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To OUR SHAREHOLDERS

This 2003 Annual Report to Shareholders contains our audited financial statements, detailed financial review and all of the
information that regulations of the Securities and Exchange Commission (the "SEC") require to be presented in annual reports to
shareholders. For legal purposes, this is the ChoiceOne Financial Services, Inc. 2003 Annual Report to Shareholders. Although
attached to our proxy statement, this report is not part of our proxy statement, is not considered to be soliciting material and is not
considered to be filed with the SEC except to the extent that it is expressly incorporated by reference in a document filed with the
SEC. Shareholders who would like to receive even more detailed information than that contained in this 2003 Annual Report to
Shareholders are invited to request our Annual Report on Form 10-K.

Our Annual Report on Form 10-K for the year ended December 31, 2003, including the financial statements and financial
statement schedules, will be provided to any shareholder, without charge, upon written request to Mr. Thomas Lampen,
Treasurer, ChoiceOne Financial Services, Inc., 109 East Division Street, Sparta, Michigan 49345.

CHOICEONE FINANCIAL SERVICES, INC.

ChoiceOne Financial Services, Inc. is a single-bank holding company. Its principal banking subsidiary, ChoiceOne Bank (Sparta,
Michigan) primarily serves communities in portions of Kent, Muskegon, Newaygo, and Ottawa counties in Michigan where the
Bank’s offices are located and the areas immediately surrounding those communities. Currently the Bank serves those markets
through four full-service offices. ChoiceOne Insurance Agencies, Inc. is a wholly-owned subsidiary of ChoiceOne Bank and sells
insurance and investment products. ChoiceOne Mortgage Company of Michigan, a wholly-owned subsidiary of ChoiceOne Bank,
was formed on January 1, 2002 and is engaged in mortgage lending.

ChoiceOne's business is primarily concentrated in a single industry segment - banking. ChoiceOne Bank is a full-service banking
institution that offers a variety of deposit, payment, credit and other financial services to all types of customers. These services
include time, savings, and demand deposits, safe deposit services, and automated transaction machine services. Loans, both
commercial and consumer, are extended primarily on a secured basis to corporations, partnerships and individuals. Commercial
lending covers such categories as business, industry, agricultural, construction, inventory and real estate. ChoiceOne Bank's
consumer loan department and ChoiceOne Mortgage Company of Michigan make direct loans to consumers and purchasers of
residential property.

The principal source of revenue for ChoiceOne is interest and fees on loans. On a consolidated basis, interest and fees from loans
accounted for 72%, 74%, and 81% of total revenues in 2003, 2002, and 2001, respectively. Interest from securities accounted for 8%,
6%, and 5% of total revenues in 2003, 2002, and 2001, respectively.



COMMON STOCK INFORMATION

ChoiceOne’s shares are traded in the over-the-counter market by several brokers. There is no well established public trading market
for the shares, trading activity is infrequent, and price information is not regularly published.

The range of high and low bid information for shares of common stock for each quarterly period during the past two years is as
follows:

2003 2002
Low High Low High
First Quarter $1400 $1488 $13.33 $1357
Second Quarter 14.00 15.92 13.57 14.50
Third Quarter 14.67 17.38 13.75 14.75
Fourth Quarter 16.00 17.50 14.00 14.75

The above market prices have been adjusted where necessary to reflect the stock dividend declared in 2002. The prices listed above
are over-the-counter market quotations reported to ChoiceOne by its market makers listed in this annual report. The over-the-counter
market quotations reflect inter-dealer prices without retail markup, markdown or commission and may not necessarily represent actual
transactions.

As of February 15, 2004, there were 1,561,864 shares of ChoiceOne Financial Services, Inc., common stock issued and outstanding.
These shares were held of record by 609 shareholders.

The following table summarizes cash dividends paid per share of common stock during 2003 and 2002;

2003 2002

First Quarter $0.17 $0.16
Second Quarter 0.17 0.17
Third Quarter 0.17 0.17
Fourth Quarter 0.17 0.17
Total $0.68 $0.67

The above dividend per share amounts have been adjusted where necessary to reflect the stock dividend declared in 2002.
ChoiceOne’s principal source of funds to pay cash dividends is the earnings and dividends paid by ChoiceOne Bank. ChoiceOne
Bank is restricted in its ability to pay cash dividends under current regulations (see Note 21 to the consolidated financial statements).
Based on information presently available, management expects ChoiceOne to declare and pay regular quarterly cash dividends in
2004.



FINANCIAL HIGHLIGHTS
ChoiceOne Financial Services, Inc.

2003 2002 2001 2000 1999
For the year (dollars in thousands)
Net interest iNCOME.......cocvvvvvvieiieciei e $ 7775 % 8,106 $ 7603 $ 8,032 $ 7,699
Provision for [0an 10SSeS........c.cccevvvevvivinnnnnne. 400 1,270 1,003 1,075 625
NoNINterest iNCOME........cccvveiveiiececcecre e, 3,109 3,657 2,646 2,354 1,984
NONINtErest EXPENSE. .....ccvvveeeeereeriereesieseeseeeens 7,668 8,187 7,198 7,111 6,219
Income before income taxes........cccocevveevvenene. 2,816 2,306 2,048 2,200 2,839
INCOME taX XPENSE ....cvvvieerreeireere e 715 663 590 674 887
NEt INCOME....civiiiiiieie e 2,101 1,643 1,458 1,526 1,952
Cash dividends paid..........cccceevevverencnicinnnnienns 1,059 1,037 995 981 909
Per share*
Basic and diluted earnings............ccoccevevrievennn. $ 13 $ 106 $ 09 $ 100 $ 128
Cash dividends ........ccocovvvvennnenese e, 0.68 0.67 0.65 0.64 0.60
Shareholders’ equity (at year end)..................... 13.16 12.48 11.86 1151 11.07
Average for the year (dollars in thousands)
SECUMIES vvvveeieie ettt $ 31,165 $ 21872 $ 15959 $ 14,414 $ 18,062
GroSS l0ANS ......veevveireeiiecie et 165,224 174,135 172,018 171,620 149,402
DEPOSIES .. vttt 149,941 141,591 135,996 133,135 123,006
Federal Home Loan Bank advances.................. 28,416 36,489 39,189 36,786 28,019
Shareholders’ equity........ccccvvriereiineneiseen, 20,045 18,703 18,058 17,366 16,572
ASSBES. ..t 207,656 207,791 200,555 197,697 177,279
At year end (dollars in thousands)
SECUIMIES .vvveeivie sttt $ 40921 $ 24111 $ 20,885 $ 14,153 $ 15,126
GroSS l0ANS ......veevveivieiiec et 163,132 175,061 165,823 175,776 167,980
DEPOSIES ..t 146,263 152,779 135,975 137,704 127,553
Federal Home Loan Bank advances.................. 33,750 32,791 35,125 36,207 36,999
Shareholders’ equity........ccccrvrrieneisieneriseen, 20,568 19,359 18,273 17,589 16,888
ASSBES. ..t 215,467 212,324 197,791 201,194 193,107
Selected financial ratios (in percentages)
Return on average assets .........ccccovveevererieennens 1.01% 0.79% 0.73% 0.77% 1.10%
Return on average shareholders’ equity ............ 10.48 8.78 8.07 8.79 11.78
Cash dividend payout .........cccceevererenieneninennen, 50.40 63.30 68.24 64.29 46.57
Shareholders’ equity to assets (at year end) ...... 9.55 9.12 9.24 8.74 8.75

* Per share amounts are retroactively adjusted for the effect of stock dividends and stock splits.



CONSOLIDATED BALANCE SHEETS
ChoiceOne Financial Services, Inc.

December 31

2003 2002
Assets
Cash and dUE FrOM DANKS ......c.veveeeieeee ettt ettt e et e e sttt sttt e e st e eresreereereens $ 4722000 $ 5,621,000
Federal fFUNAS SOI ........cviiiiiriicie bbbt sbe e e — 850,000
Cash and cash eqUIVAIENES .........ccocviieiiic s 4,722,000 6,471,000
Interest-bearing deposits at other financial INSHTULIONS ...........cccveiviiiiieieicce s — 100,000
Securities available for SAIE ... 38,149,000 21,491,000
Federal Home Loan Bank StOCK .......cc.ccviiiiiiiiiiie ettt 2,456,000 2,364,000
Federal RESErVE Bank STOCK .........cccieiiiiiiiiiiiiic ettt ettt 316,000 256,000
L0ANS NEI FOF SAIE .....veivviiviicri et aaees — 1,214,000
Loans, net (of allowance of $1,974,000 and $2,211,000) .......c.ccccevevvrerieeierenesiesinnns 161,158,000 171,636,000
Premises and eqUIPMENT, NEL ........ccciviirieiece et re e 4,080,000 4,449,000
Other real ESTALE, NEL......ccviiiiiiecre ettt beesbe e sre e 1,433,000 1,867,000
L0an Servicing FigNLS, NEL ......cvci ettt 442,000 363,000
INtANGIDIE ASSELS, NBL......ciiciiieci e sr et e e sne s 27,000 226,000
(@] 14 T= T £ TSRO 2,684,000 1,887,000
B 0] =TT TR $ 215,467,000 $ 212,324,000
Liabilities
Deposits — NONINTEreSt-DRAMNG .......cviiii et $ 17,288,000 $ 17,391,000
Deposits — INtereSt-DRAING .......cviiie e 128,975,000 135,388,000
TOLAl HEPOSIES ...ttt bbbt et b et see b b 146,263,000 152,779,000
REPUICNASse AGIEEIMENTS ........ocuiiiiiieitiiiieieee ettt bbbt see s 5,305,000 5,876,000
Federal funds pUIChased..........cc.o oo 7,882,000 —
Advances from Federal Home Loan Bank ..........cccccecoveeiiiiiieciieccee e 33,750,000 32,791,000
Oher TADTITIES .....ecviciviccie ettt e et be e sre e steaaeas 1,699,000 1,519,000
TOtal HADIIIEIES ...eiiviicviicri bbbttt 194,899,000 192,965,000
Shareholders’ Equity
Preferred stock; shares authorized: 100,000; shares outstanding: none .............cccceueeee. — —
Common stock and paid-in capital, no par value; shares authorized: 4,000,000;
shares outstanding: 1,563,415 in 2003 and 1,551,228 in 2002 .........c.ccovrvrervervnerinnns 15,815,000 15,645,000
Unallocated shares held by Employee Stock Ownership Plan ... (27,000) (45,000)
R e U T=To =T T T oo 1P 4,264,000 3,222,000
Accumulated other comprenensive INCOME. ... 516,000 537,000
Total Shareolders” QUILY ........cvvviiiieieieses et sne s 20,568,000 19,359,000
Total liabilities and shareholders’ BQUILY..........ccoviiiviieieieie e $ 215,467,000 $ 212,324,000

See accompanying notes to consolidated financial statements.



CONSOLIDATED STATEMENTS OF INCOME
ChoiceOne Financial Services, Inc.

Years ended December 31

2003 2002 2001
Interest income
Loans, iNCluding fEES.........cceveiieece e $ 11,091,000 $ 13,232,000 $ 15,191,000
Securities
TaAXADIE ..ot 776,000 603,000 441,000
TaAX BXEMPL....eiieiiieieitie ettt ae e 455,000 431,000 419,000
(@] 1 OSSR 8,000 3,000 70,000
Total INterest INCOME......cceeiiiiiirieecee e 12,330,000 14,269,000 16,121,000
Interest expense
=T 01051 S 3,247,000 4,059,000 5,851,000
Advances from Federal Home Loan Bank ............ccccccvvveiveennen, 1,206,000 1,942,000 2,495,000
Federal funds purchased and repurchase agreements................. 102,000 154,000 159,000
(@] 1 11 S OO — 8,000 13,000
Total iNterest EXPENSE.....cccivv i 4,555,000 6,163,000 8,518,000
NEet INterest INCOME ......eivviieiiiice e e 7,775,000 8,106,000 7,603,000
Provision for 10an 10SSES.........ccvvvviiiiiiiiricce e 400,000 1,270,000 1,003,000
Net interest income after provision for loan losses................... 7,375,000 6,836,000 6,600,000
Noninterest income
Insurance and investment COMMISSIONS..........cc.cvvevveeiveeveireennn, 1,042,000 1,416,000 1,237,000
CUSTOMEr SEIVICE ChArgeS ......covereerieiie et e e 1,001,000 1,006,000 724,000
Loan Servicing fees, Net........ccocvvvireeinneieeene e (4,000) 66,000 87,000
Gains on sales of 10aNS .......cccvevve e 807,000 967,000 385,000
Gains on sales of SECUTIIES........cvccveiveiieiic e 61,000 60,000 9,000
Other INCOME ... 202,000 142,000 204,000
Total NONINtErest INCOME .....cveevvveeeriiicee e 3,109,000 3,657,000 2,646,000
Noninterest expense
Salaries and BENETitS........cccvviiiiiiieiicce e 4,019,000 4,087,000 3,522,000
Occupancy and eqUIPMENT .......ccerviireieireeeineesesee e eens 1,226,000 1,651,000 1,420,000
Professional SEIVICES ........ccveiiiiieiieeiee ettt 514,000 543,000 398,000
SUPPLIES aNd POSLAGE ....cvvververirieieireies e 252,000 265,000 294,000
Data PrOCESSING ..overveeerierieiirieietesieieste et seeesbesee e sreseesesseseenens 361,000 368,000 256,000
Advertising and promotional............ccocoveiviernieneneienee e 149,000 172,000 181,000
Prepayment penalties on advances from Federal Home
LOAN BANK ....vviiveiiiecie ettt 156,000 — —
Other BXPEINSE .....evvieeieeeeeeieee ettt sttt st eneeneens 991,000 1,101,000 1,127,000
Total NONINTErest EXPENSE .......ccvvveieireree e 7,668,000 8,187,000 7,198,000
Income before iNCOME taX .......oovvveeveiicieecee e 2,816,000 2,306,000 2,048,000
INCOME TAX EXPENSE....eiiiiiiiieiteeieee ettt 715,000 663,000 590,000
NELINCOME....viiitiiiie et 3$ 2,101,000 $ 1,643,000 $ 1,458,000
Basic and diluted earnings per common share ...........c.ccceeue... 3 135 § 1.06 $ 0.95

See accompanying notes to consolidated financial statements.



CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS’ EQUITY
ChoiceOne Financial Services, Inc.

Balance, January 1, 2001

Comprehensive income:
Net income
Net change in unrealized gain
Total comprehensive income

Shares issued

Shares repurchased

Shares committed to be released
under Employee Stock
Ownership Plan

Stock dividend

Cash dividends

Balance, December 31, 2001

Comprehensive income:
Net income
Net change in unrealized gain
Total comprehensive income

Shares issued

Shares repurchased

Shares committed to be released
under Employee Stock
Ownership Plan

Stock dividend

Cash dividends

Balance, December 31, 2002

Comprehensive income:
Net income
Net change in unrealized gain
Total comprehensive income

Shares issued

Shares repurchased

Shares committed to be released
under Employee Stock
Ownership Plan

Cash dividends

Balance, December 31, 2003

Common Accumulated
Stockand  Unallocated Other
Number of Paid in Shares held Retained Comprehensive
Shares Capital by ESOP Earnings Income (Loss) Total

1,386,071 $ 13,317,000 $

(82,000) $ 4,222,000 $

132,000 $ 17,589,000

1,458,000 1,458,000
50,000 50,000

1,508,000

12,677 179,000 179,000
(332) (5,000) (5,000)

(18,000) 18,000 —

69,200 1,002,000 (1,005,000) (3,000)
(995,000) (995,000)

1,467,706 14,475,000 (64,000) 3,680,000 182,000 18,273,000
1,643,000 1,643,000

355,000 355,000

1,998,000

13,901 179,000 179,000
(3,546) (51,000) (51,000)
(19,000) 19,000 —

73,167 1,061,000 (1,064,000) (3,000)
(1,037,000) (1,037,000)

1,551,228 15,645,000 (45,000) 3,222,000 537,000 19,359,000
2,101,000 2,101,000

(21,000) (21,000)

2,080,000

13,633 218,000 218,000
(1,446) (22,000) (22,000)
(26,000) 18,000 (8,000)

(1,059,000) (1,059,000)

1,563,415 $ 15,815,000 $

(27,000) $ 4,264,000 $

516,000 $ 20,568,000

See accompanying notes to consolidated financial statements.



CONSOLIDATED STATEMENTS OF CASH FLOWS
ChoiceOne Financial Services, Inc.

Years ended December 31

2003 2002 2001
Cash flows from operating activities:
Net income 2,101,000 $ 1,643,000 $ 1,458,000
Adjustments to reconcile net income to net cash from
operating activities:
Provision for 10an [0SSES..........ccviiiiieiiececce e 400,000 1,270,000 1,003,000
=T o (T - LA o] o PR 594,000 943,000 692,000
AMOITIZALION.....cviiiviiiec e e ere s 567,000 411,000 178,000
Gains 0N Sales Of SECUTLIES.....cvii e (61,000) (60,000) (9,000)
Gains 0N sales Of [08NS ........coviiiiiiirec e (807,000) (967,000) (385,000)
Loans originated for Sale .........ccoveiiiieiiinee e (35,589,000) (40,882,000)  (27,953,000)
Proceeds from 10an SalES ..........ccevvviiiiiiiiie e 37,302,000 41,291,000 28,240,000
Net change in:
(01 1T IST T S U 786,000 741,000 23,000
Other HaBIHTIES .......cvviviicece s 184,000 (180,000) (656,000)
Net cash from operating aCtiVities.........c.ccocovvreiiieniinieneseee 5,477,000 4,210,000 2,591,000
Cash flows from investing activities:
Net change in interest-bearing deposits........coccovverieiineieienerise e 100,000 (100,000) —
Securities available for sale:
SISt 2,085,000 972,000 1,998,000
Maturities, prepayments and Calls ..o 3,905,000 3,832,000 1,035,000
PUICRASES ...t (23,088,000) (7,583,000) (9,741,000)
Loan originations and payments, NEt..........cccooverernieneienieneiene e 8,920,000 (11,975,000) 8,862,000
Additions to premises and equipment, net of disposals............cc.cccveueneen. (225,000) (331,000) (388,000)
Proceeds from sale of iNnSUraNCce agency.........cccvevvvereieneneieneneienieas 186,000 — —
Purchase of iNSUranCe ageNCY .......ccuivvvieeeereereresesesresreseeseeseesie e seenns — (17,000) (40,000)
Net cash from (used in) investing activities .........c.ccocovvernieneninnen, (8,117,000) (15,202,000) 1,726,000
Cash flows from financing activities:
Net change iN ePOSITS......ccoiiiiireiee e (6,516,000) 16,804,000 (1,729,000)
Net change in repurchase agreements ........ocoovvereenereieneneseserese s (571,000) 1,874,000 103,000
Net change in federal funds purchased...........c.ccoceoviiriiieniineiiciens 7,882,000 (2,900,000) (750,000)
Proceeds from Federal Home Loan Bank advances...........cccccevevveevennenns 25,750,000 22,650,000 9,750,000
Payments on Federal Home Loan Bank advances.............ccoceovviereienennas (24,791,000) (24,984,000)  (10,832,000)
Issuance of COMMON STOCK.........cciiiiiiiiiccecece e 218,000 179,000 179,000
Repurchase of cOmmMON SEOCK...........ccoreiiiriiiiiiese e (22,000) (51,000) (5,000)
Cash dividends and fractional shares from stock dividends and splits.... (1,059,000) (1,040,000) (998,000)
Net cash from (used in) financing activities.........cc.coovveneririenecnnnn, 891,000 12,532,000 (4,282,000)
Net change in cash and cash equivalents.............cccoceovreinnicnicinnnn, (1,749,000) 1,540,000 35,000
Beginning cash and cash equivalents ..........c.ccocooveneiiiniincncc e 6,471,000 4,931,000 4,896,000
Ending cash and cash equivalents ... 4,722,000 6,471,000 $ 4,931,000
Cash paid fOr INTErEST.......ccovi e 4,667,000 6,165,000 $ 8,708,000
Cash paid for INCOME tAXES.......cccvrererieiererie e e 820,000 650,000 460,000
Loans transferred to other real estate.........ccocovvvcevvnieiiveinieee e 1,233,000 2,223,000 855,000

See accompanying notes to consolidated financial statements.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
ChoiceOne Financial Services, Inc.

Note 1 — Summary of Significant Accounting Policies

Principles of Consolidation

The consolidated financial statements include ChoiceOne Financial Services, Inc., its wholly-owned subsidiary, ChoiceOne Bank, and
ChoiceOne Bank’s wholly-owned subsidiaries, ChoiceOne Mortgage Company of Michigan, and ChoiceOne Insurance Agencies,
Inc., (together referred to as "ChoiceOne"). Intercompany transactions and balances have been eliminated in consolidation.

Nature of Operations

ChoiceOne Bank (the "Bank") is a full-service community bank that offers commercial, consumer, and real estate loans as well as
traditional demand, savings and time deposits to both commercial and consumer clients in portions of Kent, Muskegon, Newaygo, and
Ottawa counties in Michigan. Substantially all loans are secured by specific items of collateral including business assets, consumer
assets, and real estate. Commercial loans are expected to be repaid from the cash flows from operations of businesses. Real estate
loans are secured by both residential and commercial real estate.

ChoiceOne Mortgage Company of Michigan (the “Mortgage Company”) began operations January 1, 2002 as a wholly-owned
subsidiary of the Bank. The Mortgage Company originates and sells a full line of conventional type mortgage loans for 1-4 family
and multi-family residential real estate properties.

ChoiceOne Insurance Agencies, Inc. (the "Insurance Agency") is a wholly-owned subsidiary of the Bank. The Insurance Agency
sells a full line of insurance policies such as life, health, property and casualty for both commercial and consumer clients. The
Insurance Agency also offers alternative investment products such as annuities and mutual funds.

Together, the Bank, the Mortgage Company, and the Insurance Agency, account for substantially all of ChoiceOne’s assets, revenues
and operating income.

Use of Estimates

To prepare financial statements in conformity with accounting principles generally accepted in the United States of America,
ChoiceOne’s management makes estimates and assumptions based on available information. These estimates and assumptions affect
the amounts reported in the financial statements and the disclosures provided. Actual results may differ from these estimates.
Estimates associated with the allowance for loan losses, loan servicing rights, and fair values of certain financial instruments are
particularly susceptible to change.

Cash and Cash Equivalents

Cash and cash equivalents are defined to include cash on hand, demand deposits with other banks, and federal funds sold. Cash flows
are reported on a net basis for customer loan and deposit transactions, deposits with other financial institutions, and short-term
borrowings with terms of 90 days or less.

Securities

Securities are classified as available for sale when they might be sold before maturity. Securities classified as available for sale are
carried at fair value, with unrealized holding gains and losses reported separately in other comprehensive income and shareholders’
equity, net of tax effect. Other securities, such as Federal Reserve Bank stock or Federal Home Loan Bank stock, are carried at cost.

Interest income includes amortization of purchase premium or discount. Gains or losses on sales are based on the amortized cost of
the security sold. Securities are written down to fair value when a decline in fair value is not considered to be temporary.

Loans

Loans that management has the intent and ability to hold for the foreseeable future or until maturity or payoff are reported at the
principal balance outstanding, net of unearned interest, deferred loan fees and costs, and an allowance for loan losses. Loans held for
sale are reported at the lower of cost or market, on an aggregate basis.

Interest income is reported on the interest method and includes amortization of net deferred loan fees and costs over the estimated
loan term. Interest on loans is accrued based upon the principal balance outstanding. The accrual of interest is discontinued at the
time in which the loan is 90 days past due unless the credit is well-secured and in the process of collection.

Interest accrued but not received is reversed against interest income when the loans are placed into nonaccrual status. Interest
received on such loans is accounted for on the cash-basis method until qualifying for return to accrual. Loans are returned to accrual
basis when all the principal and interest amounts contractually due are brought current and future payment is reasonably assured.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
ChoiceOne Financial Services, Inc.

Allowance for Loan Losses

The allowance for loan losses is a valuation allowance for probable incurred credit losses. The allowance is increased by the
provision for loan losses and decreased by charge-offs less recoveries. Management estimates the allowance balance required based
on past loan loss experience, the nature and volume of the portfolio, information about specific borrower situations and estimated
collateral values, economic conditions, and other factors. Allocations of the allowance may be made for specific loans, but the entire
allowance is available for any loan that, in management’s judgment, should be charged off. Loan losses are charged against the
allowance when management believes the collectibility of a loan balance is not possible.

The allowance consists of general and specific components. The general component covers non-classified loans and is based on
historical loss experience adjusted for current factors. The specific component relates to loans that are individually classified as
impaired or loans otherwise classified as substandard or doubtful.

A loan is impaired when full payment under the loan terms is not expected. Commercial loans are evaluated for impairment on an
individual loan basis. If a loan is considered impaired, a portion of the allowance for loan losses is allocated to the loan so that it is
reported, net, at the present value of estimated future cash flows using the loan’s existing rate or at the fair value of collateral if
repayment is expected solely from the collateral. Large groups of smaller balance homogeneous loans such as consumer and real
estate mortgage loans are collectively evaluated for impairment, and accordingly, they are not separately identified for impairment
disclosures.

Premises and Equipment

Land is carried at cost. Premises and equipment are stated at cost less accumulated depreciation. Building and related components
are depreciated using the straight-line method with useful lives ranging from 5 to 39 years. Furniture, fixtures, equipment, and
software are depreciated using the straight-line method with useful lives ranging from 3 to 7 years. Fixed assets are periodically
reviewed for impairment when events indicate their carrying amounts may not be recoverable from future undiscounted cash flows. If
impaired, the assets are recorded at fair value.

Other Real Estate Owned

Real estate properties acquired in collection of a loan are initially recorded at fair value at acquisition establishing a new cost basis.
Any reduction to fair value from the carrying value of the related loan is accounted for as a loan loss. After acquisition, a valuation
allowance reduces the reported amount to the lower of the initial amount or fair value less costs to sell. Expenses to repair or maintain
properties are included within other noninterest expenses. Gains and losses upon disposition and changes in the valuation allowance
are reported net within other noninterest income.

Loan Servicing Rights

Servicing rights represent the allocated value of servicing rights on loans sold with servicing retained. Servicing rights are expensed
in proportion to, and over the period of, estimated net servicing revenues. Impairment is evaluated based on the fair value of the
rights, using groupings of the underlying loans as to interest rates and then, secondarily, as to geographic and prepayment
characteristics. Fair value is determined using prices for similar assets with similar characteristics when available or based upon
discounted cashflows using market-based assumptions. Any impairment of a grouping is reported as a valuation allowance.

Other Intangible Assets

Other intangible assets consist of acquired customer relationship intangible assets resulting from acquisitions of several different
insurance agencies. The assets are initially measured at fair value and then amortized on a straight-line basis over their estimated
useful lives. The books of business are periodically reviewed for impairment. If impairment is indicated, the balance is adjusted to
fair value.

Long Term Assets
Premises and equipment, other intangible assets and other long term assets are reviewed for impairment when events indicate their
carrying amounts may not be recoverable from future undiscounted cash flows. If impaired, the assets are recorded at fair value.

Repurchase Agreements
Substantially all repurchase agreement liabilities represent amounts advanced by deposit clients that are not covered by federal deposit
insurance and are secured by securities owned by ChoiceOne.
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Employee Benefit Plans

ChoiceOne’s 401(k) plan allows participant contributions of up to 15% of compensation. Company contributions to the 401(k) plan
are discretionary. ChoiceOne provides certain health insurance benefits to retired employees. These postretirement benefits are
accrued during the years in which the employee provides services.

Employee Stock Ownership Plan

The cost of shares issued to the Employee Stock Ownership Plan (the “ESOP”) but not yet allocated to participants is presented as a
reduction of shareholders’ equity. Compensation expense is recorded based on the market price of the shares as they are committed to
be released for allocation to participant accounts. The difference between the market price and the cost of shares committed to be
released is recorded as an adjustment to additional paid-in capital. Dividends on allocated ESOP shares are recorded as a reduction of
retained earnings while dividends on unallocated ESOP shares are reflected as a reduction of debt and accrued interest. Upon
distribution of shares to a participant, the participant has the right to require the Company to purchase his or her shares at fair value in
accordance with the terms and conditions of the ESOP. As such, these shares are not classified in shareholders’ equity as permanent
equity.

Stock Based Compensation

Employee compensation expense under ChoiceOne’s stock option plan is reported if options are granted below market price at the
grant date. Pro forma disclosures of net income and earnings per share are shown using the fair value method to measure expense for
options granted using an option pricing model to estimate the fair value. No stock options were granted in 2001.

The following pro forma information presents net income and earnings per share for 2003, 2002 and 2001 had the fair value method
been used to measure compensation cost for stock option plans. No compensation cost was recognized for stock options in 2003,
2002 and 2001.

2003 2002 2001
Net iNCOME aS FEPOME .........cvcveiieerieeeiereee ettt bene s $ 2,101,000 $ 1,643,000 $ 1,458,000
Deduct: Stock-based compensation expense determined under
fair value based Method..........cceociiiiiiiiiccc e 5,000 3,000 5,000
Pro forma Nt INCOME .......ccviiiiiie ittt 2,096,000 1,640,000 1,453,000
Basic and diluted earnings per common share as reported...........c.ccocevvevennen. 1.35 1.06 0.95
Pro forma basic and diluted earnings per common share...........c.ccoceveevniennns 1.35 1.06 0.95

The pro forma effects are computed using an option pricing model and the following weighted average assumptions as of grant date.

2003 2002 2001
RiSK-free INtErest rate........ccvoveveiire e 3.65% 4.71% —
Expected option life (in YEars) ......cccccvvvevevieseseie e 7 7 —
Expected stock price VOIatility .........cooverviiiiinieiiiese e 18.95% 20.90% —
DivIdend YIeld.......coccovieiiiieiie e 4.49% 4.78% —

In future years, the pro forma effect of not applying the fair value method may increase if additional options are granted.

Income Taxes

Income tax expense is the sum of the current year income tax due and the change in deferred tax assets and liabilities. Deferred tax
assets and liabilities are the expected future tax consequences of temporary differences between the carrying amounts and tax bases of
assets and liabilities, computed using enacted tax rates. A valuation allowance, if needed, reduces deferred tax assets to the amount
expected to be realized.

Off-Balance Sheet Financial Instruments

Off-balance sheet financial instruments represent credit instruments, such as loan commitments, lines of credit, and standby letters of
credit. The face amount of credit instruments represents the exposure to loss assuming the customer borrows the funds and the
collateral or ability to repay is worthless.
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Earnings Per Share

Basic earnings per common share ("EPS") is based on weighted-average common shares outstanding. The weighted-average number
of shares used in the computation of basic and diluted earnings per common share includes shares allocated to the ESOP. Diluted
EPS further assumes issue of any dilutive potential common shares issuable under stock options. Earnings and dividends per share
are restated for stock dividends and splits through the issue date of the financial statements.

Comprehensive Income

Comprehensive income consists of net income and other comprehensive income. Other comprehensive income includes the net
change in unrealized appreciation (depreciation) on securities available for sale, net of tax, which is also recognized as a separate
component of shareholders’ equity.

Loss Contingencies

Loss contingencies, including claims and legal actions arising in the ordinary course of business, are recorded as liabilities when the
likelihood of loss is probable and an amount or range of loss can be reasonably estimated. Management does not believe that there
are any such matters that may have a material effect on the financial statements.

Cash Restrictions
Cash on hand or on deposit with the Federal Reserve Bank of $955,000 and $950,000 was required to meet regulatory reserve and
clearing requirements at December 31, 2003 and 2002, respectively. These balances do not earn interest.

Stock Dividends
Dividends issued in stock are reported by transferring the market value of the stock issued from retained earnings to common stock
and additional paid-in capital. Fractional shares resulting from stock dividends are paid in cash.

Dividend Restrictions
Banking regulations require the maintenance of certain capital levels and may limit the amount of dividends which may be paid by the
Bank to ChoiceOne or by ChoiceOne to its shareholders (see Note 21).

Fair Value of Financial Instruments

Fair values of financial instruments are estimated using relevant market information and other assumptions, which are more fully
documented in Note 19 to the financial statements. Fair value estimates involve uncertainties and matters of significant judgment
regarding interest rates, credit risk, prepayments, and other factors, especially in the absence of broad markets for particular items.
Changes in assumptions or in market conditions could significantly affect the estimates.

Industry Segments
Internal financial information is primarily reported and aggregated in two lines of business: banking and insurance. The majority of
ChoiceOne’s income and assets are obtained from banking.

Adoption of New Accounting Standards

During 2003, ChoiceOne adopted FASB Statement 149, Amendment of Statement 133 on Derivative Instruments and Hedging
Activities, FASB Statement 150, Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equities,
FASB Statement 132 (revised 2003), Employers’ Disclosures about Pensions and Other Postretirement Benefits, FASB Interpretation
45, Guarantor’s Accounting and Disclosure Requirements for Guarantees, and FASB Interpretation 46, Consolidation of Variable
Interest Entities. Adoption of the new standards did not materially affect ChoiceOne’s operating results or financial condition.

Reclassifications

Certain amounts presented in prior year consolidated financial statements have been reclassified to conform to the current year’s
presentation.
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Note 2 — Securities

Information regarding securities available for sale at December 31 follows:

2003
Gross Gross
Fair Unrealized Unrealized

Value Gains Losses
U.S. Treasuries and U.S. Government agencies..................... $ 7,805000 $ 79,000 $  (13,000)
States and muNICIPAlItIeS .........cocvevrieiieierce e 20,435,000 667,000 (52,000)
Mortgage-backed SECUNILIES..........covvirieiiiriiceces 4,589,000 34,000 (10,000)
ASSet-haCKked SECUNTIES ......coveiivviicieeciie et 233,000 1,000 —
COrporate SECUMEIES ...c.viveieierierieie e 5,087,000 75,000 —
1] | $ 38,149,000 $ 856,000 $ (75,000)

2002
Gross Gross
Fair Unrealized Unrealized

Value Gains Losses
U.S. Treasuries and U.S. Government agencies............c........ $ 4,699,000 $ 102,000 $ —
States and MUNICIPAITIES ........covierieiiiieee e 11,725,000 594,000 (2,000)
Mortgage-backed SECUNILIES.......cccovevveiieiiie i 1,517,000 61,000 —
ASSet-backed SECUNTIES .....civiieiireccreccre e 508,000 8,000 —
COrporate SECUNILIES .....vevvvrierererieieie et se st 3,042,000 51,000 —
1o | $ 21,491,000 $ 816,000 $ (2,000)

The gross unrealized losses within the securities portfolio at year-end 2003 have not existed for more than 12 months on any
individual securities. The issuers with gross unrealized losses are of high credit quality and the impairment is considered temporary in
nature due to market conditions at December 31, 2003.

Contractual maturities of securities available for sale at December 31, 2003, follows:

Fair
Value

DUE WIthiN ONE YA .....c.ectiiiiictiiietei sttt sttt ettt b et s s b b e b b s e e bt e st ne s bens $ 5,988,000
Due after one year through fIVE YEAIS ......c.cceiiiiiiiiice et 19,421,000
Due after five years through teN YEaIS........cccvvii i 6,318,000
DUE AFEEI 1B YRSt iveitiet ettt sttt et et e et st enbe s beereereeneeneeneees 1,625,000

TOtAl AEDT SECUITTIES. .....i ittt e et bbbttt see e 33,352,000
Mortgage-backed securities not due at a SPeCIfiC date ..........cvvveveieeieie i 4,589,000
EQUILY SBCUTITIES 1.vvivveeiie sttt ettt ettt ettt e et e s e st e ee e e be st e stesneenaeneeneeneeneens 208,000

0] | SRS $ 38,149,000
Information regarding sales of securities available for sale follows:

2003 2002 2001

Proceeds from Sales OF SECUIILIES.........vivieeeeeeeee sttt et er e se e $ 2,085000 $ 972,000 $ 1,998,000
Gross realized QAINS......c.ccviieiicieiece et reene s 61,000 60,000 9,000

Various securities were pledged as collateral for securities sold under agreements to repurchase and as collateral for certain public
time deposits. The respective balances of the repurchase agreements and time deposits were less than the collateral pledged at the end
of the years presented. The carrying amount of securities pledged as collateral at December 31 was as follows:

2003 2002
Securities pledged for securities sold under agreements t0 repurchase...........cocvvevvriveeereereennens $ 5,790,000 $ 5,876,000
Securities pledged for tiMe dePOSITS .......coveiriiiirie s — 1,810,000
Total securities pledged as COllAateral ..o $ 5,790,000 $ 7,686,000




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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Note 3 — Loans

The Bank’s loan portfolio as of December 31 was as follows:

2003 2002

(0] 1011 11T (ol -1 IR PO PTRSRU $ 80,025,000 $ 85,658,000
Real estate Mortgage — CONSIIUCTION ........coueiuiieiieie et 10,200,000 7,869,000
Real estate mortgage — reSIdential ..o 48,515,000 50,996,000
(070] 11511 =] GRS USRS PPPRRO 24,392,000 29,324,000

LLOBNS, GIOSS ...veeeeteeiteeite et et ettt et e bt e bttt st e bt bt e bt et e e s bt eh b e eb e e nb e e nbe e nbe e bt e e ean e naeenne e 163,132,000 173,847,000
AlIOWANCE TOF 108N TOSSES......ciiviiiieiitie et eare e srbe e eees (1,974,000) (2,211,000)

0TV T 0= SO $ 161,158,000 $ 171,636,000
Note 4 — Mortgage Banking
Activity during the year was as follows:

2003 2002 2001

Loans originated for resale, net of principal payments................ $ 35,589,000 $ 40,882,000 $ 27,953,000
Proceeds from loans held for sale.........c.ccccoevveviiiiiiiiicieccecs 37,302,000 41,291,000 28,240,000
Net gains on sales of loans held for sale...........ccccocvvvvviviininennnn 807,000 967,000 385,000
Loan servicing fees, net of amortization .............ccccovvvevrncinnnns (4,000) 66,000 87,000

Residential mortgage loans serviced for others are not reported as assets in the accompanying consolidated balance sheets. The
principal balances of these loans at December 31 are as follows:

Residential mortgage loans serviced for: 2003 2002
Federal Home Loan Mortgage COorporation ...........ccccceeveeiieeseseieseseieee e svesreeene s $ 66,249,000 $ 57,825,000

The Bank maintains custodial escrow balances in connection with these serviced loans; however, such escrows were immaterial at
December 31, 2003 and 2002.

Activity for loan servicing rights was as follows:

2003 2002 2001
Beginning Of YEar ..o $ 363,000 $ 175,000 $ 146,000
CapitaliZEd.......ccveeiecec e 308,000 333,000 117,000
AMOITIZALION ...t (247,000) (127,000) (88,000)
Changes to valuation allowancCe ..........c.cooevevereineisenee e, 18,000 (18,000) —
ENG OF YEAI ... $ 442,000 $ 363,000 $ 175,000
Note 5 — Allowance for Loan Losses
Activity in the allowance for loan losses was as follows:

2003 2002 2001

BegiNNiNgG Of YBAI .....cuovivieiicieee et s $ 2,211,000 $ 2,013,000 $ 2,101,000
Provision charged t0 BXPENSE .....c.eiveiierieeserieie e 400,000 1,270,000 1,003,000
Recoveries credited to the alloWanCe ...........cccocvevviiiiiecicceccece e, 343,000 185,000 189,000
Loans charged Off ........ocviiiiiise e (980,000) (1,257,000) (1,280,000)
ENG OF YEAT ...ttt $1,974000 $ 2,211,000 $ 2,013,000
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Information regarding nonperforming loans for the years ended December 31 follows:

2003 2002
Loans past due over 90 days still on accrual ............ccooevvininiiiienccienn $ 39,000 $ 210,000
NONACCIUAL TOANS .....cvviiiiee ettt be e 1,914,000 2,522,000
TOLAL ettt $ 1,953,000 $ 2,732,000

Nonperforming loans includes both smaller balance homogenous loans that are collectively evaluated for impairment and loans
individually classified as impaired loans.

Information regarding impaired loans as of and for the year ended December 31 follows:

2003 2002 2001
Loans with no allowance allocated at year end ..........cccccceevvveveeeviverieerenene,s $ 753,000 $ 1,041,000 $ 718,000
Loans with allowance allocated at year end .............ccccvevviveieiieeicieseieiens 1,051,000 1,128,000 153,000
Amount of allowance for loan losses allocated at year end.............ccccoc...... 576,000 697,000 53,000
Average balance during the Year .........cocccvvrviieise s 2,188,000 2,294,000 1,382,000
Interest income recognized thereon.........ccccvcvveveievese s 78,000 120,000 45,000
Cash-basis interest income recognized..........ccocvviveveienenese e 152,000 194,000 43,000
Note 6 — Premises and Equipment
As of December 31, premises and equipment consisted of the following:
2003 2002
Land and 1and iMProVEMENTS ........cc.oieiiiirieiieieree sttt saeseeeneas $ 639,000 $ 639,000
Leasenold IMPrOVEMENTS .........ccveirie ettt re e e e saeseesnens 274,000 461,000
=TT o [T To SRR 4,260,000 4,174,000
Furniture, equipment and SOFIWAIE .........ccocviiiieiee e 2,430,000 3,803,000
0] =L 0 ) RS USR 7,603,000 9,077,000
Accumulated dePreCIALION ........coiviiiieieiee et sre e e (3,523,000) (4,628,000)
Premises and eqUIPMENT, NEL..........ccoviviveueiiccee et $ 4,080,000 $ 4,449,000

Depreciation expense was $594,000, $943,000, and $692,000 for 2003, 2002, and 2001, respectively. In August 2002, the Bank
closed its Plainfield branch office in Grand Rapids, Michigan. The financial impact of closing the office resulted in additional
depreciation of $139,000 and a $68,000 expense for early termination of the lease agreement. In September 2003, the Bank closed its
Sparta Great Day Office in Sparta, Michigan. The financial impact of closing this office was immaterial. The Bank also retired $1.2
million in assets during 2003 that were fully depreciated and no longer in service within the Bank or Insurance Agency.

Note 7 — Other Real Estate Owned

Other real estate owned represents foreclosed assets owned by the Bank and is reported net of a valuation allowance. Activity within
other real estate owned was as follows:

2003 2002
Balance, beginning Of YEaAI ... e $ 1,867,000 $ 710,000
TranSTErs FrOM LOANS........c.viiiiiie ittt sbe e ebeebeebesrbesreeas 1,233,000 2,223,000
Capitalized improvements Or pUrChased ASSELS .........ccuverveirerieirienieesesiee et 223,000 8,000
SAIES. ...ttt ettt Rt bRt bR e et te e et te et re e nretn (1,721,000) (1,073,000)
WVTIEE-0OWNS ...ttt et b e ettt bbbttt et bt tennens (169,000) (1,000)
Balance, N0 OF YA ........cevivieiiceceecee ettt $ 1,433,000 $ 1,867,000
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Note 8 — Acquired Intangible Assets

Acquired intangible assets related to the Insurance Agency were as follows as of December 31.:

2003 2002
Gross Gross
Carrying Accumulated Carrying Accumulated
Amount Amortization Amount Amortization
Sparta division .........ccoceevevvvericiiieieceieens $ 222,000 $ 195,000 $ 222,000 $ 182,000
Grand Rapids division .........cccccceverennnn. — — 500,000 314,000
Total oo $ 222,000 $ 195000 $ 722,000 $ 496,000

The Grand Rapids division of the Insurance Agency was sold in January 2003. Aggregate amortization expense was $13,000,
$90,000, and $81,000 for 2003, 2002, and 2001, respectively.

Estimated future amortization expense for the Sparta division follows:
2004 ...ttt e e nene s $ 14,000
2005 ... ettt R ettt e e neenene s 13,000
Note 9 — Deposits

Deposit information as of December 31 follows:

2003 2002
Certificates of deposit issued in denominations of $100,000 OF MOFE..........ccccoerrerririerinnns $ 31,650,000 $ 43,914,000
Scheduled maturities of certificates of deposit:
2004 ...ttt e E e Rttt et e Rt e erteebeenbeenbesreenree s $ 44,385,000
2005 ..t a et e e te e e bt e antee e treenreeentreareenrren 14,812,000
2008 ... ettt e e et e tt e e te e e bt e antee e bt e enteeentreanreenrren 7,538,000
2007 et et a e e ettt bt e e bt e ante e e bt e enree e trearreenrren 3,743,000
2008 ... et e e e et e e ante e e bt e anbe e e treaaeenrre s 2,121,000
LI L | TSRS $ 72,599,000

The Bank had brokered certificates of deposit totaling $25,179,000 at December 31, 2003 compared to $33,235,000 at December 31,
2002. The weighted average interest rate on these certificates of deposit was 2.58% with maturities ranging from January 2004 to
December 2006 as of December 31, 2003.

Note 10 — Repurchase Agreements

Repurchase agreements are advances by customers that are not covered by federal deposit insurance. This obligation of ChoiceOne is
secured by bank-owned securities held in safekeeping at a correspondent bank. The balances at December 31 are as follows:

2003 2002
Outstanding balance at December 31 .........cccccoeieienene $ 5,305,000 $ 5,876,000
Average interest rate at December 31..........ccccooevniennn 1.55% 1.31%
Average balance during the year ..........cccocovvvvninnenn. $ 5,713,000 $ 4,944,000
Average interest rate during the year...........ccccccvvevennn 1.42% 1.79%
Maximum month end balance during the year .............. $ 7,324,000 $ 5,976,000
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Note 11 — Federal Home Loan Bank Advances

At December 31, 2003, the Bank had advances from the Federal Home Loan Bank with fixed interest rates ranging from 1.22% to
6.63%, with an average interest rate of 2.49%. The Bank also had $6,000,000 in variable rate advances as of December 31, 2003,
with an average rate of 1.11%. Maturities for all advances outstanding at December 31, 2003 ranged from January 2004 to May
2006. Advances were secured by specific mortgage loans with a carrying value of approximately $45,354,000 and $47,249,000 at
December 31, 2003 and 2002, respectively. Penalties are charged on advances that are paid prior to maturity. The Bank prepaid
$3,000,000 of advances incurring a prepayment penalty of $156,000 in 2003. No advances were paid prior to maturity in 2002 or
2001.

The scheduled maturities of advances from the Federal Home Loan Bank at December 31, 2003 are as follows:

2004 ..o $ 17,250,000
2005 .. 13,500,000
20006 ..o.oiiiie ) 3,000,000

TOLA .o $ 33,750,000

Note 12 — Income Taxes

Information as of December 31 and for the year follows:

2003 2002 2001
Provision for Income Taxes
Current federal iNCOME taX EXPENSE .....eeueeeiriirieriere et $ 693,000 $ 540,000 $ 589,000
Deferred federal iNCOME taX EXPENSE .....ocvererierierieiie e 22,000 123,000 1,000
INCOME tAX EXPENSE ...euvieveenienie ettt ettt sttt e e e $ 715,000 $ 663,000 $ 590,000
Reconciliation of Income Tax Provision to Statutory Rate
Income tax computed at statutory federal rate of 34%........c.ccccccevrerrnennnn, $ 957,000 $ 784,000 $ 696,000
Tax exempt iNtEreSt INCOME.........civiiiiiie e (160,000) (158,000) (155,000)
Reduction in accrued tax liability ... (113,000) — —
Nondeductible INterest EXPENSE ......cvvviveieierere e 14,000 21,000 31,000
(@] 19 1=1 g1 (<Y 1 1P SRRSO 17,000 16,000 18,000
INCOME tAX EXPENSE ...evivvirietiierietesiee et ae s $ 715,000 $ 663,000 $ 590,000
Effective INCOME taX FAtE......c..cccveiiirieicree et 25% 29% 29%
Components of Deferred Tax Assets and Liabilities 2003 2002
Deferred tax assets:
ALIOWANCE TOr 108N T0SSES......eiivieiiiei ettt ettt e ebe e e ebaeebee s $ 478,000 $ 475,000
DETEITEA [0AN COSES .....uviiitieitie ettt ettt et e be e be e e be e st e e e ebe e e beeebeeesbeeebeenanas 48,000 89,000
Postretirement benefits Obligation ..o 62,000 52,000
Writedowns 0N Other real BSTALE ........ocveeiivii et 54,000 2,000
Amortization of insurance agency book of BUSINESS .........ccoceiiiiiiiiiii — 50,000
Deferred COMPENSALION. ........cccciiiieieiieie ettt sre e e enee e esbesrenrens 21,000 29,000
(@] 13- OSSPSR PTR 76,000 49,000
Total defErred tAX ASSELS ...uviiviiireicie ittt ettt ettt s be e sbe e be e e sbeeereebe e 739,000 746,000
Deferred tax liabilities:
Unrealized appreciation on securities available for sale...........ccocoovvvieininiiicnciesee, 266,000 276,000
=T 0] €Tl F- LA o] o OSSPSR 165,000 181,000
L0AN SEIVICING FIGNTS ...ttt et b e saere s 150,000 130,000
(@] 1 3 -1 SR PRSPR PR 89,000 78,000
Total deferred tax HabilitieS........cccoiviiiiiiec bbb 670,000 665,000
NEL AETEITEA TAX BSSEL ...vvveeveeeeere st erese et et e e et e s e et e st e st er e st es e et e st esresresreseeeseereensesresreares $ 69000 $ 81,000




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
ChoiceOne Financial Services, Inc.

A valuation allowance related to deferred taxes is recognized when it is considered more likely than not that part or all of the deferred
tax benefits will not be realized. Management has determined that no such allowance was required at December 31, 2003 and 2002.

Note 13 — Related Party Transactions

Loans to principal officers, directors and their affiliates were as follows at December 31:

2003 2002
BegiNNING OF YEAN ....oviiitiiiic bbb $ 3,298,000 $ 2,854,000
INEBW TOBNS ...ttt bbbttt b e et b et b ettt b e et b e et e benr b e b 982,000 1,074,000
REPAYMENTS ... s (1,262,000) (304,000)
Effect of changes in related Parties...... ... s — (326,000)
0T 0] T PSP $ 3,018,000 $ 3,298,000

Deposits from principal officers, directors, and their affiliates were $5,013,088 and $3,826,000 at December 31, 2003 and 2002,
respectively.

Note 14 — Employee Benefit Plans

401(k) Plan:
The 401(k) plan allows employee contributions up to 15% of their compensation. Matching company contributions to the plan are
discretionary. Expense to this plan was $45,000, $62,000 and $14,000 in 2003, 2002 and 2001, respectively.

Employee Stock Ownership Plan:

Employees participate in an Employee Stock Ownership Plan (the "ESOP"). In 2000, the ESOP borrowed $91,000 from the Bank
and used the funds to acquire 5,100 shares of ChoiceOne common stock at $17.78 per share. These amounts have been adjusted for
stock splits and dividends in 2001 and 2002. ChoiceOne makes discretionary contributions to the ESOP, as well as paying dividends
on unallocated shares to the ESOP, and the ESOP uses funds it receives to repay the loan. When loan payments are made, ESOP
shares are allocated to participants based on relative compensation and expense is recorded. Dividends on allocated shares increase
the participant accounts.

Participants become fully vested upon completion of six years of qualifying service. Participants receive the shares at the end of
employment. A participant may require stock received to be repurchased unless the stock is traded on an established market.
Contributions from ChoiceOne to the ESOP during 2003, 2002, and 2001 were $23,000, $23,000, and $23,000, respectively.
Expense for 2003, 2002, and 2001, was $14,000, $14,000, and $14,000, respectively.

Shares held by the ESOP were as follows:

2003 2002 2001
Shares allocated t0 PartiCiPants ..........ccocereerereiinenesee e 3,570 2,550 1,530
Shares UNAHOCAIEA .......c.coiviiiiiiiiree et ebe e bt 1,530 2,550 3,570
Total shares of ChoiceOne stock held by ESOP ..o, 5,100 5,100 5,100
Fair value of unallocated shares as of December 31 .......ccovevvveviecreciieieeienn, $ 26,000 $ 36,000 $ 48,000
Fair value of allocated shares subject to repurchase obligation ....................... $ 59000 $ 36,000 $ 20,000
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Postretirement Benefits Plan:
Information regarding the postretirement benefits plan as of December 31 and for the year follows:

2003 2002 2001
Accumulated benefit obligation............ccccovviiiiiiiiiccc $ 146,000 $ 125,000 $ 115,000
ACCIUB DENETIE COSE ...ttt et 181,000 153,000 154,000
Postretirement benefit eXPENSE ......cccv e 28,000 (1,000) (1,000)
Employer CONtribDULIONS .........coveiieieiie e 32,000 17,000 15,000
Participant CONtribULIONS. ..o 36,000 38,000 34,000
BeNefits PAIG......cvcieii e 40,000 56,000 50,000
Actuarial assumption - discount rate on benefit obligation ..............ccccoovinene. 6.0% 6.5% 8.0%

The trend for annual increases in health care costs was assumed to be 8% for the year beginning January 1, 2004, dropping 1%
annually to an annual rate of 6% for the year beginning January 1, 2006 and each year thereafter. The effect of a 1% increase or
decrease in the assumed health care cost trend rate would have an immaterial impact on the combined service and interest cost
components of net periodic postretirement health care benefits cost and the accumulated benefit obligation for health care benefits.

Deferred Compensation Plan:

A deferred compensation plan covers one former executive officer. Under the plan, ChoiceOne pays this individual the amount of
compensation deferred plus interest over 10 years beginning with the individual’s termination of service. A liability has been accrued
for the obligation under this plan. ChoiceOne incurred deferred compensation plan expense of $2,000, $6,000, and $5,000 in 2003,
2002, and 2001, respectively, which resulted in a deferred compensation liability of $61,000 and $84,000 as of year-end 2003 and
2002, respectively. ChoiceOne has purchased life insurance on the participant. The cash surrender value of such insurance was
$156,000 and $152,000 at year-end 2003 and 2002, respectively, and is included in other assets.

Note 15 - Stock Options

Options to buy stock are granted to key employees under an incentive stock option plan to provide them with an additional equity
interest in ChoiceOne. The plan provides for issuance of up to 60,775 options. The exercise price is the market price at date of grant,
so there is no compensation expense recognized in the income statement. The maximum option term is 10 years and options vest over
3 years. A summary of the activity in the plan is as follows:

2003 2002 2001
Weighted Weighted Weighted
average average average
exercise exercise exercise
Shares price Shares price Shares price
Options outstanding, beginning of year....... 20,314 $13.31 15,194 $13.16 15,194 $13.16
Options granted .......ccccevevvvereieneneieneieiens 4,900 14.38 5,330 13.76 — —
Options eXercised .......ccoovvvvrvvienveieerierennens — — — — — —
Options forfeited or expired ........c.ccoeereenene (725) 13.88 (210) 13.70 — —
Options outstanding, end of year................. 24,489 $1351 20,314 $13.31 15,194 $13.16
Options exercisable at December 31 ........... 18,666 16,474 15,194
Weighted average fair value of options
granted during Year........ccoccovvereienenienas $1.84 $2.21 $ —

The exercise price for options outstanding at the end of 2003 ranged from $13.16 to $14.38 per share. The weighted average
remaining contractual life of options outstanding at the end of 2003 was approximately 5.4 years. The numbers of options and
exercise prices have been adjusted for all stock dividends and splits.
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Note 16 - Earnings Per Share

The factors used in the earnings per share computation follow:

2003 2002 2001
Basic
N T=Y B T[0T U $ 2,101,000 $ 1,643,000 $ 1,458,000
Weighted average common shares outstanding...........ccoceeveeererisienensieseneans 1,554,600 1,544,248 1,531,207
Basic earnings per COMmMON SNAIE ..........ccoceiiereieneniee e $ 135 $ 1.06 $ 0.95
2003 2002 2001
Diluted
N BT IICOMIE vttt ettt ettt et e et e e st e et e et et et et et e saearereeareere et ereesenares $ 2,101,000 $ 1,643,000 $ 1,458,000
Weighted average common shares outstanding..........cccocevevvrienvsieerieresenens 1,554,600 1,544,248 1,531,207
Plus dilutive effect of assumed exercises of stock options..........cccccevereneee. 2,636 1,242 118
Average shares and dilutive potential common shares...........c.ccocevvinennncnn. 1,557,236 1,545,490 1,531,325
Diluted earnings per COMMON SharE ..........c.cooveveveieeeereeeeece e $ 135 §$ 1.06 $ 0.95
Weighted average common shares have been adjusted for stock dividends and stock splits.
Note 17 - Other Comprehensive Income
Other comprehensive income components and related taxes follow:
2003 2002 2001
Unrealized holding gains on available for sale securities.............cc.ccoeevnenas $ 29000 $ 599,000 $ 86,000
Reclassification adjustments for gains included in net income...................... (61,000) (60,000) (9,000)
Net unrealized gains and l0SSES .........ccovireriiireiee e (32,000) 539,000 77,000
TAX BFFECT. ..ttt 11,000 (184,000) (27,000)
Total other comprehensive inCOMe (10SS)........ccvverviriiiiniceees $ (21,0000 $ 355000 $ 50,000
Note 18 — Condensed Financial Statements of Parent Company
Condensed Balance Sheets
December 31
2003 2002
Assets
(O T OO RTPRRRP $ 41,000 $ 48,000
Securities available for SAIE .........ccovviiiiii e 50,000 17,000
(@] 1 g T- g T £ TSROSO 31,000 88,000
Investment in ChoiCEONE BaANK..........ccviiiiiiiiiicece et 20,505,000 19,330,000
TOLAL ASSELS ... veveeveeeeeee et et e et e et e et e et e et et e e e st esresreereseeaseeseessessesreeresreantaseansesseseearesreareas $ 20,627,000 $ 19,483,000
Liabilities
Mandatory redeemable shares under Employee Stock Ownership Plan, at fair value .... $ 59,000 $ 36,000
(01T g [T o1 1L =T R — 88,000
BLIE0] = L = o 11 1 1= PR 59,000 124,000
Y g 1] 1] (o [oT £ To U SRS 20,568,000 19,359,000
Total liabilities and shareholders’ BQUILY.........cccoviiiviieieiere e $ 20,627,000 $ 19,483,000
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Condensed Statements of Income

Years Ended December 31

2003 2002 2001

Dividends from ChoiceOne BankK..........ccccvvviveieneneienene e $ 973,000 $ 836,000 $ 830,000
Gain 0N sale Of SECUNLIES.....cviieie i 23,000 49,000 —
Dividends from other SECUMTIES. ........ccvivriiiieieiere e — 1,000 5,000
B 0] =1 [ Todo 14 o[- 996,000 886,000 835,000
OLNET EXPENSES ....ovvivivieeiietistee sttt bbb 96,000 124,000 72,000
Income before income tax and equity in undistributed net

iINCOME OF SUDSIAIANY......coiiriiiiiiicece e 900,000 762,000 763,000
INCOME taX DENETIL .....oce i 26,000 25,000 23,000
Income before equity in undistributed net income of subsidiary............. 926,000 787,000 786,000
Equity in undistributed net income of subsidiary ..........c.ccoceoriiiirnnne. 1,175,000 856,000 672,000
NEE INCOME....etiieitctesiee ettt ettt te st se e sreseerens $ 2,101,000 $ 1643000 $ 1,458,000

Condensed Statements of Cash Flows

Years Ended December 31

2003 2002 2001
Cash flows from operating activities:
NEL INCOME... vttt nae e ans $ 2,101,000 $ 1,643,000 $ 1,458,000
Adjustments to reconcile net income to net cash from operating
activities:
Equity in undistributed net income of subsidiary ..........cccccvvviiernine (1,175,000) (856,000) (672,000)
Gain on sales Of SECUNLIES ......vovevrvrreiceerree s (23,000) (49,000) —
Changes iN Other @SSELS........civeiiiririreieereee s 57,000 (87,000) (1,000)
Changes in Habilities ..........ccoovriiiniec s (85,000) 71,000 8,000
Net cash from operating activitieS..........ccoovevvvienniniencieneree 875,000 722,000 793,000
Cash flows from investing activities:
Purchase of iINVeStMeNt SECUTTLIES........ccovvverrreiireereee s (50,000) — (150,000)
Sales proceeds of investment SECUNItIeS........ccvvvvvvvrivvececiecee e 31,000 200,000 —
Net cash from (used in) investing activities ...........cc.coceeererirennn. (19,000) 200,000 (150,000)
Cash flows from financing activities:
1SSUANCE OF SLOCK ...veivviivieiiee ittt ettt 218,000 179,000 179,000
Repurchase of SLOCK .........ccviiiiriiiiie s (22,000) (51,000) (5,000)
DivIidends Paid........cccoieiiiriiiiieie s (1,059,000) (1,040,000) (998,000)
Net cash used in financing activities .........ccocoovvervinencineniseen, (863,000) (912,000) (824,000)
Net change in cash and cash equivalents...........ccccccvervineinineisciens (7,000) 10,000 (181,000)
Beginning cash and cash equivalents ...........c.ccoeovineinineiniieie s 48,000 38,000 219,000
Ending cash and cash equivalents ............cccccoverveiiivccsccc e $ 41,000 $ 48,000 $ 38,000
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Note 19 — Financial Instruments

Financial instruments as of December 31 were as follows:

2003 2002
Estimated Estimated
Carrying Fair Carrying Fair
Amount Value Amount Value
Assets:
Cash and cash equivalents.............ccoeveveeeviverennann, $ 4722000 $ 4,722,000 $ 6,471,000 $ 6,471,000
Interest-bearing deposits at other institutions........ — — 100,000 102,000
Securities available for sale..........ccccovveiv i, 38,149,000 38,149,000 21,491,000 21,491,000
Other SECUTTIES......coveiveeireirecee e, 2,722,000 2,722,000 2,620,000 2,620,000
Loans held for sale ..........ccoveeveviiieciciic e, — — 1,214,000 1,230,000
LOANS, NEL ...veeiveiiecieciccre et 161,158,000 161,998,000 171,636,000 172,416,000
Liabilities:
Demand, savings and money market deposits....... 73,664,000 73,664,000 62,901,000 62,901,000
Time dePoSitS.....c.coeiiiiieiieeecre e, 72,599,000 74,165,000 89,878,000 91,873,000
Federal funds purchased ..........ccccccocviiiiininenenns, 7,882,000 7,882,000 — —
Repurchase agreements ..........cccceveveveeseeeseenenns, 5,305,000 5,305,000 5,876,000 5,876,000
FHLB advanCes .........cccovveevveirieireeiieiiesee e sre e, 33,750,000 34,094,000 32,791,000 33,612,000

The estimated fair values approximate the carrying amounts for all assets and liabilities except those described later in this paragraph.
The estimated fair value for securities is based on quoted market values for the individual securities or for equivalent securities. The
estimated fair value for loans is based on the rates charged at December 31 for new loans with similar maturities, applied until the
loan is assumed to reprice or be paid. The estimated fair values for time deposits and FHLB advances are based on the rates paid at
December 31 for new deposits or FHLB advances, applied until maturity. The estimated fair values for other financial instruments
and off-balance sheet loan commitments are considered nominal.

Note 20 — Off-Balance Sheet Activities

Some financial instruments, such as loan commitments, credit lines, letters of credit, and overdraft protection, are issued to meet
customers’ financing needs. These are agreements to provide credit or to support the credit of others, as long as conditions
established in the contract are met, and usually have expiration dates. Commitments may expire without being used. Off-balance
sheet risk to credit loss exists up to the face amount of these instruments, although material losses are not anticipated. The same credit
policies are used to make such commitments as are used for loans, including obtaining collateral at exercise of the commitment.

The contractual amount of financial instruments with off-balance sheet risk was as follows at December 31:

2003 2002
Fixed Variable Fixed Variable
Rate Rate Rate Rate
Unused lines of credit and letters of credit................. $ 5,632,000 $ 14,970,000 $ 3,134,000 $ 14,394,000
Commitments to fund loans (at market rates)............. 1,933,000 3,184,000 2,593,000 2,025,000

Commitments to fund loans are generally made for periods of 180 days or less. The fixed rate loan commitments have interest rates
ranging from 3.88% to 7.50% and maturities ranging from 6 months to 30 years.
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Note 21 — Regulatory Capital

ChoiceOne Financial Services, Inc. and ChoiceOne Bank are subject to regulatory capital requirements administered by federal
banking agencies. Capital adequacy guidelines and prompt corrective action regulations involve quantitative measures of assets,
liabilities, and certain off-balance sheet items calculated under regulatory accounting practices.

The prompt corrective action regulations provide five classifications, including well capitalized, adequately capitalized,
undercapitalized, significantly undercapitalized, and critically undercapitalized, although these terms are not used to represent overall
financial condition. If only adequately capitalized, regulatory approval is required to accept brokered deposits. If undercapitalized,
capital distributions are limited, as are asset growth and expansion, and plans for capital restoration are required. At year-end 2003
and 2002, the most recent regulatory modifications categorized ChoiceOne and the Bank as well capitalized under the regulatory
framework for prompt corrective action. There are no conditions or events since that modification that management believes have
changed the institutions’ category.

Actual capital levels (in thousands) and minimum required levels (in thousands) were as follows:
Minimum Required
to be Well

Minimum Required

Capitalized Under

for Capital Prompt Corrective
Actual Adequacy Purposes Action Regulations
Amount Ratio Amount Ratio Amount Ratio
December 31, 2003
Total capital (to risk weighted assets)
Consolidated .........cevvreeieririrerreesee s $ 21,934 13.9% $ 12,666 80% $ 15833 10.0%
BanK.....cooieiiiireeee e 21,871 13.8 12,660 8.0 15,825 10.0
Tier 1 capital (to risk weighted assets)
Consolidated .........cevvreenirireeeesee e 19,975 12.6 6,333 4.0 9,500 6.0
BanK.....cooiiiiiiirieeee e 19,912 12.6 6,330 4.0 9,495 6.0
Tier 1 capital (to average assets)
Consolidated .........cevvreeieririreeesee s 19,975 9.5 8,370 4.0 10,463 5.0
BanK.....cooiiiiiireee 19,912 9.5 8,370 4.0 10,463 5.0
December 31, 2002
Total capital (to risk weighted assets)
Consolidated........ccovoeerireeniresee e $ 20,556 12.6% $ 13,051 80% $ 16,314 10.0%
BanK.....cooiiieiree e 20,531 12.6 13,043 8.0 16,303 10.0
Tier 1 capital (to risk weighted assets)
Consolidated.........ccooevirireiininiceses 18,543 11.4 6,526 4.0 9,788 6.0
BanK.....coooieiiseeee e 18,520 11.4 6,521 4.0 9,782 6.0
Tier 1 capital (to average assets)
Consolidated........ccovveevireinieee e 18,543 8.7 8,523 4.0 10,654 5.0
BanK.....cooieire 18,520 8.7 8,534 4.0 10,668 5.0

Banking regulations limit capital distributions by state-chartered banks. Generally, capital distributions are limited to undistributed
net income for the current and prior two years. At December 31, 2003, approximately $3,676,000 is available to pay dividends to the
holding company. The Bank is also subject to state regulations restricting the amount of dividends payable to the holding company.
At December 31, 2003, the Bank had $6,857,000 of retained earnings available for dividends under these regulations. The
Company’s ability to pay dividends is dependent on the Bank, which is restricted by state law and regulations. These regulations pose
no practical restrictions to paying dividends at historical levels.
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Note 22 — Quarterly Financial Data (Unaudited)

Earnings Per Share

Interest Net Interest Net Fully
Income Income Income Basic Diluted
2003
First Quarter $ 3,239,000 $ 1,980,000 $ 506,000 $ 0.33 $ 0.33
Second Quarter 3,127,000 1,970,000 505,000 0.32 0.32
Third Quarter 3,041,000 1,942,000 558,000 0.36 0.36
Fourth Quarter 2,923,000 1,883,000 532,000 0.34 0.34
2002
First Quarter $ 3,572,000 $ 1,920,000 $ 431,000 $ 0.28 $ 0.28
Second Quarter 3,611,000 2,021,000 310,000 0.20 0.20
Third Quarter 3,627,000 2,118,000 377,000 0.24 0.24
Fourth Quarter 3,459,000 2,047,000 525,000 0.34 0.34
2001
First Quarter $ 4,215,000 $ 1,902,000 $ 425000 $ 0.28 $ 0.28
Second Quarter 4,073,000 1,876,000 281,000 0.18 0.18
Third Quarter 4,036,000 1,920,000 351,000 0.23 0.23
Fourth Quarter 3,797,000 1,905,000 401,000 0.26 0.26

The increase in ChoiceOne’s quarterly net income from 2002 to 2003 was due to a reduced provision for loan losses and lower
noninterest expenses. The provision for loan losses was $535,000 lower in the fourth quarter of 2003 versus that of fourth quarter
2002. Interest income and net interest income in 2003 trended down each quarter due to a lower interest rate environment during
2003.

The increase in ChoiceOne’s quarterly net income from 2001 to 2002 was due to an improved net interest income and higher
noninterest income during 2002 compared to 2001. The Company saw exceptional gains from the sale of mortgage loans in fourth
quarter 2002 compared to fourth quarter 2001. Offsetting this exceptional income in fourth quarter 2002 was the provision for loan
losses being $232,000 higher than the same period of 2001.
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Crowe

Crowe Chizek and Company LLC
Member Horwath International

REPORT OF INDEPENDENT AUDITORS

To the Shareholders and Board of Directors
of ChoiceOne Financial Services, Inc., Sparta, Michigan

We have audited the accompanying consolidated balance sheets of ChoiceOne Financial Services, Inc. as of December 31, 2003 and
2002, and the related statements of income, changes in shareholders’ equity and cash flows for each of the three years in the period
ended December 31, 2003. These financial statements are the responsibility of the Corporation’s management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of
ChoiceOne Financial Services, Inc. as of December 31, 2003 and 2002, and the results of its operations and its cash flows for each of

the three years in the period ended December 31, 2003, in conformity with accounting principles generally accepted in the United
States of America.

Crowe Chizek and Company LLC

Grand Rapids, Michigan
March 3, 2004
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MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS
ChoiceOne Financial Services, Inc.

The following discussion is designed to provide a review of the consolidated financial condition and results of operations of
ChoiceOne Financial Services, Inc. ("ChoiceOne"), and its wholly-owned subsidiaries, ChoiceOne Bank (the "Bank"), ChoiceOne
Insurance Agencies, Inc. (the "Insurance Agency"), and ChoiceOne Mortgage Company of Michigan (the “Mortgage Company™).
This discussion should be read in conjunction with the consolidated financial statements and related footnotes.

FORWARD-LOOKING STATEMENTS

This discussion and other sections of this annual report contain forward-looking statements that are based on management’s beliefs,
assumptions, current expectations, estimates and projections about the financial services industry, the economy, and ChoiceOne itself.
Words such as "anticipates,” "believes," "estimates," "expects," "forecasts," "intends," "is likely," "plans," "predicts," "projects,"
"may," "could," and variations of such words and similar expressions are intended to identify such forward-looking statements. These
statements are not guarantees of future performance and involve certain risks, uncertainties and assumptions (“risk factors") that are
difficult to predict with regard to timing, extent, likelihood, and degree of occurrence. Therefore, actual results and outcomes may
materially differ from what may be expressed, implied or forecasted in such forward-looking statements. Furthermore, ChoiceOne
undertakes no obligation to update, amend, or clarify forward-looking statements, whether as a result of new information, future
events, or otherwise.

Risk factors include, but are not limited to, changes in interest rates and interest rate relationships; demand for products and services;
the degree of competition by traditional and non-traditional competitors; changes in banking laws and regulations; changes in tax
laws; changes in prices, levies, and assessments; the impact of technological advances; governmental and regulatory policy changes;
the outcomes of pending and future litigation and contingencies; trends in customer behavior as well as their ability to repay loans;
changes in the local and national economies; and various other local and global uncertainties such as acts of terrorism and military
actions. These are representative of the risk factors that could cause a difference between an ultimate actual outcome and a preceding
forward-looking statement.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The purpose of this section of the annual report is to provide a narrative discussion about the Company’s financial condition and
results of operations during 2003. Management’s discussion and analysis of financial condition and the results of operations as well
as disclosures found elsewhere in the annual report are based upon the Company’s consolidated financial statements, which have been
prepared in accordance with accounting principles generally accepted in the United States of America. The preparation of these
financial statements requires the Company to make estimates and judgments that affect the reported amounts of assets, liabilities,
revenues and expenses. One material estimate that is particularly susceptible to significant change in the near term relates to the
determination of the allowance for loan losses. Actual results could differ from those estimates.

Allowance for loan losses

The allowance for loan losses is maintained at a level believed adequate by management to absorb probable losses inherent in the
consolidated loan portfolio. Management’s evaluation of the adequacy of the allowance is an estimate based on reviews of individual
loans, assessments of the impact of current and anticipated economic conditions on the portfolio and historical loss experience of
seasoned loan portfolios. See Notes 1 and 5 to the Consolidated Financial Statements for additional information.

Management believes the accounting estimate related to the allowance for loan losses is a “critical accounting estimate” because (1)
the estimate is highly susceptible to change from period to period because of assumptions concerning the changes in the types and
volumes of the portfolios and anticipated economic conditions and (2) the impact of recognizing an impairment or loan loss could
have a material effect on the Company’s assets reported on the balance sheet as well as its net income. Management has discussed the
development of this critical accounting estimate with the Board of Directors and the Audit Committee of the Board of Directors has
reviewed the Company’s disclosures in Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Loan Servicing Rights

Loan servicing rights represent the estimated value of servicing loans that are sold with servicing retained by the Company.
Servicing rights are expensed in proportion to, and over the period of, estimated net servicing revenues. Management’s accounting
treatment of loan servicing rights is estimated based on current prepayment speeds which are typically market driven. See Note 4 to
the Consolidated Financial Statements for additional information regarding activity within loan servicing rights.
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Management believes the accounting estimate related to loan servicing rights is a “critical accounting estimate” because (1) the
estimate is highly susceptible to change from period to period because of significant changes within long term interest rates affecting
the prepayment speeds for current loans being serviced and (2) the impact of recognizing an impairment loss could have a material
effect on the Company’s net income. Management has obtained a third-party valuation of its loan servicing rights to corroborate its
current carrying value at the end of each reporting period. The Board of Directors and the Audit Committee are satisfied with the
Company’s disclosures in Management’s Discussion and Analysis of Financial Condition and Results of Operations.

RESULTS OF OPERATIONS

Summary
Net income for 2003 was $2,101,000, which represented a $458,000 or 28% increase from 2002. The increase in net income was due

to a reduced provision for loan losses and reduced noninterest expense. A lower loan loss provision was based on a lower level of
nonperforming and substandard loans throughout 2003 compared to the prior year. Significant recoveries made within consumer
loans also allowed the Bank to decrease the provision as compared to 2002. Noninterest expense declined due to the discontinuance
of expenses associated with the Plainfield and Sparta Great Day branch offices, which were closed in September 2002 and September
2003, respectively. The Insurance Agency sold its Grand Rapids book of business and other assets in January 2003, which also
reduced noninterest expenses in 2003 as compared to the prior year.

Return on average assets was 1.01% for 2003, compared to 0.79% for 2002 and 0.73% in 2001. Return on average shareholders'
equity was 10.48% for 2003, compared to 8.78% for 2002 and 8.07% in 2001.

Year ended December 31

2003 2002 2001
NEt INtErESt INCOME.......ciiiiiieecie ettt $ 7,775,000 $ 8,106,000 $ 7,603,000
Provision for [0an 10SSES..........coeiiiiciniiciiecsee s (400,000) (1,270,000) (1,003,000)
NONINTEIEST INCOME.....viiiciieectie ettt 3,109,000 3,657,000 2,646,000
NONINEEIESE EXPENSE. .....ecviveieetereeeete ettt (7,668,000) (8,187,000) (7,198,000)
INCOME tAX EXPENSE ...ovviiviiiiieiieiire e (715,000) (663,000) (590,000)
NEL INCOME.......eiitiiiiiieiei et $ 2101000 $ 1,643,000 $ 1,458,000

Net income for 2002 was $1,643,000, which represented a $185,000 or 13% increase from 2001. The increase in net income was due
to increased net interest income and increased noninterest income, offset by a higher provision for loan losses and higher noninterest
expense. The increase in net interest income was primarily due to earning asset growth and a change in the Bank’s mix of interest
bearing deposits for 2002 compared to 2001. Also, the rates paid on deposits and other funding sources fell faster than the yields
earned on loans and securities. Higher customer service fees, insurance commissions, and gains from the sale of loans and securities
provided the growth in noninterest income in 2002. The higher provision for loan losses was primarily due to significant charge-offs
in 2002 and a higher level of nonperforming and substandard loans. Noninterest expense rose due to salaries and benefits for several
new employees, higher commissions paid to mortgage originators and insurance agents, higher occupancy expense and additional
legal fees in 2002 over 2001.

Dividends

Cash dividends of $1,059,000, or $0.68 per common share were declared in 2003, compared to $0.67 per common share in 2002. The
dividend yield on ChoiceOne’s common stock was 4.49% in 2003 compared to 4.78% in 2002. The cash dividend payout percentage
was 50% for 2003 compared to 63% for the prior year.

ChoiceOne’s Board of Directors declared a 5% stock dividend payable on common stock in April 2002. The dividend was paid in
May 2002 and earnings per share data for all periods presented have been adjusted for this stock dividend.

ChoiceOne’s principal source of funds to pay cash dividends is the earnings of the Bank. The availability of these earnings is
dependent upon the capital needs, regulatory constraints and other factors involving the Bank. Regulatory constraints include the
maintenance of minimum capital ratios and limits based on net income and retained earnings of the Bank for the past three years.
ChoiceOne expects to pay quarterly cash dividends in 2004 to shareholders based on the actual earnings of the Bank.
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Net Interest Income

As shown in Tables 1 and 2, tax equivalent net interest income decreased $328,000 in 2003 compared to 2002. This is primarily
because the Bank’s interest-earning assets have repriced downward faster than the Bank’s interest-bearing liabilities. The income
impact from a smaller loan portfolio was greater than the additional income from an increased security portfolio. A change in the
funding mix by growth in interest-bearing demand deposits has helped reduce interest expense, but not enough to offset the lower
interest income compared to 2002.

Table 1 — Average Balances and Tax-Equivalent Interest Rates

Year ended December 31

2003 2002 2001
Average Average Average
Balance Interest Rate Balance Interest Rate Balance Interest Rate
Assets
L0oans (1) (2) cevvevvereevrenierieiensesiene $165,224 $11,100 6.72% $174,135 $13,250 7.61% $172,018 $15,212 8.84%
Taxable securities (3) ....cccccoevrevrnene. 20,472 776  3.85 12,347 603 4.93 7,319 441 6.03
Tax exempt securities (1) (3)............ 10,693 689 6.79 9,525 653 7.15 8,640 635 7.35
Other....ocviviiereecceceeee e 700 8 114 295 3 1.02 1,651 70 4.24
Interest-earning assets ................... 197,089 12,573 6.41 196,302 14,509 7.41 189,628 16,358 8.63
Noninterest-earning assets (4) ........... 10,567 11,489 10,927
Total aSSetS ......veveeeeveeeeeeeee e $ 207,656 $207,791 $ 200,555
Liabilities and Shareholders’ Equity
Interest-bearing
demand deposits ........ccoceveriiieennne $ 42,239 591 1.40% $ 35422 625 1.76% $ 29,338 780 2.66%
Savings deposits ........covevererieirennne 9,081 56 0.62 8,441 73 0.86 7,954 90 1.13
Time deposits .....ccovvevreerereereeieans 81,594 2,600 3.19 81,466 3,361 4.13 84,280 4,981 5091
FHLB advances 28,416 1,206 4.24 36,489 1,942 5.32 39,189 2,495 6.37
Other. o 7,470 102 1.37 8,290 162 1.95 5,192 172 3.29
Interest-bearing liabilities............ 168,800 4555 2.70 170,108 6,163 3.62 165,953 8,518 5.13
Demand deposits ........ccoceeereeerenennns 17,027 16,262 14,424
Other noninterest-bearing
liabilities.......c.cccoevviiiiiieeciece 1,784 2,718 2,120
Shareholders’ equity.........ccccovervnne. 20,045 18,703 18,058
Total liabilities and
shareholders’ equity ..........c.cce.... $ 207,656 $ 207,791 $ 200,555
Net interest income
(tax-equivalent basis) —
interest spread..........ccocvcvvernieiennnnen 8,018 3.71% 8,346 3.79% 7,840 3.50%
Tax-equivalent adjustment (1).............. (243) (240) (237)
Net interest iNCOME.......cccevevevvecreeenenne. $ 7,775 $ 8,106 $ 7,603
Net interest income as a
percentage of earning assets
(tax-equivalent basis)........c.c.ccovreenns 4.07% 4.25% 4.13%

(1) Interest on nontaxable securities and loans has been adjusted to a fully tax-equivalent basis to facilitate comparison to
the taxable interest-earning assets. The adjustment uses an incremental tax rate of 34% for the years presented.

(2) Interest on loans included net origination fees charged on loans of approximately $369,000, $625,000, and $801,000,
in 2003, 2002, and 2001, respectively.

(3) The average balance includes the effect of unrealized gains or losses on securities, while the average rate was
computed on the average amortized cost of the securities.

(4) Noninterest-earning assets include loans on a nonaccrual status which averaged approximately $2,647,000,
$2,551,000, and $1,090,000, in 2003, 2002, and 2001, respectively.
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The average balance of loans decreased $8.9 million in 2003 compared to 2002. The lower rate environment greatly reduced the yield
earned on all new loans originated in 2003 and certain variable rate loans indexed to prime or the U.S. Treasury note. The lower
yields, in addition to a smaller loan portfolio, caused interest income to drop $2,150,000 in 2003 compared to 2002. The average
balance of investment securities grew $9.3 million in 2003, which was offset by lower earning yields thereby causing interest income
to increase $209,000 from 2002.

The average balance of deposits grew $8.4 million from 2002 to 2003 as interest-bearing demand deposits increased $6.8 million,
noninterest-bearing demand deposits increased $0.8 million, and savings deposits increased $0.6 million. This change is consistent
with management’s strategy of growing lower-cost transaction accounts. Time deposits remained fairly consistent from 2002 to 2003.
As illustrated in Table 2, the growth in demand and savings deposit accounts increased interest expense $131,000 in 2003; however,
lower rates paid on all types of deposit accounts caused interest expense to decrease $949,000 in 2003. An $8.1 million decrease in
average advances from the Federal Home Loan Bank coupled with significantly lower rates paid on new advances caused the Bank’s
interest expense to decrease $736,000 from 2002. Lower federal funds purchased and decreased rates paid on overnight borrowing
allowed interest expense from other interest bearing liabilities to drop $60,000 in 2003.

As shown in Table 1, tax-equivalent net interest spread slid 8 basis points down from 3.79% in 2002 to 3.71% in 2003. The rate
earned on interest-earning assets decreased 100 basis points from 7.41% in 2002 to 6.41% in 2003. The rate paid on interest-bearing
liabilities dropped 92 basis points from 3.62% in 2002 to 2.70% in 2003. In 2002, tax-equivalent net interest spread increased 29
basis points from 3.50% in 2001 to 3.79% in 2002. The rate earned on interest-earning assets fell 122 basis points from 8.63% in
2001 to 7.41% in 2002. The rate paid on interest-bearing liabilities tumbled 151 basis points from 5.13% in 2001 to 3.62% in 2002.

Table 2 — Changes in Tax-Equivalent Net Interest Income

Year ended December 31
2003 Over 2002 2002 Over 2001
Total Volume Rate Total Volume Rate
(Dollars in Thousands)

Increase (decrease) in interest income (1)

LOANS (2) .veveviveriiereresisieiesieee s $ (2,150) $ (653) $ (1,497) $(1,962) $ 190  $(2,152)
Taxable SeCUrities ........ccoevvveirneenrcens 173 198 (25) 162 197 (35)
Nontaxable securities (2) .....ccccvvrvrverrvriene 36 73 (37) 18 36 (18)
OthEI oo 5 4 1 (67) (57) (10)
Net change in tax-equivalent income........ (1,936) (378) (1,558)  (1,849) 366 (2,215)
Increase (decrease) in interest expense (1)

Interest-bearing transaction accounts........... (34) 125 (159) (155) 180 (335)
Savings dePOSItS.......covveivrerieiererise e an 6 (23) @an 6 (23)
TimMe dePOSItS..cvevveeireeierivieesie e (761) 6 (767)  (1,620) (182) (1,438)
Federal Home Loan Bank advances ............ (736) (448) (288) (553) 177) (376)
OFNer ... (60) 17 (43) (10) 119 (129)
Net change in interest expense.................. (1,608) (328) (1,280)  (2,355) (54) (2,301)

Net change in tax-equivalent
net interest iNCOME ........cccorvvveevrireennenn $ (328) $ 50 $ (279) $ 506 $ 420 $ 86

(1) The volume variance is computed as the change in volume (average balance) multiplied by the previous year’s
interest rate. The rate variance is computed as the change in interest rate multiplied by the previous year’s volume
(average balance). The change in interest due to both volume and rate has been allocated to the volume and rate
changes in proportion to the relationship of the absolute dollar amounts of the change in each.

(2) Interest on nontaxable securities and loans has been adjusted to a fully tax-equivalent basis using an incremental
tax rate of 34% for the years presented.

As illustrated in Table 2, tax equivalent net interest income increased $506,000 in 2002 compared to 2001. This is partly because the
Bank’s interest-bearing liabilities repriced downward faster than the Bank’s interest-earning assets. The Bank experienced moderate
growth in both its security and loan portfolios which helped boost interest margin over 2001. Increased demand and savings deposits

28



MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS
ChoiceOne Financial Services, Inc.

and federal funds purchased offset balance decreases in time deposits and advances from the FHLB during 2002.

Management anticipates that net interest income in 2004 will depend on the Bank’s ability to match asset growth with the right mix of
deposits and short and long term borrowings. Payoffs of existing loans and securities in 2004 will hurt interest income as new loans
originated and new securities purchased more than likely will be at lower rates than existing assets. Deposit rates will be dictated by
local market conditions and management will be aggressively pursuing growth of its core deposits in 2004 to maintain a low cost of
funds.  Brokered time deposits and advances from the FHLB may be used if core deposit growth is insufficient to fund the
Company’s asset growth.

Allowance and Provision For Loan Losses

Information regarding the allowance and provision for loan losses can be found in Table 3 and in Note 5 to the Consolidated Financial
Statements. As indicated in Table 3, the provision for loan losses was $870,000 lower in 2003 than in 2002. Management reduced
the provision as a result of the lower levels of nonaccrual, substandard and delinquent loans during 2003. In addition, increased
recoveries received in 2003 allowed management to scale back its provision during the year.

As shown in Table 3, consumer loan net charge-offs decreased $499,000 in 2003 versus 2002, mortgage loan net charge-offs
increased $51,000 in 2003, and commercial loan net charge-offs increased $13,000 from 2002. Commercial loan charge-offs in 2003
included three significant substandard loan charge-offs totaling $372,000 that were charged off due to insolvency of the borrowers.
These loans were 66% reserved at the end of 2002. Mortgage loan charge-offs included some subprime mortgages that held
insufficient collateral at the time of foreclosure. Management no longer originates these types of credits. A change in the Bank’s
collection personnel and process precipitated the highest total recoveries in the past five years. The ratio of net charge-offs as a
percentage of loans decreased significantly from 0.62% in 2002 to 0.39% in 2003 and the allowance as a percentage of total loans is
lower (1.21%) at the end of 2003, compared to the end of 2002 (1.26%) reflecting the improved credit quality within the loan
portfolio.

Table 3 — Provision and Allowance For Loan Losses

2003 2002 2001 2000 1999
Provision for [0an [0SSes..........ccccvveeeeeivieicveeenen. $ 400,000 $ 1,270,000 $ 1,003,000 1,075,000 625,000
Net charge-offs:
Commercial [0anS..........occevvvevievi i, $ 454,000 $ 441,000 $ 554,000 282,000 260,000
Real estate MOrtgages ........ccoovvevvereenerinennns 51,000 — 188,000 100,000 —
ConsSUMEr 10aNS ......cceveireeieeceece e 132,000 631,000 349,000 499,000 309,000
TOtal oo $ 637,000 $ 1,072,000 $ 1,091,000 881,000 569,000
Allowance for loan losses at year end ................ $ 1,974,000 $ 2,211,000 $ 2,013,000 $ 2,101,000 $ 1,907,000
Allowance for loan losses as a percentage of:
Total loans as of year end.........ccccoovvveiriennn. 1.21% 1.26% 1.21% 1.20% 1.14%
Nonaccrual loans, accrual loans past due 90
days or more and troubled debt
FESTIUCEUNINGS .ot 99% 80% 88% 75% 93%
Ratio of net charge-offs to average total loans
outstanding during the year ...........cc.ccoeevrenen. 0.39% 0.62% 0.63% 0.51% 0.38%
Loan recoveries as a percentage of prior year’s
Charge-offs......ccooviiii e 27% 14% 19% 16% 15%

Based on the current state of the economy and a recent review of the loan portfolio, management believes that the allowance for loan
losses as of December 31, 2003, is adequate to absorb probable losses. As charge-offs, changes in the level of nonperforming loans,
and changes within the composition of the loan portfolio occur, the provision and allowance for loan losses will be reviewed by the
Bank's management and adjusted as necessary.

Noninterest Income
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Total noninterest income decreased $548,000 or 15% in 2003, compared to a $1,011,000 or 38% increase in 2002. Insurance and
investment commissions decreased due to the sale of the Grand Rapids division of the Insurance Agency in January 2003. Gains
received from the sale of loans decreased somewhat in 2003 due to the slowdown in mortgage refinancing during the third and fourth
quarters of the year. In 2003, the Mortgage Company sold $37 million of loans to the secondary market versus $41 million during
2002. Servicing fee income is reported net of servicing right amortization expense and resulted in a negative $4,000 for 2003 due to
borrowers paying off their serviced mortgages faster than management’s estimate of loan servicing term. Other noninterest income
was higher in 2003 due to a record amount of contingency income realized from the Insurance Agency and a substantial recovery of
legal fees from our insurance carrier.

Management anticipates that noninterest income may decline in 2004 due to reduced mortgage refinancing activity, which may be
offset by growth in insurance and investment commissions and loan servicing fees.

Noninterest Expense

Total noninterest expense decreased $519,000 or 6% in 2003 versus 2002, compared to a $989,000 or 14% increase in 2002 over
2001. Salaries and benefits decreased slightly due to the loss of personnel from the Grand Rapids division of the Insurance Agency
and fewer commissions paid to mortgage producers and insurance producers. Higher incentive bonuses and increased employee
health insurance cost offset the reduced salaries in 2003. Occupancy expense was significantly lower in 2003, as the Bank closed its
Plainfield branch office and Sparta Great Day Office in September 2002 and September 2003, respectively. Management declined to
renew its lease agreements at both offices due to insufficient growth in deposits. Professional services decreased slightly over the
prior year as 2002 had higher legal fees resulting from litigation with two former employees of the Insurance Agency. The $156,000
of prepayment penalties incurred on the early payoff of $3 million of high-rate advances from the Federal Home Loan Bank was done
to reduce the Bank’s cost of funds in 2004 and 2005. Other noninterest expense was lower in 2003 due to fewer bad check charge-
offs by the Bank and lower amortization expense for the Insurance Agency’s book of business.

Management anticipates that noninterest expense in 2004 will be consistent with that of 2003 and depend on the management of
existing personnel, buildings, and key data processing systems.

FINANCIAL CONDITION

Securities

The security portfolio increased approximately $16.7 million or 78% from December 31, 2002 to December 31, 2003. A mix of
almost $23 million in government agency, municipal, mortgage-backed, and corporate securities were purchased to maintain asset
size of the Bank and provide liquidity for future loan growth. Approximately $1.8 million in agency and municipal bonds were called
or matured and $2.1 million of agency and corporate bonds were sold during 2003. The Bank’s Investment Committee continues to
monitor the portfolio and purchase securities when deemed prudent. Certain securities are also sold under agreements to repurchase
and management plans to continue this practice as a low-cost source of funding. Securities also serve as a source of liquidity for
deposit needs.

Loans

The loan portfolio (excluding loans held for sale) decreased approximately $10.7 million or 6% from December 31, 2002 to
December 31, 2003. Commercial loans dropped $5.6 million due to reduced demand from local businesses and payoffs of certain
substandard loans. Consumer loans decreased $4.9 million since year-end 2002 due to the Bank’s decreased emphasis on indirect
lending and customers consolidating personal or home equity debt with the refinancing of their mortgages.  Residential mortgage
loans remained fairly consistent since year-end 2002. A record volume of $76 million of residential mortgage loans were closed by
the Mortgage Company and over $34 million was sold to investors in the secondary market. A majority of this record volume was
refinanced mortgage loans caused by a record low interest rate environment.

Information regarding impaired loans can be found in Note 5 to the Consolidated Financial Statements included in this report. In
addition to its review of the loan portfolio for impaired loans, management also monitors various nonperforming loans.
Nonperforming loans are comprised of: (1) loans accounted for on a nonaccrual basis; (2) loans, not included in nonaccrual loans,
which are contractually past due 90 days or more as to interest or principal payments; and (3) loans, not included in nonaccrual or past
due 90 days or more, which are considered troubled debt restructurings.
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The balances of these nonperforming loans as of December 31 were as follows:

2003 2002

Loans accounted for on a nonaccrual basis $ 1,914,000 $ 2,522,000
Loans contractually past due 90 days

or more as to principal or interest payments 39,000 210,000

Loans considered troubled debt restructurings 47,000 48,000

Total $ 2,000,000 $ 2,780,000

At December 31, 2003, nonaccrual loans included $1.3 million in commercial loans, $380,000 in residential mortgages, and $224,000
in consumer loans. At December 31, 2002, nonaccrual loans included $1.0 million in commercial loans, $1.1 million in residential
mortgages, and $400,000 in consumer loans. Management also maintains a list of loans that are not classified as nonperforming loans
but where some concern exists as to the borrowers’ abilities to comply with the original loan terms. The total balance of these loans
was $8,841,000 as of December 31, 2003 compared to $6,987,000 as of December 31, 2002. A slow economy in addition to a more
aggressive problem loan identification system increased the number of problem loans at the end of 2003. Management is attempting
to work out these problem loans.

Management anticipates that demand for mortgage and consumer loans will pick up slightly in 2004 due to increased marketing
efforts advocating new products. Management believes commercial loan demand will increase in 2004 due to favorable national
economic data and growth within ChoiceOne’s local market.

Deposits and Other Funding Sources

Total deposits decreased $6.5 million or 4% since the end of 2002. The decrease was primarily due to $9.2 million in maturing local
time deposits and $8.1 million in brokered time deposits. Growth of $10.2 million in noninterest-bearing checking, interest-bearing
checking, and money market accounts and $0.6 million in savings accounts offset the loss of time deposits. This change in the
deposit mix is consistent with management’s strategy of increasing low-cost transaction accounts. Minimal deposit losses were
experienced from the closure of the Bank’s Sparta Great Day office during 2003.

The Bank was purchasing federal funds at the end of 2003, in contrast to selling federal funds at the end of 2002. Securities sold
under agreements to repurchase decreased $0.6 million since 2002. Advances from the Federal Home Loan Bank (“FHLB”)
increased by approximately $1 million in 2003. Of these advances, 82% have fixed rates with maturities ranging from January 2004
to December 2006, and 18% of these advances carry a floating rate. Specific residential real estate mortgages were pledged as
collateral for these advances at the end of 2003.

Bank management continues to emphasize growth of local deposits through its noninterest-bearing and interest-bearing checking
accounts for both commercial and retail customers. If local deposit growth is insufficient to support loan growth and other operating
needs in 2004, management anticipates that it will continue to use federal funds, advances from the FHLB, and brokered time deposits
to supplement its core deposits.

Shareholders’ Equity

Total shareholders' equity increased $1.2 million or 6% since the end of 2002. Equity growth resulted from retained earnings and
proceeds from the sale of ChoiceOne’s stock, offset by cash dividends paid to shareholders, shares repurchased, and a drop in
accumulated other comprehensive income. The net dollar difference between the issuance and repurchase of common stock was
$188,000 in 2003 compared to $125,000 in 2002. ChoiceOne repurchased 1,446 shares of its common stock in 2003 compared to
3,546 shares in 2002. ChoiceOne’s management anticipates that it may continue to repurchase shares of its common stock in 2004
and retire them.

Note 21 to the Consolidated Financial Statements presents regulatory capital information as of the end of 2003 and 2002.
ChoiceOne’s capital ratios increased slightly from December 31, 2002 to December 31, 2003. If opportunities for prudent asset
growth present themselves in 2004, ChoiceOne’s management may grow assets to a greater extent than shareholders’ equity. This
may cause capital to decrease as a percentage of assets. However, ChoiceOne’s management and its Board of Directors do not desire
to decrease capital below those levels necessary to be considered “well capitalized.”
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Table 4 — Contractual Obligations

The following table discloses information regarding the maturity of ChoiceOne’s contractual obligations:
Payment Due By Period

Less

than 1-3 3-5 Over
Total 1 year Years Years 5 Years
Federal funds purchased...........ccoceveveveveveveveveveeererenns, $ 7882 $ 7882 $ — 3 — 3 —
Repurchase agreements .........ococvereineneicnensienienn, 5,305 5,305 — — —
Advances from Federal Home Loan Bank ................. 33,750 17,250 16,500 — —
Operating [8aSeS........cccoveireririrece e, 44 30 14 — —
TOtAl oo $ 46981 $ 30467 $ 16514 $ — % —

Liquidity and Interest Rate Risk

ChoiceOne's primary market risk exposure occurs in the form of interest rate risk. Liquidity risk also can have an impact but to a
lesser extent. ChoiceOne's business is transacted in U.S. dollars with no foreign exchange risk exposure. Agricultural loans comprise
a small portion of ChoiceOne's total assets. Management believes that ChoiceOne's exposure to changes in commodity prices is
insignificant.

Liquidity risk deals with ChoiceOne's ability to meet its cash flow requirements. These requirements include depositors desiring to
withdraw funds and borrowers seeking credit. Relatively short-term liquid funds exist in the form of lines of credit to purchase
federal funds at five of the Bank’s correspondent banks. As of December 31, 2003, the amount of federal funds available for
purchase from the Bank's correspondent banks totaled $21.5 million. ChoiceOne purchased $7,882,000 of federal funds at the end of
2003. The Bank also has a line of credit with the Federal Reserve Bank of Chicago for $64.6 million secured by ChoiceOne’s
commercial loans, which is designed to be used for nonrecurring short-term liquidity needs. Longer-term liquidity needs may be met
through local deposit growth, maturities of securities, normal loan repayments, advances from the Federal Home Loan Bank, brokered
time deposits, and income retention. Approximately $1.7 million of borrowing capacity was available from the Federal Home Loan
Bank based on the Mortgage Company’s residential mortgages pledged as collateral at year-end 2003. The acquisition of brokered
time deposits is not limited as long as the Bank’s capital to assets percentage is considered to be “well capitalized.”

Interest rate risk is related to liquidity because each is affected by maturing assets and sources of funds. ChoiceOne’s Asset/Liability
Management Committee (the "ALCQO") attempts to stabilize the interest rate spread and avoid possible adverse effects when unusual
or rapid changes in interest rates occur. The ALCO uses a simulation model to measure its interest rate risk. The model incorporates
changes in interest rates on rate-sensitive assets and liabilities. The degree of rate sensitivity is affected by prepayment assumptions
that exist in the assets and liabilities. One method the ALCO uses of measuring interest rate sensitivity is the ratio of rate-sensitive
assets to rate-sensitive liabilities. An asset or liability is considered to be rate-sensitive if it matures or otherwise reprices within a
given time frame.
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Table 5 documents the maturity or repricing schedule for ChoiceOne’s rate-sensitive assets and liabilities for selected time periods.
Table 5 — Maturities and Repricing Schedule

December 31, 2003

0-3 3-12 1-5 Over
Months Months Years 5 Years Total
Assets
LOANS ..veiiteeitee ettt $ 67,161 $ 29,356 $ 60682 $ 5933 $163,132
Taxable SECUNILIES ....c..ccviiiiiie et 1,159 3,802 18,549 1,267 24,777
Tax eXempPt SECUNLIES ....vvvvveieierere e — 961 3,567 8,844 13,372
Rate-SenSitive asSetS ......cocvveieeieiiie i 68,320 34,119 82,798 16,044 201,281
Liabilities
Interest-bearing demand depositS.........c.covvreririrennne, 47,189 — — — 47,189
SaVINGS AEPOSITES ....oveveieieerieiesie e 9,187 — — — 9,187
TimMe dEPOSITS.....cvcviiviricrivicece e 14,705 29,680 28,214 — 72,599
Federal Home Loan Bank advances............cccceeevvveennne 10,250 7,000 16,500 — 33,750
Federal funds purchased ...........ccoeeviriniinieneinenee 7,882 — — — 7,882
Repurchase agreements ..........ccccovevieneneniencnecnenns 5,305 — — — 5,305
Rate-sensitive liabilities........c..coooveveiiiiiiecci e, 94,518 36,680 44,714 — 175,912
Rate-sensitive assets less rate-sensitive liabilities:
Asset (liability) gap for the period.......cccccevvvrvrrnanen. $ (26,198 $ (2,561) $ 38,084 $ 16,044 $ 25,369
Cumulative asset (liability) gap.....ccccoorrrerrrrinenens $ (26,198) $ (28,759) $ 9325 $ 25,369

One method the ALCO uses to measure interest rate sensitivity is the one-year repricing gap. ChoiceOne’s ratio of rate-sensitive
assets to rate-sensitive liabilities that matured or repriced within a one-year time frame was 78% at December 31, 2003, compared to
77% at December 31, 2002. It is the ALCQO’s goal to have this ratio range between 80% and 120%. The above table places the entire
balance of interest-bearing demand deposits, savings deposits, and repurchase agreements in the shortest repricing term. Although
these three categories have the ability to reprice immediately, management has some control over the actual timing or extent of the
changes in interest rates on these deposits. The ALCO plans to continue to monitor the ratio of rate-sensitive assets to rate-sensitive
liabilities on a monthly basis in 2004. As interest rates change during 2004, the ALCO will attempt to match its maturing assets with
corresponding liabilities to maximize ChoiceOne’s net interest income.

Another method the ALCO uses to monitor its interest rate sensitivity is to subject rate-sensitive assets and liabilities to interest rate
shocks. At year-end 2003, management used a simulation model to subject its assets and liabilities to an immediate 300 basis point
increase and an immediate 100 basis point decrease in interest rates. The maturities of loans and mortgage-backed securities were
affected by certain prepayment assumptions. Maturities for interest-bearing core deposits were based on an estimate of the period
over which they would be outstanding. The maturities of advances from the Federal Home Loan Bank were based on their
contractual maturity dates. In the case of variable rate assets and liabilities, repricing dates were used to determine their values. The
simulation model measures the effect of the interest rate shock on both net income and shareholders' equity. ChoiceOne’s Interest
Rate Risk Policy states that the changes in interest rates cannot cause net income to decrease more than 12.5% and cannot cause the
value of shareholders’ equity to decrease more than 15%. A hypothetical interest rate shock as of December 31, 2003, would have
caused net income to increase 3% if rates increased 300 basis points and to decrease 8% if rates decreased 100 basis points. Both
changes were within policy limits. The market value of shareholders’ equity would decrease 18% if rates rose 300 basis points and
would increase 7% if rates fell 100 basis points. The impact of the rate shock for rates rising 300 basis points slightly exceeds the
policy limit; however, management believes that the likelihood of an immediate 300 basis point increase in interest rates is remote.
The ALCO plans to continue to monitor the effect of changes in interest rates on both net income and shareholders’ equity and will
make changes in asset and liability maturities as it believes necessary.
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