thousands) WITHIN 1 YEAR 1 - 5 YEARS AFTER 5 YEARS
Commercial $ 40,274 $ 13,625 $ 7,528
Commercial mortgages 20,563 17,057 10,700
Construction loans 5,740 44 -
Residential mortgages 10,501 7,218 73,652
Consumer loans 2,175 16,472 141
Total $ 79,253 $ 54,866 $ 92,021

Amount of loans based upon:
Fixed interest rates
Floating or adjustable interest rates

ASSET QUALITY

Inherent in the lending function is the possibility a customer may not
perform in accordance with the contractual terms of the loan. A borrower's
inability to repay its obligation can create the risk of nonaccrual loans, past
due loans, and potential problem loans, which can have a material impact on our
results of operations.

Non-performing loans are loans that are not accruing interest (non-accrual
loans) as a result of principal or interest being in default for a period of 90
days or more or when the collectibility of principal and interest according to
the contractual terms is in doubt, and loans past due 90 days or greater, still
accruing interest. Management has evaluated the loans past due 90 days or
greater and still accruing interest and determined that they are both well
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collateralized and in the process of collection. When a loan is classified as
nonaccrual, interest accruals discontinue and all past due interest previously
recognized as income is reversed and charged against current period income.
Generally, until the loan becomes current, any payments received from the
borrower are applied to outstanding principal until such time as management
determines that the financial condition of the borrower and other factors merit
recognition of a portion of such payments as interest income.
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Credit risk is minimized by loan diversification and adhering to credit
administration policies and procedures. Due diligence on loans begins upon the
origination of a loan with a borrower. Documentation, including a borrower's
credit history, materials establishing the value and liquidity of potential
collateral, the purpose of the loan, the source of funds for repayment of the
loan, and other factors are analyzed before a loan is submitted for approval.
The loan portfolio is then subject to ongoing internal reviews for credit
quality. In addition, an outside firm has been used to conduct independent
credit reviews.

The following table sets forth information concerning non-performing loans
and non-performing assets at December 31 for the past five years:

(In thousands) 2000 1999 1998 1997 1

NON-ACCRUAL BY CATEGORY

Commercial S 2,064 S 692 S - S - S
Real Estate 807 720 2,297 861
Consumer 32 —— —— 82
Total $ 2,903 $ 1,412 $ 2,297 S 943 S

PAST DUE 90 OR MORE AND STILL ACCRUING INTEREST

Commercial S 578 S 0 S 803 S 346 S
Real Estate 694 159 790 206
Consumer - 7 7 -
Total $ 1,272 S 166 $ 1,600 S 552 $
TOTAL NON-PERFORMING LOANS $ 4,175 $ 1,578 $ 3,897 $ 1,495 $
OREO 142 1,505 - -
Other asset - (1) —— —— 1,131 ——
TOTAL NON-PERFORMING ASSETS $ 4,317 $ 3,083 $ 5,028 $ 1,495 $
Non-performing loans to total loans 1.85% 0.49% 2.34% 1.11%
Non-performing assets to total assets 1.21% 0.70% 1.97% 0.70%
Allowance for loans losses as a
percentage of non-performing loans 61.27% 137.71% 46.83% 88.43% 9
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(1) Reflects the value of an impaired asset associated with an unauthorized
overdraft

Nonaccrual loans increased $1.5 million from $1.4 million at year-end 1999,
to $2.9 million at December 31, 2000. The increase in nonaccrual loans is due
primarily to increased levels of non-performing commercial accounts. Loans past
due 90 days or more and still accruing increased $1.1 million from December 31,
1999 to $1.3 million primarily as a result of loans which have matured pending
renewal. These loans do not represent a material risk of default to us. Other
real estate owned (OREO) properties declined by $1.4 million in 2000, from $1.5
million at year-end 1999, as a result of sales. OREO are carried at the lower of
cost or market, less estimated selling costs. Total non-performing assets
increased $1.2 million, to $4.3 million at year—-end 2000, from $3.1 million the
prior year.

Potential problem loans are those where information about possible credit
problems of borrowers causes management to have doubts as to the ability of such
borrowers to comply with loan repayment terms. These loans are not included in
non-performing loans as they continue to perform. Potential problem loans, which
consist primarily of commercial loans, were $0.3 million and $0.4 million at
December 31, 2000 and 1999, respectively.

ALLOWANCE FOR LOAN LOSSES

The allowance for loan losses is maintained at a level sufficient to absorb
estimated credit losses in the financial statements as of the balance sheet
date. Management utilizes a standardized methodology to assess the adequacy of
the allowance for loan losses. This process consists of the identification of
specific reserves for identified problem loans based on loan grades and the
calculation of general reserves based on minimum reserve levels by loan type.
Risks within the loan portfolio are analyzed on a continuous basis by
management, and periodically by an independent credit review function and by the
audit committee. A risk system, consisting of multiple grading categories, is
utilized as an analytical tool to assess risk and to quantify the appropriate
level of loss reserves. Along with the risk system, management further evaluates
risk characteristics of the loan portfolio under current economic conditions and
considers such factors as the financial condition of the borrowers, past and
expected loan loss experience, and other factors management feels deserve
recognition in establishing an adequate reserve. This risk assessment process
which includes the determination of the adequacy of the allowance for loan
losses, 1s performed at least quarterly, and, as adjustments become necessary,
they are realized in the periods in which they become known.
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Additions to the allowance are made by provisions charged to expense and
the allowance is reduced by net charge-offs (i.e., loans judged to be not
collectable are charged against the reserve, less any recoveries on such loans).
Although management attempts to maintain the allowance at a level deemed
adequate to provide for potential losses, future additions to the allowance may
be necessary based upon certain factors including obtaining updated financial
information about the borrower's financial condition and changes in market
conditions. In addition, various regulatory agencies periodically review the
adequacy of the allowance for loan losses. These agencies have in the past and
may in the future require the Bank to make additional adjustments based on their
judgments about information available to them at the time of their examination.

The allowance for loan losses totaled $2.6 million as of December 31, 2000,
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compared to $2.2 million the prior year end. The increase in the allowance for
the current year is due the current provision for loan losses or $0.7 million
exceeding $0.3 million of net charge-offs. Although the loan portfolio declined
in 2000, the allowance for loan losses was increased due to a shift in the
portfolio from loans secured by residential properties to commercial loans and
an increase in non-performing loans. Commercial loans generally have a higher
risk of loss than a loan secured by residential real estate.

The following is a reconciliation summary of the allowance for loan losses
for the past five years:

(In thousands) 2000 1999 1998 1997 199
Balance at beginning of year $ 2,173 $ 1,825 $ 1,322 $ 886 S 5
Charge-offs:

Commercial and industrial 278 432 60 10

Real estate 19 871 254 55

Consumer 75 130 15 3
Total Charge-offs 372 1,433 329 68
Recoveries:

Commercial and industrial 12 16 —— -

Real estate 17 2 23 6

Consumer 12 20 5 -
Total recoveries 41 38 28 6
Total net charge-offs S 331 $ 1,395 $ 301 $ 62 S
Provision charged to expense S 716 S 1,743 S 804 $ 498 S 4
Balance at end of year $ 2,558 $ 2,173 $ 1,825 $ 1,322 S 8
Net charge-offs to average loans 0.12% 0.59% 0.21% 0.05% 0.
Allowance to total loans (1) 1.17% 0.77% 1.12% 1.01% 0.
(1) Total loans exclude loans held for sale.

The ratio of allowance to total loans, excluding loans held for sale,
increased to 1.17% in 2000 from .77% in 1999, due to the decline in the loan
portfolio and the shift in the portfolio mix. At December 31, 1999, the
residential mortgage portfolio was $178.1 million as compared to $90.6 million
at December 31, 2000. Residential mortgage loans have a general reserve rate of

.25%. As of December 31, 2000, the commercial and industrial portfolio increased
$17.9 million, to $61.3 million. Commercial and industrial loans have general
reserve rates of 1.00% to 1.25% depending on the product. As a result of the
shift in the portfolio from being predominately retail in 1999 to commercial in
2000, the decrease in loans, and the increase in non-performing loans, the level
of the allowance to total loans increased. In addition, in 1999 the Company
carried a portfolio of purchased loans valued at the amount of undiscounted
estimated future cash collections and therefore had no allocated allowance. This
portfolio was sold in 2000.

The following table sets forth, for each of the major lending areas, the
amount of the allowance for loan losses allocated to each category and the
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percentage of total loans represented by such category, as of December 31, of
each year. The allocated allowance is the total of identified specific and
general reserves by loan. The allocation is made for analytical purposes and is
not necessarily indicative of the categories in which future losses may occur.
The total allowance is available to absorb losses from any segment of the
portfolio.

oe

of

oe

(In thousands) of % of

Balance Applicable to:
Commercial & Industrial $ 1,332 27.2% $ 738 13.5% $ 741 24.9%
Real Estate:

Non-residential

properties 641 21.6% 404 16.2% 663 35.9%
Residential properties 298 40.4% 461 55.5% 96 16.0%
Construction 98 2.5% 316 5.5% 160 9.7%

Consumer 189 8.3% 254 9.3% 165 13.5%
Total $ 2,558 100.0% $ 2,173 100.0% $ 1,825 100.0%
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INVESTMENT SECURITY PORTFOLIO

Securities available for sale are investments carried at fair value that
may be sold in response to changing market and interest rate conditions or for
other business purposes. Securities held to maturity, which are carried at
amortized cost, are investments for which there is the positive intent and
ability to hold to maturity. The investment security portfolio is maintained for
asset-liability management purposes, an additional source of liquidity, and as
an additional source of earnings. The portfolio is comprised of U.S. Treasury
securities, obligations of U.S. Government and government sponsored agencies
mortgage-backed securities, corporate debt securities and equity securities.
Management determines the appropriate security classification of available for
sale or held to maturity at the time of purchase.

Average investments increased $6.9 million in 2000, to average $72.4
million. At December 31, 2000, the investment security portfolio totaled $70.8
million, comprised of $37.8 million in securities available for sale and $33.0
million in securities held to maturity. The total investment portfolio declined
$3.5 million, or 4.7%, from the prior year balance of $74.3 million. The decline
in investment securities primarily represents payments and maturities of
investments, reinvested in other financial assets.

The tax-equivalent yield on the investment portfolios for 2000 was 6.53%,
as compared to 6.11% for the prior year. The increase in the yield was a result
of paydown and maturities of lower yielding securities and the repricing of
floating rate investments in a rising rate environment. Approximately 85% of the
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investment portfolio has a fixed rate of interest.

Net gains on sales of securities for 2000 were $3.0 thousand, as compared
to $193.0 thousand for the year ended December 31, 1999. As of year-end 2000 and
1999, the total net unrealized loss on the investment portfolios was $1.3
million and $3.3 million, respectively. The improvement in the market value of
the portfolio was primarily due to the declining interest rate environment at
the end of 2000.

In the normal course of business, the company accepts government deposits,
for which investment securities are required to be held as collateral. As of
December 31, 2000, $20.1 million of securities were required to be pledged for
these deposits.

DEPOSITS

Deposits, which include non-interest bearing demand deposits and
interest-bearing savings and time deposits, are the primary source of our funds.
For the year, we realized continued growth in average deposits. This growth was
achieved through the expansion of the branch network, emphasis on customer
service, competitive rate structures and selective marketing. We attempt to
establish a comprehensive relationship with business borrowers, seeking deposits
as well as lending relationships.

The following are average deposits for each of the last three years.

2000 1999 1998
(In Thousands) Amount % Amount % Amount %
High-yield and NOW deposits $ 95,817 25.6% $ 87,884 28.1% $ 36,162 17.5%
Savings deposits 35,491 9.5% 17,260 5.5% 13,811 6.6%
Money market deposits 20,724 5.5% 18,053 5.8% 18,557 9.0%
Time deposits 162,736 43.4% 139,187 44 .4% 96,969 46.9%
Demand deposits 59,885 16.0% 50,663 16.2% 41,250 20.0%
Total deposits $ 374,653 100.0% $ 313,047 100.0% $ 206,749 100.0%

On average, total deposits grew 19.7%, or $61.6 million, for 2000, to
average $374.7 million. The increase in average deposits was primarily the
result of deposit generation related to the new branch openings in 1999,
partially offset by a reduction in higher-costing municipal deposits. As a
result of the $48.0 million of deposit sales and the $36.8 million planned
reduction of municipal deposits, period end deposits declined 10.4%, or $37.2
million, from the prior year end to $320.3 million at December 31, 2000.

The following are period-end deposit balances for each of the last three
years.
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(In Thousands) Amount % Amount % Amount %

High-yield and NOW deposits $ 100,121 31.3% $ 104,343 29.2% $ 40,585 17.9%
Savings deposits 23,223 7.2% 18,448 5.2% 15,0098 6.7%
Money market deposits 13,552 4.2% 19,462 5.4% 19,222 8.4%
Time deposits 130,314 40.7% 150,206 42.0% 101,835 44.9%
Demand deposits 53,108 16.6% 65,079 18.2% 50,120 22.1%
Total deposits $ 320,318 100.0% $ 357,538 100.0% $ 226,860 100.0%
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Non-interest bearing demand deposits represented 16.6% of total deposits at
December 31, 2000, down from 18.2% in 1999. The decline in non-interest bearing
deposits can be attributed to the migration of customer balances to
interest-bearing accounts. The average cost of interest bearing deposits in 2000
was 4.95% compared to 4.38% for 1999. The increase in the cost of deposits can
be attributed to the increase in interest rates and higher costing promotional
deposit rates that were offered in late 1999 and early 2000. The increase in the
cost of deposits was the primary cause of the decline in our net interest margin
in 2000.

BORROWED FUNDS

Borrowed funds consist of advances from the Federal Home Loan Bank of New
York. These borrowings are used as a source of liquidity or to fund asset growth
not supported by deposit generation. Residential mortgages collateralize the
borrowings from the FHLB. As of December 31, 2000, total borrowings were $10.0
million, a decline of $43.0 million from the prior year end. The decline in
borrowings was a result of increased liquidity generated from loan sales and
deposit generation. At December 31, 2000, we had $17.6 million of additional
availability at the FHLB. The $10.0 million FHLB borrowing at December 31, 2000
is a ten-year borrowing at a cost of 4.92% and is callable after November 2001.

ASSET/LIABILITY MANAGEMENT

Based on our business, the two largest risk we face are credit risk and
market risk. Market risk is primarily limited to interest rate risk, which is
the impact that changes in interest rates would have on future earnings. This
risk is managed by the Asset/Liability Committee (ALCO). The principal
objectives of the ALCO are to establish prudent risk management guidelines,
evaluate and control the level of interest rate risk in balance sheet accounts,
determine the level of appropriate risk given the business focus, operating
environment, capital, and liquidity requirements, and actively manage risk with
the Board approved guidelines. The ALCO reviews the maturities and repricing of
loans, investments, deposits and borrowings, cash flow needs, current market
conditions, and interest rate levels.

We use various techniques to evaluate risk levels on both a short and
long-term basis. One of the monitoring tools is the "gap" ratio. A gap ratio, as
a percentage of assets, is calculated to determine the maturity and repricing
mismatch between interest rate-sensitive assets and interest rate-sensitive
liabilities. A gap is considered positive when the amount of interest
rate-sensitive assets repricing exceeds the amount of interest rate-sensitive
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liabilities repricing in a designated time period. A positive gap should result

in higher net interest income with rising interest rates,

assets repricing exceed the amount of liabilities repricing.
is considered negative when the amount of interest rate-sensitive liabilities

exceeds interest-rate-sensitive assets,

net interest income.

The following table sets forth the gap ratio at December 31,

2000.

Assumptions regarding the repricing characteristics of certain assets and
liabilities are critical in determining the projected level of rate sensitivity.

Certain savings and interest checking accounts are less sensitive to market
interest rate changes than other interest bearing sources of funds.
such as demand interest,

deposits,

interest rates.

(In thousands)
ASSETS

Cash & due from banks
Fed Funds sold
Investment Securities
Loans

Other assets

Total Assets
LIABILITIES AND SHAREHOLDERS'
EQUITY
Non interest demand

Savings and checking
Time deposits

Other debt
Other liabilities
Shareholders' equity

Liabilities and shareholders'
equity

GAP
CUMULATIVE GAP
Cumulative Gap to total assets

savings,

and money market deposits,
allocated based on their expected repricing in relation to changes in market

Core
are

as the amount of the

Conversely, a gap

and lower rates should result in higher

MORE THAN MORE THAN MORE TH
SIX MONTHS ONE YEAR TWO YEARS FIVE YEA
UNDER SIX THROUGH THROUGH THROUGH THROUGH
MONTHS ONE YEAR TWO YEARS FIVE YEARS YEARS
$ 0 $ 0 0 $ 0 $
31,500 0 0 0
16,197 3,710 14,103 20,802 9,
81,972 10,841 16,515 107,829 4,
0 0 0 0
$129,669.00 $ 14,551.00 30,618.00 $128,631.00 $13,934
$ 0 $ 0 0 $ 0 $
94,550 0 5,201 30,006 7,
68,285 41,327 6,616 13,824
0 0 0 10,000
0 0 0 0
0 0 0 0
$162,835.00 S 41,327.00 11,817.00 $ 53,830.00 $ 7,401
162,835
$ (33,166) $ (26,776) 18,801 $ 74,801 $ 6,
$ (33,166) $ (59,942) (41,141) $ 33,660 $ 40,
-9.3% -16.8% -11.6% 9.5 11
35

Repricing of mortgage-related investments are shown by contractual

49



Edgar Filing: UNITY BANCORP INC /DE/ - Form S-4/A

amortization and estimated prepayments based on the most recent 3-month constant
prepayment rate. Callable agency securities are shown based upon their
option-adjusted spread modified duration date ("OAS"), rather than the next call
date or maturity date. The OAS date considers the coupon on the security, the
time to next call date, the maturity date, market volatility, and current rate
levels. Fixed rate loans are allocated based on expected amortization.

At December 31, 2000, there was a six-month liability-sensitive gap of
$33.2 million and a one-year liability gap of $59.9 million, as compared to
$157.9 million and $168.3 million for the prior year, respectively. The
improvement in the liability gap is primarily a result of the reduction in
borrowed funds and the increase in Federal funds sold.

Other models are also used in conjunction with the static gap table, which
is not able to capture the risk to changing spread relationships over time, the
effects of projected growth in the balance sheet, or dynamic decisions such as
the modification of investment maturities as a rate environment unfolds. For
these reasons, a simulation model is used, where numerous interest rate
scenarios and balance sheets are combined to produce a range of potential income
results. Net interest income is managed within guideline ranges for interest
rates rising or falling by 300 basis points. Results outside of guidelines
require action by the ALCO to correct the imbalance. Simulations are typically
created over a 12=24 month time horizon. At December 31, 2000 these simulations
show that with a 300 basis point immediate increase in interest rates, net
interest income would increase by approximately $.4 million, or 3.3%. An
immediate decline of 300 basis points in interest rates would decrease net
interest income by approximately $.3 million or 2.9%. These variances in net
interest income are within the board-approved guidelines of +/= 7%.

Finally, to measure the impact of longer-term asset and liability
mismatches beyond two years, we utilize Modified Duration of Equity and Economic
Value of Portfolio Equity ("EVPE") models. The modified duration of equity
measures the potential price risk of equity to changes in interest rates. A
longer modified duration of equity indicates a greater degree of risk to rising
interest rates. Because of balance sheet optionality, an EVPE analysis is also
used to dynamically model the present value of asset and liability cash flows,
with rate shocks of 200 basis points. The economic value of equity is likely to
be different as interest rates change. Like the simulation model, results
falling outside prescribed ranges require action by the ALCO. Our variance in
the economic value of equity, as a percentage of assets with rate shocks of 200
basis points, is a decline of 1.5% in a rising rate environment and a decline of
0.08% in a falling rate environment. The decline in the EVPE is within
board-approved guidelines of +/= 3.00%.

OPERATING, INVESTING, AND FINANCING

Cash and cash equivalents increased $30.1 million to $45.2 million at
December 31, 2000 from $15.1 million at December 31, 1999. Net cash used in
operating activities decreased $3.8 million, totaling $2.7 million at December
31, 2000 compared to a $6.5 million in 1999. This was primarily due to the $5.9
million loss reduced by the intangible write-off of $3.2 million and a $3.5
million gain on sale of deposits. Net cash provided by investing activities
increased $297.4 million to $104.7 million in 2000, compared to cash used by
investing activities in 1999 of $192.7 million. This was primarily from loan
sales and fewer loan originations in 2000. Net cash used in financing activities
increased $253.7 million to $71.8 million for 2000, compared to $181.8 million
provided in 1999. This change was attributable to the deposit sale in 2000, the
reduction of borrowed funds and the increase in deposits in 1999.

LIQUIDITY

Our liquidity is a measure of our ability to fund loans, withdrawals or
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maturities of deposits and other cash outflows in a cost-effective manner.
BANK HOLDING COMPANY

The principal sources of funds for our holding company are dividends paid
by the bank. Under regulatory agreement, the Bank is currently restricted from
paying dividends to us because its tier 1 capital to average assets ratio is
less than six percent. We are also under agreement with its regulators not to
pay dividends on our preferred or common stock. Excluding the payment of
dividends to shareholders, we only pay expenses that are specifically for the
benefit of us, rather than the bank. Other than our investment in the bank, we
do not actively engage in other transactions or business. As a result the annual
expenses are not material. At December 31, 2000 we had $0.7 million in cash and
$.4 million in marketable securities, valued at fair market value.
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CONSOLIDATED BANK

Liquidity is a measure of the ability to fund loans, withdrawals or
maturities of deposits and other cash outflows in a cost-effective manner. The
principal sources of funds are deposits, scheduled amortization and prepayments
of loan principal, sales and maturities of investment securities and funds
provided by operations. While scheduled loan payments and maturing investments
are relatively predictable sources of funds, deposit flows and loan prepayments
are greatly influenced by general interest rates, economic conditions and
competition.

Total deposits and borrowings amounted to $330.3 million, as of December
31, 2000. We have augmented our liquidity with $10.0 million in borrowings from
the FHLB of New York. At December 31, 2000, $17.6 million was available for
additional borrowings from the FHLB of New York. Pledging additional collateral
in the form of 1=4 family residential mortgages or investment securities can
increase the line with the FHLB. An additional source of liquidity is Federal
Funds sold, which were $31.5 million at December 31, 2000 and loans held for
sale.

As of December 31, 2000 deposits included $31.7 million of Government
deposits, as compared to $68.5 million the prior year end. These deposits, are
generally short in duration, and are very sensitive to price competition. We
have significantly reduced our reliance on these deposits as a source of funds,
and believes the current portfolio of these deposits to be appropriate. Included
in the portfolio are $25.9 million of deposits from two municipalities. The
withdrawal of these deposits, in whole or in part, would not create a liquidity
shortfall. At December 31, 2000, the Bank had approximately $42.0 million of
loan commitments, which will either expire or be funded, generally within one
year.

Management believes our liquidity profile was significantly enhanced in
2000. This area will be actively monitored in 2001.

CAPITAL

A significant measure of the strength of a financial institution is its
capital base. Federal regulators have classified and defined capital into the
following components: (1) tier 1 capital, which includes tangible shareholders'
equity for common stock and qualifying preferred stock, and (2) tier 2 capital,
which includes a portion of the allowance for loan losses, certain qualifying
long-term debt and preferred stock which does not qualify for tier 1 capital.
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Minimum capital levels are regulated by risk-based capital adequacy guidelines
which require a bank to maintain certain capital as a percent of assets and
certain off-balance sheet items adjusted for predefined credit risk factors
(risk—-adijusted assets). A bank is required to maintain, at a minimum, tier 1
capital as a percentage of risk-adjusted assets of 4.0% and combined tier 1 and
tier 2 capital as a percentage of risk-adjusted assets of 8.0%.

In addition to the risk-based guidelines, regulators require that a bank
which meets the regulator's highest performance and operation standards maintain
a minimum leverage ratio (tier 1 capital as a percentage of tangible assets) of
4%. For those banks with higher levels of risk or that are experiencing or
anticipating significant growth, the minimum leverage ratio will be
proportionately increased. Minimum leverage ratios for each bank are evaluated
through the ongoing regulatory examination process. In connection with the
branch expansion the New Jersey Department of Banking and Insurance imposed a
tier 1 leverage ratio of 6% for the Bank. Due to losses incurred during 1999, we
failed to meet the total risk-based capital requirement of 8% at both September
30, 1999 and December 31, 1999. Because the Bank failed to satisfy the minimum
capital requirements, it was deemed to be "undercapitalized" under the Prompt
Corrective Action provisions of the Federal Deposit Insurance Act and the
regulations of the FDIC.

The following table summarizes our risk-based and leverage capital ratios
at December 31, 2000 and 1999, as well as the required minimum regulatory
capital ratios:

ADEQUATELY WELL
CAPITALIZED CAPITALIZED
COMPANY 2000 1999 REQUIREMENTS PROVISIONS
Leverage ratio 5.50% 4.35% 4.00% 5.00%
Tier 1 risk-based capital ratio 9.61% 6.17% 4.00% 6.00%
Total risk-based capital ratio 10.76% 6.88% 8.00% 10.00%

The following table summarizes the Bank's risk based and leveraged capital
ratios at December 31, 2000 and 1999, as well as the required minimum regulatory
capital ratios.

ADEQUATELY WELL
CAPITALIZED CAPITALIZED
BANK 2000 1999 REQUIREMENTS PROVISIONS
Leverage ratio (1) 5.24% 4.01% 4.00% 5.00%
Tier 1 risk-based capital ratio 9.12% 5.62% 4.00% 6.00%
Total risk-based capital ratio 10.26% 6.33% 8.00% 10.00%
(1) The New Jersey Department of Banking and Insurance has imposed a ratio of

6%.
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At December 31, 2000, shareholders' equity was $21.3 million, a $0.5
million decline from the prior year end. The reduction in shareholders' equity
was a result of the $5.9 million operating loss, somewhat offset by the $4.9
million of proceeds from the preferred stock offering and $0.5 million of
unrealized gains on securities available for sale. At December 31, 2000, there
were $388 thousand of preferred stock dividends in arrears that have not been
declared.

RESULTS OF OPERATIONS - YEAR ENDED DECEMBER 31, 1999 COMPARED TO YEAR ENDED
DECEMBER 31, 1998

For the year ended 1999, we incurred a loss of $3.4 million, or $0.91 loss
per basic and diluted share, compared to net income of $2.1 million, or $0.67
earnings per basic share and $0.64 earnings per share diluted for 1998. The loss
largely reflects the growth in non-interest expense due to the opening of nine
new branches, a realized valuation loss as a result of reclassifying certain
loans from held-to-maturity to held-for-sale, the write-down of an impaired
asset and legal costs associated with an unauthorized overdraft that was
detected in the fourth quarter of 1998, the costs associated with the collection
of non-performing loans, the costs of maintaining expanding loan portfolios,
along with an increase in the provision for loan losses.

The changes in the components of net income included a $0.6 million
increase in net interest income before provision for loan losses, a $0.9 million
increase in the provision for loan losses, a $1.2 million increase in
non-interest income, a $10.1 million increase in non-interest expense, and a
$3.7 million decrease in the provision for income taxes.

NET INTEREST INCOME

Net interest income increased $0.6 million, or 6.2% to $10.9 million for
1999 from $10.3 million for 1998. The growth in interest income was primarily
attributable to an increase of $105.2 million (49.9%) in average earning assets
for 1999 totaling $315.9 million over the prior year's $210.7 million. The
increases in average earning assets occurred across the entire balance sheet,
with most increases in the loan portfolio. Average loans equaled $237.8 million
in 1999, which represented an increase of $93.9 million (65.3%) from the $143.9
million recorded in 1998. Growth in the loan portfolio was primarily comprised
of $101.9 million of residential adjustable rate mortgages (ARM) and $56.0
million of purchased home equity loans. The 1999 yield on average earning assets
decreased to 7.52% for 1999 from 8.32% for 1998, partially offsetting the volume
related gains in interest income, as a result of the increased mortgages in the
portfolio.

Increases in interest-earning assets were primarily funded through an
increase of $126.2 million (61.0%) in average deposits and borrowings to $333.2
million for 1999 from $207.0 million for 1998. Average deposits increased $106.3
million to $313.0 million for 1999 from $206.7 million in 1998. Average
borrowings increased $19.8 million to $20.2 million for 1999 from $0.3 million
in 1998.

During 1999, the cost of interest bearing liabilities increased to 4.51%
for 1999 from 4.32% for 1998. The increase in interest-bearing liabilities and
the cost of funds reflects our decision to offer higher, promotional rates of
interest to attract new customers to the new branch locations, as well as a
shift in the deposit structure toward time deposits and the money market
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product. The promotional rates of interest were offered both on time deposits
and through the money market product, which paid an introductory rate of 6.05%.
Although this product was discontinued at September 30, 1999, the product was
again offered in December 1999 in order to ease liquidity and provide funding
for committed loans. As a result of these higher costing deposits, net interest
margin declined to 3.49% during 1999 from 4.91% in 1998.

PROVISION FOR LOAN LOSSES

The provision for loan losses totaled $1.7 million for 1999, a 116.8%
increase over the prior year's provision of $0.8 million. The increase in the
provision is primarily attributable to the growth in the loan portfolio of
$155.9 million (93.0%) and the 1999 net charge-offs of $1.4 million, primarily
related to one borrower. In addition, the change is attributable to an increase
in the reserve factors used to determine reserve levels on certain types of
loans. During 1999, the ratio of non-performing loans to total loans decreased
to 0.49% at December 31, 1999 from 2.34% at December 31, 1998.
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NON-INTEREST INCOME

Non-interest income increased $1.2 million, or 27.2%, to $5.6 million for
1999 from $4.4 million for 1998. This increase is a result of a $0.7 million
increase in loan sale gains and a $0.7 million increase in other income. The
$0.7 million increase in loan sale gain is primarily from an increase in
mortgage loan sales of $2.4 million, less a held for sale valuation loss of $1.4
million and a decrease in SBA loan sale gains of $0.3 million.

Mortgage loan sale gains increased $2.4 million, totaling $3.0 million for
1999 compared to $0.6 million for 1998. The mortgage loan sale gains are the
result of loans simultaneously funded by purchasing investors at the time of
closing by the Bank's mortgage subsidiary, CMA.

The gain on sale of SBA loans reflects the participation in the SBA's
guaranteed loan program. SBA sales without recourse totaled $24.3 million in
1999. In 1998, SBA sales without recourse totaled $20.6 million. Commercial loan
sale gains were $70 thousand in 1999, based on $3.0 million loans sold without
recourse. There were no such sales in 1998.

At December 31, 1999, $37.8 million of ARM loans were reclassified from
held-to-maturity to held-for-sale. Based on December 31, 1999 market values,
this resulted in an after tax realized valuation loss of $891 thousand. These
adjustable rate one-to-four family mortgages (ARM's) were sold on March 7, 2000,
resulting in an additional after tax loss of $439 thousand in 2000.

In addition to the loans sales, other income, representing SBA servicing
fees, loan fees, income on cash surrender value of life insurance, non-deposit
account transaction charges, and other fee income increased $0.7 million (83.5%)
to $1.6 million for 1999 compared to $0.9 million for 1998. The primary
increases were loan fees of $323 thousand (459.5%) primarily associated with the
mortgage originations, income on cash surrender value of insurance of $248
thousand, and non-deposit account transaction charges of $112 thousand primarily
as a result of automated teller machine charges to non-customers of the Bank.

Deposit service charges decreased from 1998's $901 thousand to 1999's $778
thousand, a 13.74% decrease. The decrease in deposit service charges was
primarily the result of customers maintaining appropriate balances.
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NON-INTEREST EXPENSE

Other non-interest expense increased $10.1 million, or 96.0%, to $20.6
million for 1999 from $10.5 million for 1998. Salaries and benefits increased
$4.0 million to $8.7 million from $4.7 million, occupancy expenses increased
$1.4 million to $2.4 million from $1.0 million, and other operating expenses
increased $4.7 million to $9.4 million to $4.7 million for 1999 compared to
1998. These increases were substantially attributable to the growth in the
branch network, as ten additional branches were opened, the acquisition of CMA
during February 1999, the $786 thousand write-down and $ 150 thousand legal
costs associated with a check-kiting scheme that occurred in the fourth quarter
of 1998, the costs associated with the collection of non-performing loans and
the costs of administering the expanding loan portfolios. In addition, salary
expense increased because of the need to hire additional administrative staff.
The prior period does not reflect any operating expenses associated with CMA.
Total non-interest expense associated with CMA for 1999 was $4.8 million.

The increases in professional services, office expense, communication
expense, bank services and FDIC insurance is the result of the addition of ten
new branches, growth in assets, and CMA expenses. Goodwill amortization expenses
relating to the acquisition of CMA totaled $380.8 thousand during the 1999
period. As a result of 1999's loss, a tax benefit of $2.4 million was recorded,
compared to a provision of $1.3 million in the prior year.

MANAGEMENT

In accordance with our Certificate of Incorporation and Bylaws, the Board
of Directors has fixed the number of directors constituting the Board at five.

The following tables set forth for each of our directors their names, their
ages, a brief description of their recent business experience, including present
occupations and employment, certain directorships held by each, the year in
which each became a director and the year in which their terms as director
expire.

39
NAME, AGE AND POSITION WITH PRINCIPAL OCCUPATION DURING PAST FIVE DIRECTOR
COMPANY (1) YEARS SINCE (2)
Allen Tucker, 75 President, Tucker Enterprises 1995
Vice-Chairman Real Estate Builder & Investor
David D. Dallas, 46 Chairman and Corporate Secretary of the 1990
Chairman and Company; Chairman of the Bank; Chief
Corporate Secretary Executive Officer of Dallas Group of

America (Chemicals)

Peter P. DeTommaso, 75 Retired President Home Owners Heaven, Inc. 1991
Director (Hardware and Lumber Retail)
Charles S. Loring, 59 Owner, Charles S. Loring, 1990
Director Certified Public Accountant

TERM
EXPIRES

55



Edgar Filing: UNITY BANCORP INC /DE/ - Form S-4/A

(1) Each director of the Company is also a director of the Bank.
(2) Includes prior service on the Board of Directors of the Bank.

None of our directors is also a director of any other company registered
pursuant to Section 12 of the Securities Exchange Act of 1934 or any company
registered as an investment company under the Investment Company Act of 1940.

COMPENSATION OF DIRECTORS

Directors do not receive cash compensation for their service on our Board
of Directors. However, directors are eligible to participate in the 1994 Stock
Option and Stock Bonus Plans for Non-Employee Directors, the 1997 Stock Option
and Bonus Plans, the 1998 Stock Option Plan and the 1999 Stock Option Plan, all
as described below.

Directors of the bank receive $300 for attendance at each Bank Board of
Directors meeting, $150 for attendance at each Bank Committee meeting, and $75
for attendance at each meeting of the Compliance Committee. In addition, Bank
directors also participate in our various stock option plans.

We maintain the 1994 Stock Option Plan for Non-Employee Directors (the
"Directors Plan") which provides for options to purchase shares of Common Stock
to be issued to non-employee directors. Individual directors to whom options are
granted under the Directors Plan are selected by the Board of Directors, which
has the authority to determine the terms and conditions of options granted under
the Directors Plan and the exercise price therefore. For the fiscal year ended
December 31, 2000, no options were granted to non-employee directors under the
Directors Plan.

We maintain the 1994 Stock Bonus Plan (the "1994 Bonus Plan"), under which
25,548 shares of Common Stock are currently reserved for issuance. Officers,
employees and directors may participate in the 1994 Bonus Plan. Our Board of
Directors administers and supervises the 1994 Bonus Plan. The Board has the
authority to determine the employees or directors who will receive awards under
the 1994 Bonus Plan and the number of shares awarded to each recipient. During
2000, no members of the Company's Board of Directors received grants of Common
Stock under the 1994 Bonus Plan.

We maintain the 1997 Stock Bonus Plan (the "1997 Bonus Plan") under which
the Board of Directors may authorize grants of up to 78,750 shares of Common
Stock in the form of bonuses. Members of the Board of Directors and officers are
eligible to participate in the 1997 Bonus Plan. The 1997 Bonus Plan is
administered by the Board of Directors, which has the authority to determine the
participants to whom bonuses will be granted, the amount of any bonus, and any
terms and conditions which may be attached to any shares underlying a bonus.
During 2000, no members of the Board of Directors received grants of Common
Stock under the 1997 Bonus Plan.

We maintain the 1997, 1998 and 1999 Stock Option Plans, under which options
to purchase shares of the common stock may be granted to members of the Board of
Directors and officers and employees. The terms of all three plans are
substantially similar. These plans are administered by the Board of Directors,
which has the authority to select the persons to whom stock options will be
granted. Options granted under these plans may either be incentive stock options
under the Internal Revenue Code of 1986, as amended or non-qualified options.
Incentive stock options granted under the plans must have an exercise price of
100% of the fair market wvalue of our common stock on the date of grant.
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Non-qualified stock options may have an exercise price of not less than 85% of
the fair market value of the common stock on the date of grant, with the actual
exercise price determined by the Board of Directors. The 1997 Stock Option Plan
provides for the grant of options for up to 78,750 shares of common stock; the
1998 Stock Option Plan provides for the grant of options for up to 236,250
shares of common stock; and the 1999 Stock Option Plan provides for the grant of
options for up to 300,000 shares of common stock. In 2000, no members of the
Board of Directors received grants of options to purchase shares of Common Stock
under these plans.
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SECURITY OWNERSHIP OF CERTAIN BENEFICIAL
OWNERS AND MANAGEMENT

The following table sets forth, as of March 15, 2001, certain information
concerning the ownership of shares of Common Stock by (i) each person who is
known by the Company to own beneficially more than five percent (5%) of the
issued and outstanding Common Stock, (ii) each director and nominee for director
of the Company, (iii) each named executive officer described in this Proxy
Statement under the caption "Executive Compensation," and (iv) all directors and
executive officers of the Company as a group.

NAME AND POSITION NUMBER OF SHARES
WITH COMPANY (1) BENEFICIALLY OWNED (2)
David D. Dallas, Chairman and Corporate Secretary 497,279 (3)
 beter P. DeTommaso, Director  1se110(8)
| Charles S. Loring, Director 129,380
| Allen Tucker, Director  sei56)
 Anthony J. Feraro, President and Chief Executive Officer of 18,925(7)

the Company and the Bank
James Hughes, Exec. V.P. and Chief Financial Officer of the 0
Company and the Bank

James Loney, Exec. V.P. and Chief Operating Officer of 0
the Bank
Kevin J. Killian, former Exec. V.P. and Chief Financial 32,627 (8)

Officer of the Company and the Bank

Robert J. Van Volkenburgh, Sr., former Chairman and 523,377(9)
Chief Executive Officer of the Company and the Bank

Directors and Executive Officers of the Company as a Group 1,473,815(10)
(9 persons)
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5% Shareholders:

Robert Dallas, Director of the Bank 451,557 (11)

(1) The address for Kevin J. Killian is 43 Doyle Lane, Belle Mead, New Jersey
08502. The address for Robert J. Van Volkenburgh is P.0O. Box 5301, Clinton,
New Jersey 08809. The address for all other listed persons is c/o Unity
Bank, 64 0ld Highway 22, Clinton, New Jersey 08809.

(2) Beneficially owned shares include shares over which the named person
exercises either sole or shared voting power or sole or shared investment
power. It also includes shares owned (i) by a spouse, minor children or
relatives sharing the same home, (ii) by entities owned or controlled by
the named person, and (iii) by other persons if the named person has the
right to acquire such shares within sixty (60) days by the exercise of any
right or option. Unless otherwise noted, all shares are owned of record and
beneficially by the named person.
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(3) Includes 50,925 shares issuable upon the exercise of immediately
exercisable options held by Mr. Dallas and 6,900 shares issuable upon the
conversion of preferred shares. Also includes 6,743 shares held by Jessica
Lynn Dallas and 6,743 shares held by David Tyler Dallas, Mr. Dallas' minor
children. Shares also disclosed as beneficially owned by Mr. Dallas include
35,147 shares held by Dallas Group of America, Inc. Employees' Profit
Sharing Trust, 101,295 shares held by Dallas Group of America, Inc.,
105,478 shares and 69,000 shares issuable upon the conversion of the
Company's Series A Preferred Stock (the "Preferred Stock") held by Dallas
Financial Holdings, LLC and 28,666 shares held by Trenton Liberty Ins. Co.
These shares are also disclosed as beneficially owned by Mr. Robert Dallas.

(4) Includes 163,210 shares owned Jjointly with Mr. DeTommaso's spouse. Also
includes 8,474 shares issuable upon the exercise of immediately exercisable
options and 9,660 shares issuable upon conversion of Preferred Stock.

(5) 1Includes 9,898 shares held by Mr. Loring's spouse in her name, 21,600
shares owned jointly with his spouse, and 12,048 shares held by The Loring
Partnership. Mr. Loring disclaims beneficial ownership of the shares held
by his spouse. Also includes 7,340 shares issuable upon the exercise of
immediately exercisable options and 6,900 shares issuable upon conversion
of Preferred Stock.

(6) Includes 12,443 shares issuable upon the exercise of immediately
exercisable options, 6,900 shares issuable upon the conversion of Preferred
Stock, and 18,427 shares held by his spouse in her name. Mr. Tucker
disclaims beneficial ownership of the shares held by his spouse.

(7) Includes 2,757 shares held by Mr. Feraro's spouse in her own name, and
13,800 shares issuable upon conversion of Preferred Stock.

(8) 1Includes 6,900 shares issuable upon the conversion of Preferred Stock, and
23,925 shares issuable upon the exercise of immediately exerciseable
options.
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(9) The Company is not aware of whether Mr. Van Volkenburgh's ownership is of a
direct or indirect nature.

(10) Includes 79,182 shares issuable upon the exercise of immediately
exercisable options and 202,860 shares issuable upon conversion of
Preferred Stock.

(11) Includes 6,587 shares held by Mr. Dallas' son, 31,238 shares issuable upon
the exercise of immediately exercisable options held by Mr. Dallas and
6,900 shares issuable upon the conversion of Preferred Stock. Also
disclosed as beneficially owned by Mr. Dallas are 35,147 shares held by
Dallas Group of America, Inc. Employees' Profit Sharing Trust, 101,295
shares held by Dallas Group of America, Inc., 105,478 shares and 69,000
shares issuable upon the conversion of Preferred Stock held by Dallas
Financial Holdings, LLC and 28,666 shares held by Trenton Liberty Ins. Co.
These shares are also disclosed as beneficially owned by Mr. David Dallas.

The following table sets forth, as of June 19, 2001, certain information
concerning the ownership of shares of Series A Preferred Stock by (i) each
executive officer of the company, (ii) each director of the company, and
(iii) each person controlling the company.

Number of Shares

Name and Position Series A Preferred Stock
With Company (1) Beneficially Owned (2)
David D. Dallas, Chairman and Corporate Secretary 11,000 (3)
Peter P. DeTommaso, Director 1,400 (4)
Charles S. Loring, Director 1,000
Samuel Stothoff, Director 5,800 (5)
Allen Tucker, Director 1,000(6)
Anthony J. Feraro, President and Chief Executive Officer of 2,000(7)

the Company and the Bank

(1) The address for all listed persons is c/o Unity Bank, 64 0ld Highway 22,
Clinton, New Jersey 08809.

(2) Beneficially owned shares include shares over which the named person

exercises either sole or shared voting power or sole or shared investment
power. It also includes shares owned (i) by a spouse, minor children or
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relatives sharing the same home, (ii) by entities owned or controlled by
the named person, and (iii) by other persons if the named person has the
right to acquire such shares within sixty (60) days by the exercise of any
right or option. Unless otherwise noted, all shares are owned of record and
beneficially by the named person.
Includes 10,000 shares held by Dallas Financial Holdings, LLC.

All shares held as joint tenant with Mr. DeTommaso's spouse.

Includes 5,000 shares held jointly with Mr. Stothoff's spouse. Also
includes 800 shares held by Flemington Raritan Commercial Partnership.

Includes 1,000 shares held by Mr. Tucker's spouse in her name. Mr. Tucker
disclaims beneficial ownership of the shares held by his spouse.

All shares held in an IRA account for the benefit of Mr. Feraro.

EXECUTIVE COMPENSATION

The following table sets forth a summary for the last three fiscal years of

the cash and non-cash compensation awarded to, earned by, or paid to the Chief
Executive Officer of the Company and each highly compensated executive officer
of the Company or the Bank whose individual remuneration exceeded $100,000 for
the last fiscal year.
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SUMMARY COMPENSATION TABLE
CASH AND CASH EQUIVALENT FORMS
OF REMUNERATION

OTHER
ANNUAL

NAME AND PRINCIPAL YEAR SALARY BONUS COMPENSATION

POSITION ($) ($) ($) (1)

Anthony J. Feraro 2000 250,000 125,000 38,865

President & Chief Executive
Officer of the Bank
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1999 33,065(2) 0 0
Kevin J. Killian
Former Executive Vice 2000 124,000 0 5,400
President & Chief Financial
Officer of the Bank

1999 112,121 2,440 (4) 0
1998 41,735(3) 0 0
Robert J.
Van Volkenburgh, Sr. 2000 137,778 0 3,900
Former Chairman &
Chief Executive Officer
1999 280,000 114,718 (6) 6,450
1998 125,000 (5) $124,658(7) $6,150
(1) Other annual compensation includes director fees, if applicable, insurance

premiums and the personal use of automobiles, if applicable.

(2) Mr. Feraro was hired as the Company's Chief Operating Officer and Executive
Vice President in November 1999.

(3) Mr. Killian was hired as the Company's Chief Financial Officer in July 1998
and continued in that capacity until December 2000.

(4) Represents the value of 227 shares issued to Mr. Killian under the
Company's 1994 Stock Bonus Plan.

(5) Consists of Mr. Van Volkenburgh's annual retainer as Chairman of the Board.

(6) Represents the value of 10,713 shares issued to Mr. Van Volkenburgh under
the Company's 1997 Stock Bonus Plan.

(7) Represents the value of 9,450 shares issued to Mr. Van Volkenburgh under
the Company's 1997 Stock Bonus Plan.

In December, 2000 the Company hired Mr. James A. Hughes as its Chief
Financial Officer. Mr. Hughes' annual salary is $125,000.
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EMPLOYMENT AGREEMENTS

On October 18, 1999, we entered into an employment agreement with Mr.
Anthony J. Feraro to serve as Executive Vice President and Chief Operating
Officer. Mr. Feraro was subsequently promoted to President and Chief Executive
Officer.

Mr. Feraro's employment agreement provides for a two=year term,
automatically renewable on each anniversary date for an additional one-year
period unless, 90 days prior to such anniversary date, either party provides
written notice of its intention not to renew. The employment agreement provides
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that Mr. Feraro will receive an annual base salary, to be reviewed annually by
the Board of Directors. Mr. Feraro's initial salary under the agreement is
$250,000. In addition, under his employment agreement, Mr. Feraro was entitled
to receive a $125,000 bonus assuming he met certain performance related criteria
during the six (6) months ended March 31, 2000. The Board concluded that Mr.
Feraro satisfied those criteria and so paid his $125,000 bonus. Mr. Feraro's
employment agreement also provides for the payment to him of commissions based
upon the origination of SBA loans of up to $75,000 per year. In light of our
performance and our regulatory capital position, Mr. Feraro has agreed to waive
his right to these commissions. The agreement permits us to terminate Mr.
Feraro's employment for cause at any time. The agreement defines cause to mean
personal dishonesty, incompetence, willful misconduct, breach of fiduciary duty
involving personal profit, intentional failure to perform stated duties, willful
violation of any law, rule or regulation or final cease and desist order for
material breach of any provision of this agreement. In the event that Mr. Feraro
is terminated for any reason other than cause during the first year of the
agreement, Mr. Feraro will be entitled to receive his then-current base salary
for 12 months. If such termination occurs during the second year of his
employment, Mr. Feraro will be entitled to receive his then-current base salary,
pro rated, for a period of nine months. Thereafter, if Mr. Feraro's employment
is terminated without cause, Mr. Feraro will be entitled to receive his
then-current base salary, pro rated, for a period of three months. Mr. Feraro
has the right to terminate his employment upon the occurrence of a change in
control and shall be entitled to receive a lump sum payment equal to his
then-current base salary. The employment agreement also prohibits Mr. Feraro
from competing with the Bank for a period of one year following the termination
of his employment.

STOCK BENEFIT PLANS FOR EMPLOYEES

We maintain the 1994 Incentive Stock Option Plan (the "Employee Plan"),
under which 35,049 shares of common stock are currently reserved for issuance,
subject to adjustments as set forth therein. Officers and other key employees
(including officers and employees who are directors), may participate in the
Employee Plan. The Board of Directors administers the Employee Plan, and has the
authority to determine the employees who will receive options under the Employee
Plan, the terms and conditions of options granted under the Employee Plan and
the exercise price therefor.

We maintain the 1994 Stock Bonus Plan (the "1994 Bonus Plan"), under which
25,548 shares of common stock are currently reserved for issuance. Officers and
other key employees may participate in the 1994 Bonus Plan. Our Board of
Directors administers and supervises the 1994 Bonus Plan. The Board has the
authority to determine the employees or directors who will receive awards under
the 1994 Bonus Plan and the number of shares awarded to each recipient.

In addition, officers and employees are eligible to participate in each of
the 1997, 1998 and 1999 Stock Option Plans and the 1997 Stock Bonus Plan,
discussed under the heading "Compensation of Directors."

No stock options were granted to any named executive officer in 2000.

At year-end 2000, no executive officers listed in the summary compensation
table had outstanding stock options.

AGGREGATED OPTION/SAR EXERCISES IN LAST FISCAL
YEAR AND FY-END OPTION/SAR VALUES
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NUMBER OF SECURITIES
UNDERLYING UNEXERCISED

VALUE
UNEXER
IN-THE
OPTION
AT FY-
(BASEL
PER SH
EXERCI
UNEXER

SHARES VALUE OPTIONS/SARS AT FY-END
ACQUIRED ON REALIZED (#) EXERCISABLE/
NAME EXERCISE (#) (%) UNEXERCISABLE
Anthony Feraro N/A N/A N/A
Kevin Killian N/A N/A 23,925 (E) /5,000 (U)
Robert J. Van Volkenburgh N/A N/A N/A

(1) None of these options were in the money at year end.
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CERTAIN TRANSACTIONS WITH MANAGEMENT

The Bank has made in the past and, assuming continued satisfaction of
generally applicable credit standards, expects to continue to make loans to
directors, executive officers and their associates (i.e. corporations or
organizations for which they serve as officers or directors or in which they
have beneficial ownership interests of ten percent or more). These loans have
all been made in the ordinary course of the Bank's business on substantially the
same terms, including interest rates and collateral, as those prevailing at the
time for comparable transactions with other persons and do not involve more than
the normal risk of collectibility or present other unfavorable features.

We lease our headquarters and our Scotch Plains office from partnerships
consisting of Messrs. D. Dallas, R. Dallas and R. Van Volkenburgh. Under the
leases for these facilities, the partnerships received in 2000 rental payments
of $569,347. we believe that these rent payments reflect market rents and that
the leases reflect terms, which are comparable to those which could have been
obtained in a lease with an unaffiliated third party. The annual base rent will
increase by the higher of the Urban Consumer Price Index or 3% annually.

BUSINESS

We are a Delaware corporation and bank holding company registered under the
Bank Holding Company Act. Our principal activities are owning and supervising
our bank subsidiary, Unity Bank. The bank engages in the general business of
commercial banking. We are also an active participant in the Small Business
Administration's guaranteed loan program. Our deposits are insured by the Bank
Insurance Fund of the Federal Deposit Insurance Corporation up to applicable
limits. We provide a wide-range of commercial banking products and services,
including personal and business checking accounts and time deposits, money
market accounts and regular savings accounts, as well as commercial, consumer
and mortgage loans.

LOANS
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We lend to individuals and businesses for personal and commercial purposes.
We emphasize the origination of loans with adjustable rates of interest tied to
our prime rate. The interest rates on these adjustable rate loans are repriced
from time to time to reflect changes, up or down, in the prime rate. In order to
be competitive with other banking institutions in our trade area, we charge
rates which are generally comparable to those charged by other lenders.

The following is a summary of the components of our loan portfolio:
SBA Loans

We have been very active in providing loans to small businesses through the
United States Small Business Administration guaranteed loan program. Under the
SBA program, loans are available to small businesses which meet certain
criteria. Up to 85% of the principal of a loan to a qualified business may be
guaranteed by the United States Government. We sell the guaranteed portion of
SBA loans into the secondary market and derive premium income. Our ability to
offer SBA loans on an ongoing basis is dependent upon, among other factors,
appropriation of funds by the federal government to the SBA program. The SBA has
designated us a "preferred lender" for the states of New Jersey, Delaware, New
York and Pennsylvania. This means that we may originate SBA guaranteed loans
without prior SBA approval.

Commercial Loans

Our commercial loans are generally secured by business assets, personal
guarantees of the principals of closely held businesses and often by the
personal assets of such principals. The loans are made to small and mid-sized
businesses in our trade area. Federal and state law and regulations restrict how
much any bank may lend to a single customer with the restrictions stated as a
percentage of our primary capital. We believe that we can attract commercial
borrowers by providing competitive rates, superior service, local
decision-making and flexibility in loan structure.
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Consumer Loans

We grant home equity loans and both secured and unsecured personal loans to
finance the purchase of automobiles, durable goods or other consumer goods. We
believe that competitive interest rates and superior service (which includes,
among other things, convenience, personal attention and prompt local
decision-making) are important competitive factors in attracting personal loans
from credit-worthy consumers.

We strive to offer competitive rates for our services, thereby encouraging
consumers and business entities in our service area to avail themselves of our
credit and non-credit products services.

Lending Limit

Under New Jersey law, our per customer legal lending limit is 15% of our
equity capital for most loans, and 25% of equity capital for loans secured by
readily marketable collateral. Based on our equity capital at December 31, 2000,
our legal lending limit for most loans was approximately $3.1 million, while our
lending limit for loans secured by readily marketable collateral was $ 5.1
million. In order to compete for customer relationships with larger institutions
having higher regulatory lending limits, we from time to time engaged in loan
participation agreements with other financial institutions in order to make
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loans, which would otherwise be above our lending limit. We expect to continue
to engage in participation relationships as we seek to grow our customer base.

EMPLOYEES

As of December 31, 2000, we had 115 full time employees and 24 part-time
employees. Our employees are not members of any collective bargaining group, and
we consider our relations with our employees to be good.

COMPETITION

We face stiff competition for deposits and creditworthy borrowers. We
compete with both New Jersey and regionally based commercial banks, savings
banks and savings and loan associations, most of which have assets, capital and
lending limits greater than ours. Other competitors include mutual funds,
mortgage bankers, insurance companies, stock brokerage firms, regulated small
loan companies, credit unions and issuers of commercial paper and other
securities. In addition, in 1999 the Gramm-Leach-Bliley Financial Modernization
Act was passed into law. The Modernization Act permits certain financial
entities, such as insurance companies and securities firms, to acquire or form
financial institutions. The Modernization Act will increase competition in the
financial services industry.

In addition to having established deposit bases and loan portfolios,
competitor institutions, particularly the large regional commercial and savings
banks, have the ability to finance extensive advertising campaigns and to
allocate considerable resources to locations and products perceived as
profitable. Significantly, these institutions have larger lending limits and, in
certain cases, lower funding costs (the price a bank must pay for deposits and
other borrowed monies used to make loans to customers) than we do. Many of these
institutions also offer certain services, such as trust services, which we do
not currently offer.

We seek to meet the competitive advantages of these larger institutions
principally on the basis of high quality, personal service to customers,
customer access to decision makers, and competitive interest rates and fees. In
addition, to augment our regulatory legal lending limit, we enter into loan
participations with other financial institutions, enabling us to meet the credit
needs of customers with larger borrowing requirements.

LEGAL PROCEEDINGS

We are a party to routine litigation incidental to our business. Except as
discussed below, we believe that none of these proceedings would, if adversely
determined, have a material effect on our consolidated financial condition or
materially impact our results of operations

During August, 2000, Mr. Robert J. Van Volkenburgh, our former Chairman of
the Board and Chief Executive Officer, resigned from his positions with us. In
February, 2001, Mr. Van Volkenburgh filed a complaint in the Superior Court of
New Jersey alleging breach of certain employment agreements. We intend to
vigorously defend ourselves from any claims for payment under these agreements.
We believe we have strong defenses to the claims made by Mr. Van Volkenburgh and
he is not likely to succeed in this regard. No discovery has taken place. Our
position is based upon what we know as of the date of this prospectus, and we
may change our opinion based on future developments.
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PROPERTIES

We conduct business through twelve (12) offices, including our home office
at 64 0ld Highway 22, Clinton, New Jersey. The following table provides certain
information about these properties.

Leased Date Leased Lease 2000 Annual
Location or Owned or Acquired Expiration Rental Fee
Clinton, NJ Leased 1996 2006 $ 423,520
Flemington, NJ Leased 1998 2003 55,725
North Plainfield, NJ Owned 1991 - -
Springfield, NJ Leased 1998 2003 27,000
Union, NJ Leased 1996 2006 57,600
Linden, NJ Owned 1991 - -
South Plainfield, NJ Leased 1999 2024 78,000
Edison, NJ Leased 1999 2024 90,000
Colonia, NJ Leased 1995 2005 30,780
Whitehouse, NJ Owned 1998 —— ——
Highland Park, NJ Leased 1999 2024 65,000
Scotch Plains, NJ Leased 1996 2006 70,812

SUPERVISION AND REGULATION

We and our bank subsidiary are extensively regulated under federal and New
Jersey law. These laws and regulations are primarily intended to protect
depositors and the deposit insurance fund of the Federal Deposit Insurance
Corporation, not our shareholders. The following information is qualified in its
entirety by reference to the particular statutory and regulatory provisions. Any
change in applicable laws, regulations or regulatory policies may have a
material effect on our business, operations and prospects. We are unable to
predict the nature or extent of the effects that fiscal or monetary policies,
economic controls or new federal or state legislation may have on our business
and earnings in the future.

BANK HOLDING COMPANY REGULATION

General. As a bank holding company registered under the Bank Holding
Company Act, we are subject to the regulation and supervision of the Board of
Governors of the Federal Reserve System. We are required to file with the
Federal Reserve Board annual reports and other information regarding our
business operations and those of our subsidiaries. Under the Bank Holding
Company Act, our activities and those of our subsidiaries are limited to
banking, managing or controlling banks, furnishing services to or performing
services for our subsidiaries or engaging in any other activity which the
Federal Reserve Board determines to be so closely related to banking or managing
or controlling banks as to be properly incident thereto.

The Bank Holding Company Act requires, among other things, the prior
approval of the Federal Reserve Board if a bank holding company proposes to

o acquire all or substantially all of the assets of any other bank,
o acquire direct or indirect ownership or control of more than 5% of the

outstanding voting stock of any bank (unless it owns a majority of
such bank's voting stocks) or

o merge or consolidate with any other bank holding company.
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The Federal Reserve Board will not approve any acquisition, merger, or
consolidation that would have a substantially anticompetitive effect, unless the
anti-competitive impact of the proposed transaction is clearly outweighed by a
greater public interest. When reviewing acquisitions or mergers, the Federal
Reserve Board also considers capital adequacy and other financial and managerial
resources and future prospects of the companies and the banks concerned,
together with the convenience and needs of the community to be served.

The Bank Holding Company Act also prohibits, with certain limited
exceptions, a bank holding company from (i) acquiring or retaining direct or
indirect ownership or control of more than 5% of the outstanding voting stock of
any company which is not a bank or bank holding company, or (ii) engaging
directly or indirectly in activities other than those of banking, managing or
controlling banks, or performing services for its subsidiaries. However, such
activities will not be prohibited if such non-banking business is determined by
the Federal Reserve Board to be so closely related to banking or managing or
controlling banks as to be properly incident thereto. In making such
determinations, the Federal Reserve Board is required to weigh the expected
benefits to the public, such as greater convenience, increased competition or
gains in efficiency, against the possible adverse effects, such as undue
concentration of resources, decreased or unfair competition, conflicts of
interest, or unsound banking practices.

Federal laws and regulations impose a number of obligations and
restrictions on bank holding companies and their bank subsidiaries that are
designed to minimize potential loss in the event the bank becomes in danger of
default. The Federal Reserve Board policies require a bank holding company to
serve as a source of financial strength to its subsidiary depository
institutions and to commit resources to support such institutions. The Federal
Reserve Board also has the authority to require a bank holding company to
terminate any activity or to give up control of a non-bank subsidiary if the
Federal Reserve Board's determines that such activity or control constitutes a
serious risk to the financial soundness and stability of any bank subsidiary.

Capital Adequacy Guidelines for Bank Holding Companies. In January 1989,
the Federal Reserve Board adopted risk-based capital guidelines for bank holding
companies. These guidelines are designed to make regulatory capital requirements
more sensitive to differences in risk profile among banks and bank holding
companies, to account for off-balance sheet exposure, and to minimize
disincentives for holding liquid assets. Under these guidelines, assets and
off-balance sheet items are assigned to broad risk categories, each with
appropriate weights. The resulting capital ratios represent capital as a
percentage of total risk-weighted assets and off-balance sheet items. The
risk-based guidelines apply on a consolidated basis to bank holding companies
with consolidated assets of $150 million or more.

The minimum ratio of total capital to risk-weighted assets (including
certain off-balance sheet activities, such as standby letters of credit) is 8%.
At least 4% of the total capital is required to be "Tier 1 Capital," consisting
of common Shareholders' equity and qualifying preferred stock, less certain

goodwill items and other intangible assets. The remainder ("Tier 2 Capital") may
consist of (a) the allowance for loan losses of up to 1.25% of risk-weighted
assets, (b) non-qualifying preferred stock, (c) hybrid capital instruments, (d)
perpetual debt, (e) mandatory convertible securities, and (f) qualifying

subordinated debt and intermediate-term preferred stock up to 50% of Tier 1
capital. Total capital is the sum of Tier 1 and Tier 2 capital less reciprocal
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holdings of other banking organizations' capital instruments, investments in
unconsolidated subsidiaries and any other deductions as determined by the
Federal Reserve Board (determined on a case by case basis or as a matter of
policy after formal rule-making).

Bank holding company assets are given risk weights of 0%, 20%, 50% and
100%. In addition, certain off-balance sheet items are given similar credit
conversion factors to convert them to asset equivalent amounts to which an
appropriate risk weight will apply. These computations result in the total
risk-weighted assets. Most loans are assigned to the 100% risk category, except
for performing first mortgage loans fully secured by residential property which
carry a 50% risk weighting. Most investment securities (including, primarily,
general obligation claims of states or other political subdivisions of the
United States) are assigned to the 20% category, except for municipal or state
revenue bonds, which have a 50% risk weight, and direct obligations of the U.S.
Treasury or obligations backed by the full faith and credit of the U.S.
Government, which have a 0% risk weight. In converting off-balance sheet items,
direct credit substitutes including general guarantees and standby letters of
credit backing financial obligations are given a 100% risk weighting.
Transaction related contingencies such as bid bonds, standby letters of credit
backing nonfinancial obligations, and undrawn commitments (including commercial
credit lines with an initial maturity or more than one year) have a 50% risk
weighing. Short-term commercial letters of credit have a 20% risk weighting and
certain short-term unconditionally cancelable commitments have a 0% risk
weighting.

In addition to the risk-based capital guidelines, the Federal Reserve Board
has adopted a minimum Tier 1 capital (leverage) ratio, under which a bank
holding company must maintain a minimum level of Tier 1 capital to average total
consolidated assets of at least 3% in the case of a bank holding company that
has the highest regulatory examination rating and is not contemplating
significant growth or expansion. All other bank holding companies are expected
to maintain a leverage ratio of at least 100 to 200 basis points above the
stated minimum.
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BANK REGULATION

As a New Jersey-chartered commercial bank, we are subject to the
regulation, supervision, and control of the New Jersey Department of Banking and
Insurance. As an FDIC-insured institution, we are subject to regulation,
supervision and control of the FDIC, an agency of the federal government. The
regulations of the FDIC and the New Jersey Department of Banking and Insurance
impact virtually all of our activities, including the minimum level of capital
we must maintain, our ability to pay dividends, our ability to expand through
new branches or acquisitions and various other matters.

Insurance Deposits. Our deposits are insured up to a maximum of $100,000
per depositor under the Bank Insurance Fund of the FDIC. The FDIC has
established a risk-based assessment system for all insured depository
institutions. Under the risk based assessment system, deposit insurance premium
rates range from 0-27 basis points of assessed deposits. In addition, we are
required to pay an assessment which is used to repay amounts borrowed by the
Federal Financing Corporation to help pay for the thrift bailout of the 1980s.
This payment, equal to .0013% of assessed deposits, is in addition to the
deposit insurance premiums discussed above. For the year ended December 31,
2000, we paid $311 thousand in deposit insurance premiums. This expense is
expected to significantly increase in 2001.

68



Edgar Filing: UNITY BANCORP INC /DE/ - Form S-4/A

Capital Adequacy Guidelines. The FDIC has promulgated risk-based capital
guidelines which are designed to make regulatory capital requirements more
sensitive to differences in risk profile among banks, to account for off-balance
sheet exposure, and to minimize disincentives for holding liquid assets. Under
these guidelines, assets and off-balance sheet items are assigned to broad risk
categories, each with appropriate weights. The resulting capital ratios
represent capital as a percentage of total risk-weighted assets and off-balance
sheet items. These guidelines are substantially similar to the Federal Reserve
Board guidelines discussed above.

In addition to the risk-based capital guidelines, the FDIC has adopted a
minimum Tier 1 capital (leverage) ratio. This measurement is substantially
similar to the Federal Reserve Board leverage capital measurement discussed
above.

In addition to the capital adequacy requirements of the Federal Reserve
Board and the FDIC discussed above, pursuant to the stipulations and agreements
with our federal and state regulators, the bank is required to maintain a
leverage ratio of equity capital to average assets of at least 6%.

Dividends. The bank may pay dividends as declared from time to ti