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(dollars in thousands, except per share amounts) 2009 2008
Financial position at December 31,

Total assets $ 905,561 $ 996,089
Loans receivable, net 614,371 741,879
Total deposits 555,444 624,606
Total shareholders’ equity 56,541 83,960
Book value per share 4.21 6.24
Operations for the year ended December 31,

Net interest income $ 21,783 $ 23,250
Provision for loan losses 24,873 13,948
Net interest income (loss) after provision for loan losses (3,090) 9,302
Non-interest income 4,165 10,949
Non-interest expense 24,300 26,329
Loss before income taxes (23,225) (6,078)
[ncome tax expense (benefit) 6,110 (3,233)
Net loss $ (29,335) $ (2,845)
Net loss per basic and diluted share $ (2.24) $ (0.22)
Total Assets (in millions) Stockholders’ Equity (in millions)

2009 $905.6 2009 $ 565
2008 $996.1 2008 $84.0
2007 $931.0 2007 $89.8
2006 $843.1 2006 $91.1
2005 $744.1 2005 $929
Loans Receivable, Net (in millions) Net Interest Income (in millions)

2009 $614.4 2009 $21.8
2008 $741.9 2008 $23.3
2007 $703.5 2007 $22.4
2006 $639.5 2006 $21.7
2005 $580.4 2005 $20.1
Total Deposits (in millions) Net Income (Loss) (in millions)
2009 $555.4 2009 $(29.3)
2008 $624.6 2008 $ (2.8)
2007 $582.7 2007 $ 1.1
2006 $573.1 2006 $ 5.1
2005 $516.3 2005 $ 50



To our Stockhoide’rs,,Depositors and Friends

For well more than a year, everyone has been talking about the

recession. It has garnered headlines on a daily basis, and its impact on
businesses large and small — as well as individuals and families across the
country — is now known painfully too well. This dof urn has resulted in
' SignifiCa'nt ﬂnancya ",{rdsh:ps for most, cncludmg reduced revenues and
income and, unfortunately, a tenaciously high jobless, rate. Most barks,

| would venture, have been hard hit by the decline in i’eal estate prices,
resultmgm lower collateral values and increased credit losses across our
industry. This has been especially true in Florida, one of the states in

which ‘c’he real estate downturn has been'm’ore p’ronounced.' .

~ Last year as 2008 came to an end we antlcxpated 2 09 would present .
~even more challenglng conditions as the recession’s impact widened |
” ,and nppled though the economy. Now in hmdyght we all knovv these

to nde out the coming storm and position the Company for the grovvth :
that typicaHy follows,a downtum First and foremost we recognlzed the

in motion plans to- preserve and protect our capttal Fhese s’ceps ;ncluded
continued cost reduc’uons on top of those achieved in 2008; a significant




recognized the
maintaining
capital position.

concession by directors and officers that released the Company from
liabilities for vested benefits under certain retirement plans; ongoing
strategic shrinkage of our balance sheet; the suspension of our cash
dividend:; and the sale of a branch office.

Because of the measures taken in 2009, we ended the year in a strong
position. Our bank’s Total Risk-based Capital Ratio, one of the chief
measures of capital strength used by our regulators, stood at 11.4%

at December 31, 2009, virtually unchanged from 11.6% a year ago and
well ahead of the required minimum of 10% needed to be considered a
well-capitalized institution. In addition, stockholders’ equity and tangible
stockholders’ equity each represented 6.2% of total assets at that date.

Make no mistake, despite our ability to strengthen capital in 2009, the
past year was most difficult from an income statement point of view

as the constant stress of a struggling economy on our assets led to a
significant loss. Our loan loss provision reached $24.9 million for the
year, up from $13.9 million for 2008. Non-interest income was reduced
by impairment charges on investment securities and a loss on the

sale of non-performing loans, as well as the non-recurrence of certain
life insurance proceeds received in 2008. Also, the Company’s lower
prevailing stock price in 2009 triggered a goodwill write-off, and the
continuation of losses throughout the year required us to establish a full
valuation allowance for our deferred tax asset. Together, the impact of










’ represents a network of community financial institutions around the
country, has created a national brand at the product level, ba kmg it

; ,Wltl’l strong resources like mar‘kur esearch product development and
advertlsrng support. As such, it enables us to compete with large natlonal
banks by marrying product capabilities with a personal touch, which
distinguishes the commumty banking model. We expect this new thrust
erl provxde our customers the best of both worlds

There is no denylng the fact that, like most banl(s we clearly expenenced
c ur loan portfolio in

|ate 2008 and into. 2009 as the recession increasing y weighed on the

economy. Antlc:pa’cmg the challenglng enwronment that 2009 would

bring, we recognlze/ — first and foremost — that we had to preserve

capital, and this was one of the Company’s key ach;?’ ements for the

year. We also were pleased to see continued and meanmgful progress

in the second half of 2009 to reduce non- -performing assets followrng the

- _midyear crest, and we have seen ongomg xmprovements in other l<ey

areas of our business that bega‘, Juring the third quarter. We kn W hxs
progress is only nominal at this po in "contmuat;on will mos y
gradual in the near term and will remaln greatly dependent on funther
strengthening in the economy and increased stability in real estate values.
-~ Until that occurs, we no doubt will have to contend w:th ongoing loan
problems, though /expected to be as severe as we w:tnessed in 2009.




So we remain cautiously optimistic about the positive trends seen over the
past few months and feel it is appropriate to begin looking ahead with a
shift in how we allocate our assets in terms of potential and risk. :

In 2009, Atlantic Coast Bank celebrated its 70th anniversary, reflecting a
continued resiliency despite the various economic downturns that have
occurred over that time. Now, with more cost-effeotive and efficient
internal operat:ons that have been streamlined over the past two years —
and with a stronger balance sheet and a solid capltal position — we
believe the Company remains well posmoned to take advantage of
growth opportumt:es in our area as

conditions improve. '

Thank you for yiourjicontinued
support and loyalty to Atlantic

Coast Federal Corporation.

Sincerely,’,

’ \M T £/\/M m j\/

Robert J. Lanson . .
President and C ef Executvve Ofﬂcer, .
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PART1
Item 1 Business
General

This Form 10-K contains forward-looking statements which are statements that are not historical or
current facts. When used in this filing and in future filings by Atlantic Coast Federal Corporation with the
Securities and Exchange Commission, in Atlantic Coast Federal Corporation’s press releases or other public
or shareholder communications, or in oral statements made with the approval of an authorized executive
officer, the words or phrases, “anticipate,” “would be,” “will allow,” “intends to,” “will likely result,” “are
expected to,” will continue,” “is anticipated,” “estimated,” “projected,” or similar expressions are intended
to identify, “forward looking statements.” Such statements are subject to risks and uncertainties, including
but not limited to changes in economic conditions in Atlantic Coast Federal Corporation’s market area,
changes in policies by regulatory agencies, fluctuations in interest rates, demand for loans in Atlantic Coast
Federal Corporation’s market area, the availability of liquidity from deposits or borrowings to execute on
loan and investing opportunities, changes in the position of banking regulators on the adequacy of the
allowance for loan losses, and competition, all or some of which could cause actual results to differ
materially from historical earnings and those presently anticipated or projected.

i 7o,

Atlantic Coast Federal Corporation wishes to caution readers not to place undue reliance on any such
Jorward-looking statements, which speak only as of the date made, and advise readers that various factors,
including regional and national economic conditions, substantial changes in levels of market interest rates,
credit and other risks of lending and investing activities, and competitive and regulatory factors, could affect
Atlantic Coast Federal Corporation’s financial performance and could cause Atlantic Coast Federal
Corporation’s actual results for future periods to differ materially from those anticipated or projected.

Atlantic Coast Federal Corporation does not undertake, and specifically disclaims any obligation,
to update any forward-looking statements to reflect occurrences or unanticipated events or circumstances
after the date of such statements.

Atlantic Coast Federal Corporation Atlantic Coast Federal Corporation (or the “Stock
Company”) is a federally chartered stock holding company and is subject to regulation by the
Office of Thrift Supervision (“OTS”). The Stock Company was organized on January 1, 2003 as
part of a three-tier mutual holding company reorganization plan adopted on May 30, 2002, for
the purpose of acquiring all of the capital stock issued upon reorganization of Atlantic Coast
Bank (or the “Bank”), formerly known as Atlantic Coast Federal, a federally chartered stock
savings association, together referred to as the “Company”. Since the primary activity to date
of the Stock Company is holding all of the stock of Atlantic Coast Bank, the terms “Bank” and
“Company” may be used interchangeably throughout this Form 10-K.

On October 4, 2004, Atlantic Coast Federal Corporation completed a minority stock
offering in which it sold 5,819,000 shares or 40% of its common stock to eligible depositors and
the Bank’s Employee Stock Ownership Plan (“ESOP”), with 60% of the 14,547,500 shares
outstanding being retained by Atlantic Coast Federal, MHC (the “MHC"), the Stock Company’s
mutual holding company.



During the years from 2005-2009, the Stock Company has conducted common stock
repurchase programs resulting in the repurchase of 1,375,260 shares or 9.3% of the total
outstanding shares of common stock. At December 31, 2009, the MHC owned 65.0%, or
8,728,500 shares, of the outstanding common stock of the Stock Company, with the remaining
35.0%, or 4,709,709 shares held by persons other than the MHC. The Stock Company holds 100%
of Atlantic Coast Bank's outstanding common stock.

During early 2007 the Stock Company considered conducting a Second-Step Conversion
under a Plan of Conversion and Reorganization. This Plan was terminated on December 12,
2007 due to a weak market for financial institution securities. There can be no assurance when,
if ever, the Company will complete a Second-Step Conversion. See “ Atlantic Coast Federal
Corporation - Conversion of Atlantic Coast Federal, MHC to Stock Form.”

The Stock Company has not engaged in any significant business to date. Its primary
activity is holding all of the stock of Atlantic Coast Bank. In the future Atlantic Coast Federal
Corporation may pursue other business activities, including mergers and acquisitions,
investment alternatives and diversification of operations. There are, however, no current
agreements in place for these activities. Atlantic Coast Federal Corporation does not maintain
offices separate from those of Atlantic Coast Bank or utilize persons other than certain of
Atlantic Coast Bank’s officers. Any officer that serves as a director of Atlantic Coast Federal
Corporation is not separately compensated for his service.

Atlantic Coast Bank Atlantic Coast Bank was originally established in 1939 as a credit union
to serve the employees of the Atlantic Coast Line Railroad. At the time of the conversion from a
federal credit union to a federal mutual savings association the Bank’s field of membership
consisted of about 125 various employee groups, residents of Atkinson, Bacon, Brantley, Charlton,
Clinch, Coffee, Pierce and Ware counties in Georgia, and employees of CSX Transportation Inc.
(“CSX”), which is headquartered in Jacksonville, Florida. However, as a credit union, the Bank was
legally restricted to serve only individuals who shared a “common bond” such as a common
employer.

On November 1, 2000, after receiving the necessary regulatory and membership approvals,
Atlantic Coast Federal Credit Union converted to a federal mutual savings association known as
Atlantic Coast Bank that serves the general public. The conversion has allowed the Bank to
diversify its customer base by marketing products and services to individuals and businesses in its
market area. Unlike a credit union, the Bank may make loans to customers who do not have a
deposit relationship with the Bank. Following the conversion management of the Bank began to
emphasize residential mortgage lending and commercial real estate loans and to reduce automobile
and consumer lending activities which had become unattractive lines of business due to increased
delinquencies, charge-offs and competitive pressures from financing programs offered by the
automobile manufacturers. See “-Lending Activities.”



The Bank’s principal business consists of attracting retail deposits from the general
public and investing those funds primarily in permanent loans secured by first mortgages on
owner-occupied, one- to four-family residences, home equity loans, commercial real estate loans
and, to a lesser extent, automobile and other consumer loans. The Bank also originates multi-
family residential loans, commercial business loans and commercial construction and
residential construction loans. Loans are obtained principally through retail staff, brokers and
wholesale purchases. We also invest in investment securities, primarily those issued by U.S.
government-sponsored agencies and entities, including Fannie Mae, Freddie Mac and Ginnie
Mae.

Revenues are derived principally from interest on loans and other interest earning
assets, such as investment securities. To a lesser extent, revenue is generated from service
charges and other income.

The Bank offers a variety of deposit accounts having a wide range of interest rates and terms,
which generally include savings accounts, money market accounts, demand deposit accounts and
time deposit accounts with varied terms ranging from 90 days to five years. Deposits are primarily
solicited in the Bank’s market area of southeastern Georgia and the Jacksonville metropolitan area
when necessary to fund loan demand. The Company also acquires brokered deposits from time to
time to meet its funding needs.

The Bank’s address is 505 Haines Avenue, Waycross, Georgia, 31501 and its telephone
number is (800) 342-2824. Its internet website is www.AtlanticCoastBank.net. The Bank’s website is
not a part of this Annual Report.

Market Area

We intend to continue to be a community-oriented financial institution offering a variety
of financial services to meet the needs of the communities we serve. We are headquartered in
Waycross, Georgia, with branches located in Waycross, Douglas and Garden City, Georgia, as
well as the Jacksonville metropolitan area: Jacksonville Beach, Orange Park, Neptune Beach,
Westside, Southside and Julington Creek. Waycross is located in Ware County, Georgia and the
dominant employer is CSX Transportation, Inc., which operates a major railroad facility there.
Other major employers include the Satilla Regional Medical Center and the Ware County Board
of Education. The market area of southeastern Georgia is marked by limited growth trends and
has a largely agricultural-based economy. Based on the latest FDIC deposit share data, Atlantic
Coast Bank’s approximate deposit market share in Chatham, Coffee and Ware Counties,
Georgia was 4.08% and in Clay, Duval and St. Johns Counties, Florida was just under 1%. The
Jacksonville metropolitan area is a diverse business market that has experienced a nearly 10%
population growth over the last 10 years. The area is benefiting from growth in transportation
and military activities; the Jacksonville Port is the third largest in Florida and is being deepened
to accommodate substantial planned growth and the nearby naval base is expanding to house
nuclear submarines. In addition Jacksonville is regularly a host city for major sporting events
such as the Tournament Players Championship (TPC), the Super Bowl in 2005, and a NCAA
basketball tournament site in 2006 and 2010. Major employers in the Jacksonville metropolitan
area include two United States Naval Air Stations, the Duval County Public School System and



the City of Jacksonville. To a lesser extent than some communities in South Florida,
Jacksonville’s economy has, over the last 10-15 years, become increasingly dependent on real
estate and real estate related business activities. Consequently, the current recession which
began from a downturn in the real estate industry has significantly affected the local economy.
This most notably shows up in the following real estate related economic factors in the
Northeast Florida market:

¢ Unemployment was 11.5% as of December 31, 2009, up from 7.6% at the end of
2008 and nearly triple the rate at the end of 2006.

* Decreases in median sales prices of homes in December 2009 declined 18.0%
from December 2008 and over 44% of the sales were lender-mediated
transactions.

e Significant declines in new housing starts.

¢ Jacksonville ranked as the 26th highest metropolitan area nationally for
foreclosures in 2009; at the end of 2009 10.3% of all mortgages in the market were
delinquent over 60 days or more as compared to 2.2% at the end of 2006.

Competition

The Bank faces strong competition in attracting deposits and originating real estate and other
loans. Historically, most of our direct competition for deposits has come from credit unions,
community banks, large commercial banks and thrift institutions within our primary market
areas. In recent years, competition also has come from institutions that largely deliver their
services over the internet. Electronic banking such as this has the competitive advantage of
lower infrastructure costs. Particularly during times of extremely low or extremely high
interest rates, we have faced significant competition for investors’ funds from short-term money
market securities and other corporate and government securities. During periods of increasing
volatility in interest rates, competition for interest-bearing deposits increases as customers,
particularly time-deposit customers, tend to move their accounts between competing businesses
to obtain the highest rates in the market. The Bank competes for these deposits by offering
superior service, competitive rates and a unique ATM arrangement that gives the Bank’s customers
use of all competitor ATMs at a discounted or no fee charge. As of December 31, 2009, management
believes that the Bank held approximately 1.43% of the deposits in its primary market areas of
southeast Georgia and northeast Florida.

Competition within our geographic markets also affects our ability to obtain loans
through origination or purchase as well as originating them at rates that provide an attractive
yield. Competition for loans comes principally from mortgage bankers, commercial banks,
other thrift institutions, nationally based homebuilders and credit unions. Internet based
lenders also have become a greater competitive factor in recent years. Such competition for the
origination and purchase of loans may limit future growth and earnings prospects.

Atlantic Coast Bank completed an update of its website in late 2008 and added the ability for
customers to open accounts online. This new feature, coupled with the implementation of online
advertising, should increase the Bank’s competitiveness in the electronic banking arena over time.



Lending Activities

General We originate for portfolio one- to four-family residential first and second
mortgage loans, home-equity loans and commercial real estate loans, and to a lesser extent
commercial and residential construction loans, land and multi-family real estate loans,
commercial business loans, automobile and other consumer loans. We have not and currently
do not originate or purchase sub-prime loans or offer teaser rate (very low, temporary
introductory rate) loans. Additionally, we underwrite all loans on a fully indexed, fully
amortizing basis. Loans carry either a fixed or adjustable rate of interest. Mortgage loans
generally have a longer-term amortization, with maturities generally up to 30 years, with
principal and interest due each month. Consumer loans are generally shorter in term and
amortize monthly or have interest payable monthly. At December 31, 2009, the net loan
portfolio totaled $614.4 million, which constituted 67.8% of total assets. Commercial real estate,
commercial business, multi-family and nonresidential construction loans are generally larger
loan balances and involve a greater degree of credit risk than one- to four-family residential
mortgage loans. For a description of the primary risks associated with our non-residential loan
portfolio, please see “Risk Factors—The Loan Portfolio Possesses Increased Risk Due To Our
Growing Number of Commercial Real Estate, Commercial Business, Construction and Multi-
family loans and Consumer Loans Which Could Increase Our Level Of Provision For Loan
Losses.”

At December 31, 2009, the maximum amount we could have loaned to any one borrower
and related entities under applicable regulations was approximately $9.6 million. At December
31, 2009, we had no loans or group of loans to related borrowers with outstanding balances in
excess of this amount. Our largest lending relationship was a $7.6 million comprised of two
loans secured by owner occupied commercial real estate and a line of credit secured by
inventory and accounts receivable. Our second largest relationship was comprised of two loans
totaling $6.4 million secured by owner occupied commercial real estate. Our third largest
relationship was a $6.1 million loan and is secured by land for development of residential real
estate and a marina. Our fourth largest relationship was a $5.0 million loan participation
secured by a condominium / hotel project located near Disney World in Orlando, which was
non-performing at December 31, 2009. A specific reserve of $3.3 million has been established
for this $5.0 million loan. The Bank is not the lead lender with respect to this loan. The fifth
largest relationship was a $4.3 million which is comprised of two loans secured by income
producing commercial real estate and a personal loan to the guarantor secured by a residential
lot. All of the above described loans have personal guarantees as a secondary source of
repayment and were performing except as noted.

We also originate and purchase from third parties both fixed rate and adjustable rate
one- to four-family mortgage loans to be held-for-sale to investors on the secondary market. The
Bank earns interest until the loan is sold and also may earn a fee. At December 31, 2009 held-
for-sale loans were $9.0 million and had a weighted average interest rate of 6.0%. Held-for-sale
loans purchased from third parties generally have commitments to purchase from investors.
Loans sold by the Bank are done so with limited recourse and servicing is passed to the
investor. Held-for sale loans were sold on average within 24 days.
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The following table sets forth the scheduled repayments of fixed- and adjustable-rate
loans at December 31, 2009 that are contractually due after December 31, 2010.

Due After December 31, 2010

Adjustable
Fixed Rate Rate Total

(Dollars in Thousands)

Real estate loans:

One- to four-family $ 143,324 $ 161,837 §$ 305,161
COMMETCIAL.....voiiierireieeeresrecrecee e 37,086 30,807 67,893
OHET ettt 13,550 6,619 20,169
Total real estate loans 193,960 199,263 393,223

Construction loans:
One- to four-family .......cocceoervinniiiiiii $ 3369 $ 820 § 4,189
Commercial........oocooevvevieivicriennes 805 - 805
Acquisition & development - - -
Total real estate construction loans 4,174 820 4,994

Other loans:

HOME EQUILY .c..vvreveriireiieersceeneesec et sae st $ 30,995 $ 62,633 % 93,628
COMSUITIET v eevireeeiteeeanereesseeeeessseseasseeasseesenaasassaessatnessstnnessnesseos 70,286 1.883 72,169
COMMETCIAl BUSINESS +..vveveeeeeeeeereieseeveeeeeeeeeeesetsseseresesssaenensens 7,955 1,111 9,066
Total other loans 109,236 65,627 1 74,863
TOAl JOANS.......ccviveerereeeeeieniiere et sesneeereens by 307,370 $ 265,710 § _ 573,080

(1) Land and multi-family loans.

One- to Four-Family Real Estate Portfolio Lending At December 31, 2009, one- to four-
family residential mortgage loans totaled $307.0 million, or 49.3%, of the gross loan portfolio.
Generally, one- to four-family loans are underwritten based on the applicant’s employment,
income, credit history and the appraised value of the subject property. The Bank will generally
lend up to 80% of the lesser of the appraised value or purchase price for one- to four-family
residential loans. Should a loan be granted with a loan-to-value ratio in excess of 80%, private
mortgage insurance would be required to reduce overall exposure to below 80%. Historically,
such collateral requirements protected the Bank from loss in the event of foreclosure. However
given the rapid deterioration in the market value of residential real estate over the last two
years there is now a greater risk of loss if actions such as foreclosure or short sale become
necessary to collect the loan and private mortgage insurance was not purchased.

Properties securing one- to four-family residential mortgage loans are generally
appraised by independent fee appraisers approved by the board of directors. Borrowers are
required to obtain title and hazard insurance, and flood insurance, if necessary, in an amount
not less than the value of the property improvements. Historically, the Bank originated one- to
four-family mortgage loans on both a fixed-rate and adjustable-rate basis. During 2009 the
majority of originated loans were fixed rate. Management’s pricing strategy for one- to four-
family mortgage loans includes setting interest rates that are competitive with other local
financial institutions and consistent with the Bank’s internal needs. Adjustable-rate loans are
tied to a variety of indices including rates based on U. S. Treasury securities. The majority of
adjustable-rate loans carry an initial fixed rate of interest for either three or five years which
then convert to an interest rate that is adjusted based upon the applicable index and in
accordance with the note. As of December 31, 2009, the interest only portion of this portfolio
totaled $69.6 million, 11.2% of the total loan portfolio, and 22.7% of the total one- to four-family
mortgage loan portfolio.
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The Bank’s home mortgages are structured with a five to 35 year maturity, with
amortizations up to 35 years. Substantially all of the one- to four-family mortgage loans
originated are secured by properties located in southeastern Georgia and the metropolitan
Jacksonville area. During 2008 and continuing into 2009, the Bank implemented stricter
underwriting guidelines that limited the origination of one- to four-family residential mortgage
loans secured by investment property due to the continued decline in both real estate values
and credit quality.

All of the residential real estate loans contain a “due on sale” clause allowing the Bank to
declare the unpaid principal balance due and payable upon the sale of the security property,
subject to certain laws. Loans originated or purchased are generally underwritten and
documented pursuant to Freddie Mac or Fannie Mae guidelines.

Prior to 2008, we originated investor loans for one-to four-family properties on a limited
basis, but the majority of our lending activity has focused on owner-occupied property. We have
not in the past, nor currently, originate sub-prime loans, option-arms or use other exotic lending
terms.

Commercial Real Estate Lending The Bank offers commercial real estate loans for both
permanent financing and construction. These loans are typically secured by small retail
establishments, rental properties, storage facilities, and office buildings located in the Bank’s
primary market area. At December 31, 2009, permanent commercial real estate loans totaled
$77.4 million, or 12.4%, of the gross loan portfolio.

The Bank originates both fixed-rate and adjustable-rate commercial real estate loans.
The interest rate on adjustable-rate loans is tied to a variety of indices, including rates based on
the Prime Rate and U.S. Treasury securities. The majority of the Bank’s adjustable-rate loans
carry an initial fixed-rate of interest for either three or five years and then convert to an interest
rate that is adjusted annually based upon the index. Loan-to-value ratios on commercial real
estate loans generally do not exceed 80% of the appraised value of the property securing the
loan. These loans require monthly payments, amortize up to 25 years, and generally have
maturities of up to 10 years and may carry pre-payment penalties.

Loans secured by commercial real estate are underwritten based on the cash flow of the
borrower or income producing potential of the property and the financial strength of the
borrower and guarantors. Loan guarantees are generally obtained from financially capable
parties based on a review of personal financial statements. The Bank requires commercial real
estate borrowers with balances in excess of $250,000 submit financial statements, including rent
rolls if applicable, annually. The net operating income, which is the income derived from the
operation of the property less all operating expenses, must be sufficient to cover the payments
related to the outstanding debt. Rent or lease assignments are required in order for us to be
assured the cash flow from the project will be used to repay the debt. Appraisals on properties
securing commercial real estate loans are performed by independent state-licensed fee
appraisers approved by the board of directors. The majority of the properties securing
commercial real estate loans are located in the Bank’s market area.
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Loans secured by commercial real estate properties are generally larger and involve a
greater degree of credit risk than one- to four-family residential mortgage loans. Because
payments on loans secured by commercial real estate properties are often dependent on the
successful operation or management of the properties, repayment of such loans may be subject
to adverse conditions in the real estate market or the economy. If the cash flow from the project
is reduced, or if leases are not obtained or renewed, the borrower’s ability to repay the loan may
be impaired. See “- Asset Quality - Non-Performing Loans.”

Other Real Estate Loans As of December 31, 2009, other real estate secured loans totaled
$37.6 million or 6.0% of the gross loan portfolio and consisted mainly of land loans, but also
included loans secured by multi-family property. In an effort to prevent potential exposure to
additional credit risk due to the continued decline in both real estate values and credit quality in
our market area, the Bank no longer originates new land loans. Loans to commercial and
individual borrowers secured by land totaled $32.4 million, or 5.2% of the gross loan portfolio,
and loans secured by multi-family property totaled $5.2 million, or 0.8% of the gross loan
portfolio as of December 31, 2009. Generally, these loans carry a higher rate of interest than do
residential permanent loans. The Bank generally underwrote land loans based on the
borrower’s ability to repay, credit history and the appraised value of the subject property.

The Bank also offers loans secured by multi-family residential real estate. These loans
are secured by real estate located in the Bank’s primary market area. At December 31, 2009,
multi-family residential loans totaled $5.2 million. Multi-family residential loans are generally
originated with adjustable interest rates based on the prime rate or U.S. Treasury securities.
Loan-to-value ratios on multi-family residential loans do not exceed 75% of the appraised value
of the property securing the loan. These loans require monthly payments and amortize over a
period of up to 30 years. Loans secured by multi-family residential real estate are underwritten
based on the income producing potential of the property and the financial strength of the
borrower. The net operating income must be sufficient to cover the payments related to the
outstanding debt. Rent or lease assignments are required in order for us to be assured the cash
flow from the project will be used to repay the debt. Appraisals on properties securing multi-
family residential loans are performed by independent state licensed fee appraisers approved
by the board of directors.

Loans secured by land and multi-family real estate properties generally involve a
greater degree of credit risk than one- to four-family residential mortgage loans. Because
payments on loans secured by multi-family real estate properties are often dependent on the
successful operation or management of the properties, repayment of such loans may be subject
to adverse conditions in the real estate market or the economy. If the cash flow from the project
is reduced, or if leases are not obtained or renewed, the borrower’s ability to repay the loan may
be impaired. See “- Asset Quality - Non-Performing Loans.”

Real Estate Construction Lending As of December 31, 2009, real estate construction
loans totaled $15.4 million, or 2.5% of the gross loan portfolio. The real estate construction
portfolio consists of both residential and commercial construction loans. Residential
construction loans are generally made for the construction of pre-sold builder homes to
individual borrowers. As of December 31, 2009, the Bank had $4.2 million in residential
construction loans. Residential construction loans are underwritten according to the terms
available for permanent financing on the secondary market. Generally, construction loans are
limited to a loan to value ratio not to exceed 85% based on the lesser of construction costs or the
appraised value of the property upon completion. The Bank also offers construction-to-
permanent loans.
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Construction only loans to individuals generally have a term of 12 months with a
variable interest rate tied to the prime rate as published in the Wall Street Journal plus a margin
ranging from .50% to 1.5% with a loan to value ratio of no more than 85% of the cost of the
construction or appraised value of the property, whichever is less. These loans are
underwritten according to secondary market guidelines and must qualify for permanent
financing as part of the origination process even if the permanent financing will be obtained
from another mortgage lender. As of December 31, 2009, loans to five builders for the
construction of pre-sold or speculative one- to four-family residential property and lot
inventory totaled $5.9 million. The Bank did not originate construction only loans during 2009.

Construction-to-permanent loans are structured where one closing occurs for both the
construction and the permanent financing. During the construction phase, which can last up to
18 months depending on the nature of the residence being built, a member of the loan servicing
staff, the original appraiser, or a fee inspector makes inspections of the site and loan proceeds
are disbursed directly to contractors or borrowers in accordance with the loan funding schedule
as construction progresses. Borrowers are required to pay interest only during the construction
phase with the loan converting to the terms of the amortizing note once the construction is
completed. Typically, these loans convert to adjustable rate loans which are held in portfolio.

Home-Equity Lending The Bank currently originates fixed-term fully amortizing home
equity loans. Historically the Bank originated open-ended interest only home equity lines of
credit. Due to continued decline of both real estate values in our market area and the increased risk
inherent with second lien real estate financing, the Bank no longer originates home equity lines of
credit except on a limited basis. At December 31, 2009, the portfolio totaled $93.9 million, or
15.1%, of the gross loan portfolio. The Bank generally underwrites one- to four-family home
equity loans based on the applicant’s employment and credit history and the appraised value of
the subject property. Presently, the Bank will lend up to 80% of the appraised value less any
prior liens. In limited circumstances, the Bank may lend up to 90% of the appraised value less
any prior liens. This ratio may be reduced in accordance with internal guidelines given the risk
and credit profile of the borrower. Properties securing one- to four-family mortgage loans are
generally appraised by independent fee appraisers approved by the board of directors or the
value is determined using a qualified asset valuation model. The Bank requires a title search
and hazard insurance, and flood insurance, if necessary, in an amount not less than the value of
the property improvements.

The Bank’s home equity lines of credit carry an adjustable interest rate based upon the
prime rate of interest and generally have an interest rate floor. As of December 31, 2009, interest
only lines of credit totaled $42.5 million, or 45.2% of the total home equity loans, and 10.6% of total
residential mortgage loans. Borrowers requesting interest only lines are qualified using 1% of the
commitment amount for determining the borrowers’ capacity to repay. All home equity loans have
a maximum draw period of 10 years with a repayment period of up to 20 years following such
draw period depending on the outstanding balance. Currently these loans are retained in the
Bank’s loan portfolio.

Consumer Loans The Bank currently offers a variety of consumer loans. Consumer loans,
except for those secured by manufactured homes, are principally fixed rate and have shorter terms
to maturity, thereby reducing exposure to changes in interest rates, and carry higher rates of interest
than do one- to four-family residential mortgage loans. At December 31, 2009, the consumer loan
portfolio, inclusive of manufactured home and automobile loans, totaled $73.9 million, or 11.9%, of
the gross loan portfolio.
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The most significant component of the Bank’s consumer loan portfolio consists of
manufactured home loans. The loans are originated primarily through an on-site financing broker
and are underwritten by the Bank. Loans secured by manufactured homes totaled $34.0 million, or
55% of the gross loan portfolio as of December 31, 2009. Manufactured home loans have a fixed
rate of interest and may carry terms up to twenty years. Down payments are required, and the
amounts are based on several factors, including the borrower’s credit history.

Consumer loans have an inherently greater risk of loss because they are predominantly
secured by rapidly depreciable assets, such as automobiles or manufactured homes. In these cases,
repossessed collateral for a defaulted loan may not provide an adequate source of repayment of the
outstanding loan balance. As a result, consumer loan collections are dependent on the borrower’s
continuing financial stability and, thus, are more likely to be adversely affected by job loss, divorce,
illness or personal bankruptcy.

Commercial Business Lending We also offer commercial business loans which may be
secured by assets other than real estate. The purpose of these loans is to provide working
capital, inventory financing, or equipment financing. Generally, working capital and inventory
loans carry a floating rate of interest based on the prime rate plus a margin and mature
annually. Loans to finance equipment generally carry a fixed rate of interest and terms up to
seven years. The collateral securing these types of loans is other business assets such as
inventory, accounts receivable, and equipment.

Loan Originations, Purchases, and Sales

The Bank originates portfolio loans through its branch network, the internet and its call
center. Referrals from current customers, advertisements, real estate brokers, mortgage loan brokers
and builders are also important sources of loan originations. While the Bank originates both
adjustable-rate loans and fixed-rate loans, origination volume is dependent upon customer loan
demand within the Bank’s market area. Demand is affected by local competition, the real estate
market and the interest rate environment.

Prior to 2008 the Bank occasionally purchased pools of residential loans originated by
other banks when organic growth was not sufficient. These loan purchases were made
following the Bank’s standards for critical underwriting such as loan-to-value ratios and
borrower credit scores. Similarly, we also participated in commercial real estate loans originated
by other banks. These participation loans were subject to the Bank’s usual underwriting
standards as described above to this type of loan. The Bank has not participated in a
commercial real estate loan originated by another bank since May 2007.

Beginning in 2008 and continuing into 2009, we began to regularly sell originated,
conforming residential loans, both fixed rate and adjustable rate, including the related servicing,
to other financial institutions in the secondary market for favorable fees. In the latter part of 2009
we also began a program for warehouse lending where we purchased mortgages originated by
third parties and held them for sale to investors. We expect to continue this practice in the future,
while maintaining our existing mix of portfolio loans.

From time-to-time the Bank may sell residential loans from our portfolio to enhance liquidity
or to appropriately manage interest rate risk. Also, beginning in 2009 we have utilized the services
of a national loan sale advisor to sell non-performing residential mortgage loans; during 2009 we
sold approximately $3.0 million of non-performing portfolio loans.
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Asset Quality

When a borrower fails to make a timely payment on a loan, contact is made initially in the
form of a reminder letter sent at either 10 or 15 days depending on the term of the loan agreement.
If a response is not received within a reasonable period of time, contact by telephone is made in an
attempt to determine the reason for the delinquency and to request payment of the delinquent
amount in full or to establish an acceptable repayment plan to bring the loan current.

If the borrower is unable to make or keep payment arrangements, additional collection
action is taken in the form of repossession of collateral for secured, non-real estate loans and
small claims or legal action for unsecured loans. If the loan is secured by real estate, a letter of
intent to foreclose is sent to the borrower when an agreement for an acceptable repayment plan
cannot be established or agreed upon. The letter of intent to foreclose allows the borrower up to
30 days to bring the account current. Once the loan becomes delinquent and an acceptable
repayment plan has not been established, foreclosure action is initiated on the loan.

Due to elevated delinquency of one-to four-family loans in 2009 and the increasing
complexity of workout for these type of loans, the Bank engaged the services of a national third
party servicer for certain loans. One- to four-family mortgage loans, and any associated home
equity loan that becomes 60 days past due, are assigned to the third party servicer for collection. The
Bank also assigns other one- to four-family loans to the third party servicer irrespective of
delinquency status if we feel the loan may have collection risk. At December 31, 2009 the
outstanding balance of loans assigned to the third party servicer was $49.0 million.

Real estate loans serviced by a third party are subject to the servicing institution’s
collection policies. Contractually, the servicing institutions are required to adhere to collection
policies no less stringent than the Bank’s policies. The Bank tracks each purchased loan
individually to ensure full payments are received as scheduled. Each month, servicing
institutions are required to provide delinquent loan status reports to the Bank’s loan operations
department. The status reports are included in the month-end delinquent real estate report to
management.

Delinquent Loans The following table sets forth the Bank’s loans delinquent 60-to-89
days and 90 days or more past due by type, number, amount and percentage of type at
December 31, 2009. Total loans past due 60 days or more totaled $37.4 million, or 6.00% of total
loans. Real estate loans 60 days or more past due totaled $27.9 million, or 4.48% of total loans at
December 31, 2009. Construction loans 60 days or more past due totaled $5.0 million, or 0.80%
of total loans. Other loans (consisting of home equity, consumer, and commercial non-real
estate) 60 days or more past due totaled $4.5 million, or 0.72% of total loans at December 31,
2009.
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Loans Delinquent For: Total

60-89 Days 90 Days or More Delinquent Loans
Principal Principal Principal
Number Balance Number Balance Number Balance
Loan Types of Loans of Loans of Loans of Loans of Loans of Loans
(Dollars in Thousands)
Real estate
One- to four-family 16 $ 2,700 76 $ 11,288 92 $ 13,988
Commercial 2 797 2 3,097 4 3,894
Other (Land and multi-family) 8 979 37 9,063 45 10,042
Real Estate Construction
Construction - One- to four-family - - - - - -
Construction - Commercial - - 1 4,988 1 4,988
Construction - Acquisition &
development - - - - - -

Other Loans - Consumer
Home equity 6 281 29 2,913 35 3,194
Consumer 41 411 67 887 108 1,298
Commercial - - - - - -

Total 73 $ 5168 212 $ 32,236 285 $ 37,404
Delinquent loans to total gross loans 0.83% 517% 6.00%

Non-Performing Assets The following table sets forth the amounts and categories of
non-performing assets in the Bank’s loan portfolio. Non-performing assets consist of non-
accrual loans, accruing loans past due 90 days and more, and foreclosed assets. Loans to a
customer whose financial condition has deteriorated are considered for non-accrual status
whether or not the loan is 90 days and over past due. Generally, all loans past due 90 days and
over are classified as non-accrual. For loans on non-accrual, interest income is not recognized
until actually collected. At the time the loan is placed on non-accrual status, interest previously
accrued but not collected is reversed and charged against current income.

The increase in non-performing assets over the previous periods correlate closely with
the down-turn in the economy, particularly those parts of the economy associated with real
estate. For additional discussion regarding non-performing assets at December 31, 2009 and
2008, see Part 1I Item 7 Management's Discussion and Analysis of Financial Condition and
Results of Operations, Comparison of Financial Condition at December 31, 2009 and 2008,
Allowance for Loan Losses.
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At December 31,
2009 2008 2007 2006 2005
(Dollars in Thousands)

Non-accrual loans:
Real Estate

One- to four-family $12,343 $10,319 $2,312 $325 $697
Commercial 3,895 5,126 280 430 238
Other (Land & multi-family) 9,638 2,941 1,073 104 109
Real Estate Construction

Construction - One-to four-family - 86 - 551 -
Construction - Commercial 4,988 3,169 2,407 - -
Construction - Acquisition & Development 404 1,812 - - -
Other

Home Equity 2,973 1,525 774 280 35
Consumer 909 387 221 445 597
Commercial - 170 772 915 940
Total $35,150 $25,535 $7,839 $3,050 $2,616

Accruing delinquent 90 days or more:

Real Estate

One- to four-family - - - -
Commercial - - - _
Other (Land & multi-family) - - - - -

Real Estate Construction

Construction - One-to four-family - - - -
Construction - Commercial - - - - -
Construction - Acquisition & Development - - - - -

Other

Home Equity - - - - -
Consumer - - - - -
Commercial - - - - -
Total - - - - -
Total non-performing loans 35,150 25,535 7,839 3,050 2,616
Foreclosed assets 5,028 3,332 1,726 286 310
Total non-performing assets $40,178 $28,867 $9,565 $3,336 $2,926
Total troubled debt restructurings $22,660 $7,004 - - -
Total impaired loans (including TDR) $44,392 $24,476 $17,472 $7,046 $2,004
Non-performing loans to total loans 5.64% 3.43% 1.11% 0.48% 0.45%
Non-performing loans to total assets 3.85% 2.56% 0.84% 0.36% 0.39%
Non-performing assets to total assets 4.44% 2.90% 1.03% 0.40% 0.39%

Due to the decline in real estate values over the last 12-18 months, the Company believes
it is appropriate and prudent to reduce the carrying balance of non-performing one- to four-
family residential loans by the expected loss amount rather than providing a general allowance.
Accordingly, as of December 31, 2009 our non-performing one- to four-family residential loans
balance was net of $5.1 million of partial charge-offs.
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Real Estate Owned and Other Repossessed Assets Real estate acquired as a result of
foreclosure is classified as real estate owned. At the time of foreclosure or repossession, the
property is recorded at the lower of its estimated fair value less selling costs or the loan balance,
with any write-down charged against the allowance for loan losses. Other repossessed assets
are recorded at the lower of the loan balance or fair market value. As of December 31, 2009, the
Bank had real estate owned of $5.0 million, and troubled debt restructurings (“TDRs”) of $22.7
million, an increase of $15.7 million from $7.0 million as of December 31, 2008. TDRs increased
significantly at year end 2009, as compared to the same period end in 2008 due to the Bank’s
proactive approach to modifying one- to four-family mortgages when a borrower’s financial
circumstances prevented them from performing under the original terms of the loan.

Classified Assets Banking regulations provide for the classification of loans and other
assets, such as debt and equity securities considered by the Bank and regulators to be of lesser
quality, as “substandard,” “doubtful” or “loss.” An asset is considered “substandard” if it is
inadequately protected by the current net worth and paying capacity of the obligor or of the
collateral pledged, if any. “Substandard” assets include those characterized by the “distinct
possibility” the insured institution will sustain “some loss” if the deficiencies are not corrected.
Assets classified as “doubtful” have all of the weaknesses inherent in those classified
“substandard,” with the added characteristic that the weaknesses present make “collection or
liquidation in full,” on the basis of currently existing facts, conditions, and values, “highly
questionable and improbable.” Assets classified as “loss” are those considered not collectable
and of such little value that their continuance as assets without the establishment of a specific
loss reserve is not warranted.

When an insured institution classifies problem assets as either substandard or doubtful,
it may establish general allowances for loan losses in an amount deemed prudent by
management and approved by the board of directors. General allowances represent loss
allowances which have been established to recognize the inherent risk associated with lending
activities, but which, unlike specific allowances, have not been allocated to particular problem
assets. When an insured institution classifies problem assets as “loss,” it is required either to
establish a specific allowance for losses equal to 100% of that portion of the asset so classified or
to charge off such amount. An institution’s determination as to the classification of its assets
and the amount of its valuation allowances is subject to review by the OTS and the Federal
Deposit Insurance Corporation (“FDIC”), which may order the establishment of additional
general or specific loss allowances.

In connection with the filing of the Bank’s periodic reports with the OTS and in
accordance with its classification of assets policy, management regularly reviews the problem
assets in the portfolio to determine whether any assets require classification in accordance with
applicable regulations. The total amount of classified assets represented 81.6% of the Bank’s
equity capital and 5.6% of the Bank's total assets at December 31, 2009.

The aggregate amount of classified loans at the dates indicated was as follows:

At December 31,
2009 2008
(Dollars in Thousands)
Loss $ - $ -
Doubtful 1,797 459
Substandard 47,065 33,248
Total $ 48,862 $ 33,707
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As of December 31, 2009, $44.4 million of classified loans were impaired as defined
under Generally Accepted Accounting Principles (“GAAP”), up from $17.5 million at year end
2008. Loans considered doubtful were $1.8 million, an increase of $1.3 million from $500,000 at
year end 2008. Loans considered substandard were $47.1 million, up from $33.2 million at year
end 2008, primarily due to the decline in general economic conditions, including rising
unemployment and declining real estate values. Loans are classified as special mention when it
is determined a loan relationship should be monitored more closely. Loans are classified as special
mention for a variety of reasons including changes in recent borrower financial condition, changes
in borrower operations, changes in value of available collateral, concerns regarding changes in
economic conditions in a borrower’s industry, and other matters. A loan classified as special
mention in many instances may be performing in accordance with the loan terms. Special mention
loans were $19.2 million and $14.7 million at December 31, 2009 and 2008, respectively. The $4.5
million increase was primarily due to the addition of one commercial land loan. All loans classified
as special mention are performing according to their contractual terms and no losses are anticipated
as of December 31, 2009.

Allowance for Loan Losses An allowance for loan losses (“allowance”) is maintained to
reflect probable incurred losses in the loan portfolio. The allowance is based on ongoing
assessments of the estimated losses incurred in the loan portfolio and is established as these losses
are recognized through a provision for loan losses charged to earnings. Generally, loan losses are
charged against the allowance when management believes the uncollectibility of a loan balance is
confirmed. Subsequent recoveries, if any, are credited to the allowance. Due to declining real estate
values in our markets and the deterioration of the United States economy in general, it is
increasingly likely that impairment reserves on non-performing collateral dependent loans,
particularly one- to four-family residential loans, will not be recoverable and represent a
confirmed loss. As a consequence the Company recognizes the charge-off of impairment
reserves on non-performing one- to four family residential loans in the period the loan is
classified as such. This process accelerates the recognition of charge-offs but has no impact on
the impairment evaluation process.

The reasonableness of the allowance is reviewed and established by management, within
the context of applicable accounting and regulatory guidelines, based upon its evaluation of then-
existing economic and business conditions affecting the Bank’s key lending areas. Senior credit
officers monitor the conditions discussed above continuously and reviews are conducted quarterly
with the Bank’s senior management and Board of Directors.

Management’s methodology for assessing the reasonableness of the allowance consists of
several key elements, which include a general loss component by type of loan and specific
allowances for identified problem loans. The allowance also incorporates the results of measuring
impaired loans.
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The general loss component is calculated by applying loss factors to outstanding loan
balances based on the internal risk evaluation of the loans or pools of loans. Changes to the risk
evaluations relative to both performing and non-performing loans affect the amount of this
component. Loss factors are based on the Bank’s recent loss experience, current market conditions
that may impact real estate values within the Bank’s primary lending areas, and on other significant
factors that, in management’s judgment, may affect the ability to collect loans in the portfolio as of
the evaluation date. Other significant factors that exist as of the balance sheet date that may be
considered in determining the adequacy of the allowance include credit quality trends (including
trends in non-performing loans expected to result from existing conditions), collateral values,
geographic foreclosure rates, new and existing home inventories, loan volumes and concentrations,
specific industry conditions within portfolio segments and recent charge-offs experience in
particular segments of the portfolio. The impact of the general loss component on the allowance
began increasing during 2008 and has continued to increase during 2009. The increases reflect the
deterioration of market conditions, and the increase in the recent loan experience that has resulted
from management’s proactive approach to charging off losses on impaired loans.

Management also evaluates the allowance for loan losses based on a review of certain large
balance individual loans. This evaluation is inherently subjective as it requires material estimates
including the amounts and timing of future cash flows management expects to receive on impaired
loans that may be susceptible to significant change. For all specifically reviewed loans where it is
probable that the Bank will be unable to collect all amounts due according to the terms of the loan
agreement, impairment is determined by computing a fair value based on either discounted cash
flows using the loan’s initial interest rate or the fair value of the collateral if the loan is collateral
dependent. Large groups of smaller balance homogeneous loans, such as individual consumer and
residential loans are collectively evaluated for impairment and are excluded from the specific
impairment evaluation; for these loans, the allowance for loan losses is calculated in accordance
with the allowance for loan losses policy described above. Accordingly, we do not separately
identify individual consumer and residential loans for impairment disclosures.

At December 31, 2009, the allowance for loan losses was $13.8 million or 2.22% of the
total loan portfolio and 39.3% of total non-performing loans. Assessing the adequacy of the
allowance for loan losses is inherently subjective and requires making material estimates,
including the amount and timing of future cash flows expected to be received on impaired
loans that may be susceptible to significant change. In management’s opinion, the allowance for
loan losses represents all known and inherent loan losses that are both probable and reasonably
estimated as of December 31, 2009.
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The following table sets forth an analysis of the allowance for loan losses.

Balance at beginning of period
Charge-offs:
Real Estate Loans
One-to four-family
Commercial
Other (Land & Multi-family)
Real Estate Construction Loans
Construction - One-to four- family
Construction - Commercial
Acquisition & Development
Other Loans
Home equity
Consumer
Commercial
Total charge-offs
Recoveries:
Real Estate Loans
One-to four-family
Commercial
Other (Land & Multi-family)
Real Estate Construction Loans
Construction - One-to four-family
Construction - Commercial
Acquisition & Development
Other Loans
Home equity
Consumer
Commercial
Total recoveries
Net charge-offs
Provision for loan losses
Balance at end of period

Net charge-offs to average loans during

this period (1)
Net charge-offs to average non-

performing loans during this period

Allowance for loan losses to non-
performing loans

Allowance as % of total loans (end of
period) (1)

Year Ended December 31,
2009 2008 2007 2006 2005
(Dollars in Thousands)

$ 10,598 $ 6,482 $ 4,705 $ 4,587 $ 3,956
8,350 3,514 133 107 192
3,822 3,393 - - 605
3,605 777 41 - -
50 336 275 - -
4,715 1,392 550 14 160
1,408 1,232 1,819 1,094 1,249
590 345 135 - 120
22,540 10,989 2,953 1,215 2,326
252 25 5 54 40
- 550 893 83 51
18 45 - - -
240 3 71 18 1
351 533 1,145 703 732
18 1 - - 12
879 1,157 2,114 858 836
21,661 9,832 839 357 1,490
24,873 13,948 2,616 475 2,121
$ 13,810 $ 10,598 $ 6,482 $ 4,705 $ 4587
311% 1.35% 0.13% 0.06% 0.27%
60.61% 125.89% 24.71% 11.36% 43.41%
39.29% 41.50% 82.69% 154.21% 175.36%
2.22% 1.43% 0.92% 0.73% 0.78%

(1) Total loans are net of deferred fees and costs and purchase premiums or discounts

Loan charge-offs in 2009 included $6.8 million of partial charge-offs of non-performing

one- to four- family residential loans.

These loans are expected to be resolved with no

additional material loss, absent further declines in the fair value of the collateral, or decision to

sell loans as distressed assets.

For additional discussion regarding Allowance for Loan Losses at December 31, 2009
and 2008, see Part II Item 7 Management’s Discussion and Analysis Financial Condition and
Results of Operations, Comparison of Financial Condition at December 31, 2009 and 2008,

Allowance for Loan Losses.
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Investment Activities

General The Bank is required by federal regulations to maintain an amount of liquid
assets, such as cash and short-term securities, for the purposes of meeting operational needs.
The Bank is also permitted to make certain other securities investments. See “Management’s
Discussion and Analysis of Financial Condition and Results of Operations - Liquidity and
Commitments.” Cash flow projections are regularly reviewed and updated to assure that
adequate liquidity is provided.

The Bank is authorized to invest in various types of liquid assets, including U.S.
Treasury obligations, securities of various federal agencies and government sponsored
enterprises, certain certificates of deposit of insured banks and savings institutions, certain
bankers’ acceptances, repurchase agreements and federal funds. Subject to various restrictions,
federal savings associations may also invest their assets in investment grade commercial paper
and corporate debt securities and mutual funds whose assets conform to the investments that a
federally chartered savings association is otherwise authorized to make directly. See “How We
Are Regulated - Atlantic Coast Bank” for a discussion of additional restrictions on the Bank’s
investment activities.

The Board of Directors has adopted an investment policy which governs the nature and
extent of investment activities, and the responsibilities of management and the board.
Investment activities are directed by the Chief Financial Officer and the Treasurer in
coordination with the Company’s Asset/Liability Committee. Various factors are considered
when making decisions, including the marketability, maturity and tax consequences of the
proposed investment. The maturity structure of investments will be affected by various market
conditions, including the current and anticipated short and long term interest rates, the level of
interest rates, the trend of new deposit inflows, and the anticipated demand for funds via
deposit withdrawals and loan originations and purchases.

The structure of the investment portfolio is intended to provide liquidity when loan
demand is high, assist in maintaining earnings when loan demand is low and maximize
earnings while managing risk, including credit risk, reinvestment risk, liquidity risk and
interest rate risk. See “Management’s Discussion and Analysis of Financial Condition and
Results of Operations - Asset and Liability Management and Market Risk.”

Investment Securities The Bank invests in investment securities, for example United
States government sponsored enterprises and state and municipal obligations, as part of its
asset liability management strategy. All such securities are classified as available for sale.

GAAP requires investments be categorized as “held to maturity,” “trading securities” or
“available for sale,” based on management’s intent as to the ultimate disposition of each
security. Securities are classified as held to maturity and carried at amortized cost when
management has the positive intent and ability to hold them to maturity. Securities are
classified as available for sale when they might be sold before maturity.

Management evaluates securities for other-than-temporary impairment (“OTTI") at least
on a quarterly basis, and more frequently when economic or market conditions warrant such an

evaluation.
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In evaluating OTTI, management considers many factors, including: (1) the length of
time and the extent to which the fair value has been less than cost, (2) the financial condition
and near-term prospects of the issuer, (3) whether the market decline was affected by
macroeconomic conditions, and (4) whether the entity has the intent to sell the debt security or
more likely than not will be required to sell the debt security before its anticipated recovery.
The assessment of whether an other-than-temporary decline exists involves a high degree of
subjectivity and judgment and is based on the information available to management at a point
in time.

The amount of the OTTI recognized in earnings depends on whether we intend to sell
the security or it is more likely than not that we will be required to sell the security before
recovery of its amortized cost basis, less any current-period credit loss. If we intend to sell the
security or it is more likely than not that we will be required to sell the security before recovery
of its amortized cost basis, less any current-period credit loss, the OTTI recognized in earnings
is equal to the entire difference between its amortized cost basis and its fair value at the balance
sheet date. If we do not intend to sell the security and it is not more likely than not that we will
be required to sell the security before recovery of its amortized cost basis less any current-
period loss, the OTTI is separated into the amount representing the credit loss and the amount
related to all other factors. The amount of the total OTTI related to the credit loss is determined
based on the present value of cash flows expected to be collected and is recognized as a charge
to earnings. The amount of the total OTTI related to other factors is recognized in other
comprehensive income, net of applicable taxes. The previous amortized cost basis less the OTTI
recognized in earnings becomes the new amortized cost basis of the investment.

As of December 31, 2009, the Company’s security portfolio consisted of 129 securities, 36
of which were in an unrealized loss position. Nearly all unrealized losses are related to debt
securities whose underlying collateral is residential mortgages. However, the majority of these
securities were issued by government sponsored organizations as discussed below.

At December 31, 2009, approximately $156.6 million, or 88% of the debt securities held
by the Company were issued by U.S. government-sponsored entities and agencies, primarily
Fannie Mae, Freddie Mac and Ginnie Mae, institutions which the government has affirmed its
commitment to support. Because the decline in fair value is attributable to changes in interest
rates and illiquidity, and not credit quality, and because the Company does not have the intent
to sell these securities and it is likely it will not be required to sell the securities before their
anticipated recovery, the Company does not consider these securities to be other-than-
temporarily impaired at December 31, 2009.

Under new accounting guidance implemented in the first quarter of 2009 for measuring
impairment of available for sale securities, the Bank recorded other-than-temporary impairment
(OTTI) charges of $4.5 million (See also the Item 7-Management Discussion and Analysis-
Investment Securities). These charges represent credit losses from our investments in non-
agency collateralized mortgage obligations, caused by defaults and losses on the underlying
mortgages. As of December 31, 2009 the Bank held approximately $22.1 million of non-agency
collateralized mortgages. Due to the severe ongoing economic condition there is no assurance
that additional losses may not be incurred in the future.
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The composition and scheduled maturities of the debt securities portfolio, as of
December 31, 2009, are as follows:

Greater
Than Greater
Less Than 1to5 5to10 Than
1 Year Years Years 10 Years Total Securities
Amortized Amortized Amortized Amortized Amortized Fair
Cost Cost Cost Cost Cost Value
(Dollars in Thousands)
U.S. government and
agency $ - $ - $ - $ 15,998 $ 15,998 $ 15,752
State and Municipal - - - 947 947 844
Mortgage-backed
securities - residential 3,715 33,675 37,390 38,410
Collateralized mortgage
obligations - US Govt 8,670 92,566 101,236 102,439
Collateralized mortgage
Obligations - other - - 1,377 20,739 22,116 20,493
Total investment
securities $ - $ - $ 13,762 $163,925 $177,687 $177,938
Weighted average yield -% -% 4.72% 4.83% 4.82% 4.82%

(1) The above presentation does not include the carrying values, yields and maturities of mutual funds as these
investments do not have contractual maturities.
(2) Actual maturities are often shorter than the scheduled maturities due to the effect of prepayments.
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Sources of Funds

General The Bank’s sources of funds are deposits, payment of principal and interest on
loans, interest earned on or maturation of investment securities, borrowings, and funds
provided from operations.

Deposits The Bank offers a variety of deposit accounts to consumers with a wide range
of interest rates and terms. Deposits consist of time deposit accounts, savings, money market
and demand deposit accounts. The Bank's origin as a credit union enables it to enjoy the benefit
of long-term deposit customers. Historically, the Bank has paid attractive rates on deposit
accounts. The Bank relies primarily on competitive pricing policies, marketing and customer
service to attract and retain these deposits. Additionally, the Bank will purchase time deposit
accounts from brokers at costs and terms which are comparable to time deposits originated in
the branch offices. The Bank had $54.7 million of brokered deposits at December 31, 2009,
which was 9.8% of total deposits.

The variety of deposit accounts offered has allowed the Bank to be competitive in
obtaining funds and to respond with flexibility to changes in consumer demand. As customers
have become more interest rate conscious, the Bank has become more susceptible to short-term
fluctuations in deposit flows. Pricing of deposits are managed to be consistent with overall
asset/liability management, liquidity and growth objectives. Management considers numerous
factors including;: (1) the need for funds based on loan demand, current maturities of deposits
and other cash flow needs; (2) rates offered by market area competitors for similar deposit
products; (3) current cost of funds and yields on assets; and (4) the alternative cost of funds on a
wholesale basis, in particular the cost of advances from the Federal Home Loan Bank (“FHLB”).
Interest rates are reviewed regularly by senior management as a part of its asset-liability
management actions. Based on historical experience, management believes the Bank’s deposits
are a relatively stable source of funds. Despite this stability, the Bank’s ability to attract and
maintain these deposits and the rates paid on them has been and will continue to be
significantly affected by market conditions.
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As of December 31, 2009, the aggregate amount of outstanding certificates of deposit in
amounts greater than or equal to $100,000 was approximately $132.2 million. The following
table sets forth the maturity of those certificates as of December 31, 2009.

At
December 31,
Maturity Period 2009
(Dollars in Thousands)

Three months or less $ 20,555
Over three months through six months 11,217
Over six months through one year 48,137
Over one year to three years 44,607
Over three years 7,639
Total $ 132,155

FHLB Advances Although deposits are the primary source of funds, the Bank may utilize
borrowings when it is a less costly source of funds, and can be invested at a positive interest rate
spread, when additional capacity is required to fund loan demand or when they meet asset /liability
management goals. Borrowings have historically consisted primarily of advances from the FHLB of
Atlanta; however the Bank also has the ability to borrow from the Federal Reserve Bank (FRB) of
Atlanta. See Notes 9 and 10 of the Notes to Consolidated Financial Statements.

Advances from the FHLB of Atlanta may be obtained upon the security of mortgage loans
and mortgage-backed securities. These advances may be made pursuant to several different credit
programs, each of which has its own interest rate, range of maturities and call features. At
December 31, 2009, the Company had $182.7 million in FHLB advances outstanding.

The following table sets forth information as to FHLB advances for the periods indicated.

Years Ended December 31,

2009 2008 2007
(Dollars In Thousands)
Average balance outstanding $ 180,316 $ 191,055 $ 148,184
Maximum month-end balance $ 204,858 $ 207,592 $ 173,000
Balance at end of period $ 182,694 $ 184,850 $ 173,000
Weighted average interest rate during the period 3.75% 3.97% 4.49%
Weighted average interest rate at end of period 3.45% 4.05% 4.23%
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Other borrowings Other borrowings were $12.2 million at December 31, 2009 as the
Company borrowed $10.0 million from the Federal Reserve Bank in late December 2009 in
conjunction with the sale of our Lake City, Florida branch. This borrowing was repaid in full during
early January 2010. The Company also borrowed $2.2 million from another financial institution
which is secured by shares owned by Atlantic Coast Federal MHC. The entire amount of this loan
was contributed to Atlantic Coast Bank as additional contributed capital.

Securities sold under agreements to repurchase Securities sold under agreements to
repurchase with a carrying value of $92.8 million are secured by mortgage-backed securities as part
of a structured transaction (see Securities Available for Sale) with a carrying amount of $119.9 million
at December 31, 2009, with maturities beginning in January 2014. Beginning in January 2009, the
lender has the option to terminate individual advances in whole the following quarter; there is no
termination penalty if terminated by the lender. There have been no early terminations. At maturity
or termination, the securities underlying the agreements will be returned to the Company.

Subsidiary and Other Activities

At December 31, 2009, Atlantic Coast Federal Corporation did not have any active
subsidiaries other than Atlantic Coast Bank. During 2005, Atlantic Coast Bank formed Atlantic
Coast Holdings, Inc. (“Holdings”) as a wholly owned subsidiary for the purpose of managing
and investing in certain securities, as well as owning all of the common stock and 85% of the
preferred stock of Coastal Properties, Inc. a Real Estate Investment Trust (“REIT”). The REIT
was formed for the purpose of holding Georgia and Florida first lien residential mortgages
originated by Atlantic Coast Bank. Both Atlantic Coast Holdings, Inc. and the REIT were
dissolved during 2009 as part of a comprehensive revision of our income tax strategy.

Employees

At December 31, 2009, the Bank had a total of 165 employees, including 12 part-time
employees. The Company’s employees are not represented by any collective bargaining group.

How We Are Regulated

Set forth below is a brief description of certain laws and regulations, which are
applicable to Atlantic Coast Federal Corporation and Atlantic Coast Bank. The description of
these laws and regulations, as well as descriptions of laws and regulations contained elsewhere
herein, does not purport to be complete and is qualified in its entirety by reference to the
applicable laws and regulations. Legislation is introduced from time to time in the United
States Congress that may affect the operations of Atlantic Coast Federal Corporation and
Atlantic Coast Bank. In addition, the regulations governing Atlantic Coast Federal Corporation
and Atlantic Coast Bank may be amended from time to time by the Office of Thrift Supervision
(“OTS”). Any such legislation or regulatory changes in the future could adversely affect
Atlantic Coast Federal Corporation or Atlantic Coast Bank. No assurance can be given as to
whether or in what form any such changes may occur.

General Atlantic Coast Bank, as a federally chartered savings institution, is subject to
federal regulation and oversight by the OTS extending to all aspects of its operations. The Bank
is also subject to regulation by the Federal Deposit Insurance Corporation (“FDIC”), which
insures the deposits of Atlantic Coast Bank to the maximum extent permitted by law, and
requirements established by the Federal Reserve Board. Federally chartered savings institutions
are required to file periodic reports with the OTS and are subject to periodic examinations by
the OTS and the FDIC. The investment and lending authority of savings institutions are
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prescribed by federal laws and regulations, and such institutions are prohibited from engaging
in any activities not permitted by such laws and regulations. Such regulation and supervision
primarily is intended for the protection of depositors and not for the purpose of protecting
stockholders. The OTS regularly examines the Bank and prepares reports for the consideration
of Atlantic Coast Bank’s board of directors on any deficiencies it may find in the Bank’s
operations. The Bank’s relationship with its depositors and borrowers is also regulated to a
great extent by both federal and state laws, especially in such matters as the ownership of
deposit accounts and the form and content of loan documents, Any change in such regulations,
whether by the FDIC, the OTS, or the Congress, could have a material adverse impact on
Atlantic Coast Federal Corporation and Atlantic Coast Bank and their operations.

Proposed Federal Legislation

Legislation has been proposed that would implement sweeping changes to the current
bank regulatory structure, including eliminating our current primary federal regulator, the
Office of Thrift Supervision, by merging the Office of Thrift Supervision into the Comptroller of
the Currency (the primary federal regulator for national banks). The proposed legislation would
also establish a Financial Services Oversight Council and grant the Board of Governors of the
Federal Reserve System exclusive authority to regulate all banks and thrift holding companies.
As a result, the Company would become a bank holding company subject to supervision by the
Federal Reserve Board as opposed to the Office of Thrift Supervision, and would become
subject to the Federal Reserve’s regulations, including holding company capital requirements,
that the Company would not be subject to as a savings and loan holding company. In addition,
compliance with new regulations and being supervised by one or more new regulatory agencies
could increase our expenses.

Atlantic Coast Federal Corporation

General Atlantic Coast Federal Corporation is a federal mutual holding company
subsidiary within the meaning of Section 10(o) of the Home Owners’ Loan Act. It is required to
file reports with the OTS and is subject to regulation and examination by the OTS. In addition,
the OTS has enforcement authority over Atlantic Coast Federal Corporation and any non-
savings institution subsidiaries. This permits the OTS to restrict or prohibit activities it
determines to be a serious risk to Atlantic Coast Bank. This regulation is intended primarily for
the protection of the depositors and not for the benefit of stockholders of Atlantic Coast Federal
Corporation.

Activities Restrictions Atlantic Coast Federal Corporation and its non-savings
institution subsidiaries are subject to statutory and regulatory restrictions on their business
activities specified by federal regulations, which include performing services and holding
properties used by a savings institution subsidiary, activities authorized for savings and loan
holding companies as of March 5, 1987, and non-banking activities permissible for bank holding
companies pursuant to the Bank Holding Company Act of 1956 or authorized for financial
holding companies pursuant to the Gramme-Leach-Bliley Act.

If Atlantic Coast Bank fails the qualified thrift lender test, Atlantic Coast Federal

Corporation must, within one year of that failure, register as, and will become subject to, the
restrictions applicable to bank holding companies. See “- Qualified Thrift Lender Test.”
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Mergers and Acquisitions Atlantic Coast Federal Corporation must obtain approval
from the OTS before acquiring more than 5% of the voting stock of another savings institution
or savings and loan holding company or acquiring such an institution or holding company by
merger, consolidation or purchase of its assets. In evaluating an application for Atlantic Coast
Federal Corporation to acquire control of a savings institution, the OTS would consider the
financial and managerial resources and future prospects of Atlantic Coast Federal Corporation
and the target institution, the effect of the acquisition on the risk to the insurance funds, the
convenience and the needs of the community and competitive factors.

Waivers of Dividends by Atlantic Coast Federal Corporation OTS regulations require
Atlantic Coast Federal, MHC to notify the OTS of any proposed waiver of its receipt of
dividends from Atlantic Coast Federal Corporation. The OTS reviews dividend waiver notices
on a case-by-case basis, and, in general, does not object to any such waiver if: (i) the mutual
holding company’s board of directors determines that such waiver is consistent with such
directors’ fiduciary duties to the mutual holding company’s members; (ii) and the waiver
would not be detrimental to the safe and sound operation of the institution.

In 2009, Atlantic Coast Federal, MHC waived receipt of quarterly dividends in the total
amount of $175,000. It is anticipated Atlantic Coast Federal, MHC will waive dividends, from
time to time, paid by Atlantic Coast Federal Corporation, if any. Under OTS regulations, public
stockholders would not be diluted because of any dividends waived by Atlantic Coast Federal,
MHC (and waived dividends would not be considered in determining an appropriate exchange
ratio) in the event Atlantic Coast Federal, MHC converts to stock form.

Conversion of Atlantic Coast Federal, MHC to Stock Form The OTS regulations permit
Atlantic Coast Federal, MHC to convert from the mutual form of organization to the capital
stock form of organization (a “Second Step Conversion”). There can be no assurance when, if
ever, a second Step Conversion will occur. In a Second Step Conversion a new holding
company would be formed as the successor to Atlantic Coast Federal Corporation (the “New
Holding Company”), Atlantic Coast Federal, MHC's corporate existence would end, and certain
depositors of Atlantic Coast Bank would receive the right to subscribe for additional shares of
the New Holding Company. In a Conversion Transaction, each share of common stock held by
stockholders other than Atlantic Coast Federal, MHC (“Minority Stockholders”) would be
automatically converted into a number of shares of common stock in the New Holding
Company determined pursuant to an exchange ratio that ensures the Minority Stockholders
own the same percentage of common stock in the New Holding Company as they owned in
Atlantic Coast Federal Corporation immediately prior to the Second Step Conversation. The
total number of shares held by Minority Stockholders after a Second Step Conversion also
would be increased by any purchases by Minority Stockholders in the stock offering conducted
as part of the Second Step Conversion.

A Second-Step Conversion requires the approval of the OTS as well as a majority of the
votes eligible to be cast by the members of Atlantic Coast Federal, MHC and a majority of the
votes eligible to be cast by the stockholders of Atlantic Coast Federal Corporation other than
Atlantic Coast Federal, MHC.
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Atlantic Coast Bank

The OTS has extensive authority over the operations of savings institutions. As part of
this authority, Atlantic Coast Bank is required to file periodic reports with the OTS and is
subject to periodic examinations by the OTS and the FDIC. When these examinations are
conducted by the OTS and the FDIC, the examiners may require the Bank to provide for higher
general or specific loan loss reserves. All savings institutions are subject to a semi-annual
assessment, based upon the savings institution’s total assets, to fund the operations of the OTS.

The OTS also has extensive enforcement authority over all savings institutions and their
holding companies, including Atlantic Coast Bank and Atlantic Coast Federal Corporation.
This enforcement authority includes, among other things, the ability to assess civil money
penalties, to issue cease-and-desist or removal orders and to initiate injunctive actions. In
general, these enforcement actions may be initiated for violations of laws and regulations and
unsafe or unsound practices. Other actions or inactions may provide the basis for enforcement
action, including misleading or untimely reports filed with the OTS. Except under certain
circumstances, public disclosure of final enforcement actions by the OTS is required.

In addition, the investment, lending and branching authority of Atlantic Coast Bank is
prescribed by federal laws and it is prohibited from engaging in any activities not permitted by
such laws. For instance, no savings institution may invest in non-investment grade corporate
debt securities. In addition, the permissible level of investment by federal institutions in loans
secured by non-residential real property may not exceed 400% of total capital, except with
approval of the OTS. Federal savings institutions are also generally authorized to branch
nationwide. Atlantic Coast Bank is in compliance with the noted restrictions.

Atlantic Coast Bank’s general permissible lending limit for loans-to-one-borrower is
equal to the greater of $500,000 or 15% of unimpaired capital and surplus (except for loans fully
secured by certain readily marketable collateral, in which case this limit is increased to 25% of
unimpaired capital and surplus). At December 31, 2009, Atlantic Coast Bank’s lending limit
under this restriction was $9.6 million. Atlantic Coast Bank is in compliance with the loans-to-
one-borrower limitation.

The OTS, as well as the other federal banking agencies, has adopted guidelines
establishing safety and soundness standards on such matters as loan underwriting and
documentation, asset quality, earnings standards, internal controls and audit systems, interest
rate risk exposure and compensation and other employee benefits. Any institution, which fails
to comply with these standards, must submit a compliance plan.

Insurance of Accounts and Regulation by the FDIC

Insurance of Deposit Accounts Deposit accounts at the Bank are insured by the FDIC,
generally up to a maximum of $100,000 for each separately insured depositor and up to a
maximum of $250,000 for self-directed retirement accounts. However, federal legislation
increased the deposit insurance available on all deposit accounts to $250,000, effective until
December 31, 2013. In addition, certain noninterest-bearing transaction accounts maintained
with financial institutions participating in the FDIC’s Temporary Liquidity Guarantee Program
are fully insured regardless of the dollar amount until June 30, 2010. The Bank has opted to
participate in the FDIC’s Temporary Liquidity Guarantee Program.
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Pursuant to the Federal Deposit Insurance Reform Act of 2005 (the “Reform Act”), the
Federal Deposit Insurance Corporation is authorized to set the reserve ratio for the Deposit
Insurance Fund annually at between 1.15% and 1.5% of estimated insured deposits. As of June
30, 2008, the reserve ratio had decreased to 1.01% as a result of bank failures. As part of a plan
to restore the reserve ratio to 1.15%, the Federal Deposit Insurance Corporation imposed a
special assessment equal to five basis points of assets less Tier 1 capital as of June 30, 2009,
which was payable on September 30, 2009. In addition, the Federal Deposit Insurance
Corporation has increased its quarterly deposit insurance assessment rates and amended the
method by which rates are calculated. Beginning in the second quarter of 2009, institutions are
assigned an initial base assessment rate ranging from 12 to 45 basis points of deposits
depending on risk category. The initial base assessment is then adjusted based upon the leve] of
unsecured debt, secured liabilities, and brokered deposits to establish a total base assessment
rate ranging from seven to 77.5 basis points.

On November 12, 2009, the Federal Deposit Insurance Corporation approved a final rule
requiring insured depository institutions to prepay on December 30, 2009, their estimated
quarterly risk-based assessments for the fourth quarter of 2009, and for all of 2010, 2011, and
2012. Estimated assessments for the fourth quarter of 2009 and for all of 2010 are based upon
the assessment rate in effect on September 30, 2009, with three basis points added for the 2011
and 2012 assessment rates. In addition, a 5% annual growth in the assessment base is assumed.
Prepaid assessments are to be applied against the actual quarterly assessments until exhausted,
and may not be applied to any special assessments that may occur in the future. Any unused
prepayments will be returned to the institution on June 30, 2013. On December 30, 2009, we
prepaid $6,142,000 in estimated assessment fees for the fourth quarter of 2009 through 2012.
Because the prepaid assessments represent the prepayment of future expense, they do not affect
our regulatory capital (the prepaid asset will have a risk-weighting of 0%) or tax obligations.

Insurance of deposits may be terminated by the FDIC upon a finding that an institution
has engaged in unsafe or unsound practices, is in an unsafe or unsound condition to continue
operations or has violated any applicable law, regulation, rule, order or condition imposed by
the FDIC. We do not currently know of any practice, condition or violation that might lead to
termination of our deposit insurance. In addition to the FDIC assessments, the Financing
Corporation (“FICO”) is authorized to impose and collect, with the approval of the FDIC,
assessments for anticipated payments, issuance costs and custodial fees on bonds issued by the
FICO in the 1980s to recapitalize the former Federal Savings and Loan Insurance Corporation.
The bonds issued by the FICO are due to mature in 2017 through 2019. For the quarter ended
December 31, 2009, the annualized FICO assessment was equal to 1.02 basis points for each $100
in domestic deposits maintained at an institution.

Temporary Liquidity Guarantee Program

On October 14, 2008, the FDIC announced the Temporary Liquidity Guarantee Program.
This program has two components. One guarantees newly issued senior unsecured debt of a
participating organization, up to certain limits established for each institution, issued between
October 14, 2008 and October 31, 2009. Under the program, the FDIC will pay the unpaid
principal and interest on a FDIC-guaranteed debt instrument upon the uncured failure of the
participating entity to make a timely payment of principal or interest in accordance with the
terms of the instrument. The guarantee will remain in effect until December 31, 2012. In return
for the FDIC’s guarantee, participating institutions will pay the FDIC a fee based on the amount
and maturity of the debt. The Company and the Bank opted to participate in this component of
the Temporary Liquidity Guarantee Program.
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The other component of the program provides full federal deposit insurance coverage
for non-interest bearing transaction deposit accounts, regardless of dollar amount, until June
30, 2010. An annualized 10 basis point assessment on balances in non-interest-bearing
transaction accounts that exceed the existing deposit insurance limit of $250,000 will be
assessed on a quarterly basis to insured depository institutions that have not opted out of this
component of the Temporary Liquidity Guarantee Program. The Bank opted to participate in
this component of the Temporary Liquidity Guarantee Program.

Regulatory Capital Requirements

Federally insured savings institutions, such as Atlantic Coast Bank, are required to
maintain a minimum level of regulatory capital. The OTS has established capital standards,
including a tangible capital requirement, a leverage ratio or core capital requirement and a risk-
based capital requirement applicable to such savings institutions. These capital requirements
must be generally as stringent as the comparable capital requirements for national banks. The
OTS is also authorized to impose capital requirements in excess of these standards on
individual institutions on a case-by-case basis. Atlantic Coast Bank meets the requirements to
be considered adequately capitalized, as well as those required to be well capitalized. The
capital regulations require tangible capital of at least 1.5% of adjusted total assets, as defined by
regulation. Tangible capital generally includes common stockholders’ equity and retained
income, and certain non-cumulative perpetual preferred stock and related income. In addition,
all intangible assets, other than a limited amount of purchased mortgage servicing rights, must
be deducted from tangible capital for calculating compliance with the requirement. At
December 31, 2009, Atlantic Coast Bank had $113,000 of intangible assets, consisting entirely of
net core deposit intangible.

At December 31, 2009, Atlantic Coast Bank had tangible capital of $56.1 million, or 6.2%
of adjusted total assets, which is approximately $42.5 million above the minimum requirement
of 1.5% of adjusted total assets in effect on that date.

The capital standards also require core capital equal to at least 4.0% of adjusted total
assets unless its supervisory condition is such to allow it to maintain a 3.0% ratio. Core capital
generally consists of tangible capital plus certain intangible assets. At December 31, 2009,
Atlantic Coast Bank had $113,000 of intangibles, which were subject to these tests. At December
31, 2009, Atlantic Coast Bank had core capital equal to $55.7 million, or 6.1% of adjusted total
assets, which is $19.5 million above the minimum requirement of 4.0% in effect on that date.

The OTS also requires savings institutions to have core capital equal to 4% of risk-
weighted assets (“Tier 1”7). At December 31, 2009, Atlantic Coast Bank had Tier 1 risk-based
capital of $55.7 million or 10.2% of risk-weighted assets, which is approximately $33.8 million
above the minimum on such date. The OTS also requires savings institutions to have total
capital of at least 8.0% of risk-weighted assets. Total capital consists of core capital as defined
above and supplementary capital. Supplementary capital consists of certain permanent and
maturing capital instruments that do not qualify as core capital and general valuation loan and
lease loss allowances up to a maximum of 1.25% of risk-weighted assets. Supplementary capital
may be used to satisfy the risk-based requirement only to the extent of core capital. The OTS is
also authorized to require a savings institution to maintain an additional amount of total capital
to account for concentration of credit risk and the risk of non-traditional activities.
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In determining the amount of risk-weighted assets, all assets, including certain off-
balance sheet items, will be multiplied by a risk weight, ranging from 0% to 100%, based on the
risk inherent in the type of asset. For example, the OTS has assigned a risk weight of 50% for
prudently underwritten permanent one- to four-family first lien mortgage loans not more than
90 days delinquent and having a loan-to-value ratio of not more than 90% at origination unless
insured to such ratio by an insurer approved by Fannie Mae or Freddie Mac.

On December 31, 2009, Atlantic Coast Bank had total risk-based capital of $62.6 million
and risk-weighted assets of $547.0 million; or total capital of 11.4% of risk-weighted assets. This
amount was $18.8 million above the 8.0% requirement in effect on that date.

The OTS and the FDIC are authorized and, under certain circumstances, required to take
certain actions against savings institutions that fail to meet their capital requirements. The OT5
is generally required to take action to restrict the activities of an “undercapitalized institution,”
which is an institution with less than either a 4.0% core capital ratio, a 4.0% Tier 1 risked-based
capital ratio or an 8.0% risk-based capital ratio. Any such institution must submit a capital
restoration plan and until the plan is approved by the OTS, may not increase its assets, acquire
another institution, establish a branch or engage in any new activities, and generally may not
make capital distributions. The OTS is authorized to impose the additional restrictions that are
applicable to significantly undercapitalized institutions.

As a condition to the approval of the capital restoration plan, any company controlling
an undercapitalized institution must agree that it will enter into a limited capital maintenance
guarantee with respect to the institution’s achievement of its capital requirements.

Any savings institution that fails to comply with its capital plan or has Tier 1 risk-based
or core capital ratios of less than 3.0% or a risk-based capital ratio of less than 6.0% and is
considered “significantly undercapitalized” will be made subject to one or more additional
specified actions and operating restrictions which may cover all aspects of its operations and
may include a forced merger or acquisition of the institution. An institution that becomes
“critically undercapitalized” because it has a tangible capital ratio of 2.0% or less is subject to
further mandatory restrictions on its activities in addition to those applicable to significantly
undercapitalized institutions. In addition, the OTS must appoint a receiver, or conservator with
the concurrence of the FDIC, for a savings institution, with certain limited exceptions, within 90
days after it becomes critically undercapitalized. Any undercapitalized institution is also
subject to the general enforcement authority of the OTS and the FDIC, including the
appointment of a conservator or a receiver.

The OTS is also generally authorized to reclassify an institution into a lower capital
category and impose the restrictions applicable to such category if the institution is engaged in

unsafe or unsound practices or is in an unsafe or unsound condition.

The imposition by the OTS or the FDIC of any of these measures on Atlantic Coast Bank
may have a substantial adverse effect on its operations and profitability.

Limitations on Dividends and Other Capital Distributions
OTS regulations impose various restrictions on savings institutions with respect to their

ability to make distributions of capital, which include dividends, stock redemptions or
repurchases, cash-out mergers and other transactions charged to the capital account.

36



Generally, savings institutions, such as Atlantic Coast Bank, that before and after the
proposed distribution are well-capitalized, may make capital distributions during any calendar
year equal to 100% of reported net income for the year-to-date plus retained net income for the
two preceding years. However, an institution deemed to be in need of more than normal
supervision by the OTS may have its dividend authority restricted by the OTS. Atlantic Coast
Bank may pay dividends to Atlantic Coast Federal Corporation in accordance with this general
authority.

Savings institutions proposing to make any capital distribution need not submit written
notice to the OTS prior to such distribution unless they are a subsidiary of a holding company
or would not remain well capitalized following the distribution. Savings institutions that do
not, or would not meet their current minimum capital requirements following a proposed
capital distribution or propose to exceed these net income limitations, must obtain OTS
approval prior to making such distribution. The OTS may object to the distribution during that
30-day period based on safety and soundness concerns. See “- Regulatory Capital
Requirements.”

Liquidity

All savings institutions, including Atlantic Coast Bank, are required to maintain
sufficient liquidity to ensure a safe and sound operation.

Qualified Thrift Lender Test

All savings institutions, including Atlantic Coast Bank, are required to meet a qualified
thrift lender test to avoid certain restrictions on their operations. This test requires a savings
institution to have at least 65% of its portfolio assets, as defined by regulation, in qualified thrift
investments on a monthly average for nine out of every 12 months on a rolling basis. As an
alternative, the savings institution may maintain 60% of its assets in those assets specified in
Section 7701(a)(19) of the Internal Revenue Code. Under either test, such assets primarily
consist of residential housing related loans and investments. At December 31, 2009, Atlantic
Coast Bank was in compliance with the test.

Any savings institution that fails to meet the qualified thrift lender test must convert to a
national bank charter or become subject to the restrictions applicable to national banks, unless it
re-qualifies as a qualified thrift lender within one year of failure and thereafter remains a
qualified thrift lender. If such an institution has not yet re-qualified or converted to a national
bank, its new investments and activities are limited to those permissible for both a savings
institution and a national bank, and it is limited to national bank branching rights in its home
state. In addition, the institution is immediately ineligible to receive any new FHLB borrowings
and is subject to national bank limits for payment of dividends. If such an institution has not re-
qualified or converted to a national bank within three years after the failure, it must divest of all
investments and cease all activities not permissible for a national bank. If any institution that
fails the qualified thrift lender test is controlled by a holding company, then within one year
after the failure, the holding company must register as a bank holding company and become
subject to all restrictions on bank holding companies.
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Community Reinvestment Act

Under the Community Reinvestment Act, every FDIC-insured institution has a
continuing and affirmative obligation consistent with safe and sound banking practices to help
meet the credit needs of its entire community, including low and moderate income
neighborhoods. The Community Reinvestment Act does not establish specific lending
requirements or programs for financial institutions nor does it limit an institution’s discretion to
develop the types of products and services it believes are best suited to its particular
community, consistent with the Community Reinvestment Act. The Community Reinvestment
Act requires the OTS, in connection with the examination of Atlantic Coast Bank, to assess the
institution’s record of meeting the credit needs of its community and to take such record into
account in its evaluation of certain applications, such as a merger or the establishment of a
branch, by Atlantic Coast Bank. An unsatisfactory rating may be used as the basis for the denial
of an application by the OTS. Due to the heightened attention being given to the Community
Reinvestment Act in the past few years, Atlantic Coast Bank may be required to devote
additional funds for investment and lending in its local community. Atlantic Coast Bank was
examined for Community Reinvestment Act compliance in 2009 and received a rating of
satisfactory in its latest examination.

Transactions with Affiliates

Generally, transactions between a savings institution or its subsidiaries and its affiliates
are required to be on terms as favorable to the institution as transactions with non-affiliates. In
addition, certain of these transactions, such as loans to an affiliate, are restricted to a percentage
of the institution’s capital. Affiliates of Atlantic Coast Bank include Atlantic Coast Federal
Corporation and any company, which is under common control with Atlantic Coast Bank. In
addition, a savings institution may not lend to any affiliate engaged in activities not permissible
for a bank holding company or acquire the securities of most affiliates. The OTS has the
discretion to treat subsidiaries of savings institutions as affiliates on a case-by-case basis.

In addition, the OTS regulations prohibit a savings institution from lending to any of its
affiliates that is engaged in activities that are not permissible for bank holding companies and
from purchasing the securities of any affiliate, other than a subsidiary.

Certain transactions with directors, officers or controlling persons are also subject to
conflict of interest regulations enforced by the OTS. These conflict of interest regulations and
other statutes also impose restrictions on loans to such persons and their related interests.
Among other things, such loans must generally be made on terms substantially the same as for
loans to unaffiliated individuals.

Privacy requirements of the GLBA

The Gramm-Leach-Bliley Act of 1999, provided for sweeping financial modernization
for commercial banks, savings banks, securities firms, insurance companies, and other financial
institutions operating in the United States. Among other provisions, the Gramm-Leach-Bliley
Act places limitations on the sharing of consumer financial information with unaffiliated third
parties. Specifically, the Gramm-Leach-Bliley Act of 1999 requires all financial institutions
offering financial products or services to retail customers to provide such customers with the
financial institutions’ privacy statement and provide such customers the opportunity to “opt
out” of the sharing of personal information with unaffiliated third parties.
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USA PATRIOT Act

The USA PATRIOT Act was signed into law on October 26, 2001. The USA PATRIOT
Act gave the federal government new powers to address terrorist threats through enhanced
domestic security measures, expanded surveillance powers, increased information sharing and
broadened anti-money laundering requirements. The USA PATRIOT Act also requires the
federal banking agencies to take into consideration the effectiveness of controls designed to
combat money laundering activities in determining whether to approve a merger or other
acquisition application of a FDIC insured institution. Accordingly, if the Company engages in a
merger or other acquisition, controls designed to combat money laundering would be
considered as part of the application process. Management has established policies, procedures
and systems designed to comply with these regulations.

Federal Securities Law

The stock of Atlantic Coast Federal Corporation is registered with the Securities and
Exchange Commission (“SEC”) under the Securities Exchange Act of 1934, as amended.
Atlantic Coast Federal Corporation is subject to the information, proxy solicitation, insider
trading restrictions and other requirements of the SEC under the Securities Exchange Act of
1934.

Atlantic Coast Federal Corporation stock held by persons who are affiliates of Atlantic
Coast Federal Corporation may not be resold without registration unless sold in accordance
with certain resale restrictions. Affiliates are generally considered to be officers, directors and
principal stockholders. If Atlantic Coast Federal Corporation meets specified current public
information requirements, each affiliate of Atlantic Coast Federal Corporation will be able to
sell in the public market, without registration, a limited number of shares in any three-month
period.

Sarbanes-Oxley Act of 2002

The Sarbanes-Oxley Act of 2002 was signed into law by President Bush on July 30, 2002,
in response to public concerns regarding corporate accountability in connection with recent
accounting scandals. The stated goals of the Sarbanes-Oxley Act are to increase corporate
responsibility, to provide for enhanced penalties for accounting and auditing improprieties at
publicly traded companies and to protect investors by improving the accuracy and reliability of
corporate disclosures pursuant to the securities laws. The Sarbanes-Oxley Act generally applies
to all companies that file or are required to file periodic reports with the SEC, under the
Securities Exchange Act of 1934, including Atlantic Coast Federal Corporation.

The Sarbanes-Oxley Act mandated additional disclosure requirements and new corporate
governance rules, requires the SEC and securities exchanges to adopt extensive additional disclosure,
corporate governance and other related rules. The Sarbanes-Oxley Act represents significant federal
involvement in matters traditionally left to state regulatory systems, such as the regulation of the
accounting profession, and to state corporate law, such as the relationship between a board of
directors and management and between a board of directors and its committees.
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Federal Reserve System

The Federal Reserve Board requires all depository institutions to maintain non-interest
bearing reserves at specified levels against their transaction accounts, primarily checking, NOW and
Super NOW checking accounts. At December 31, 2009, Atlantic Coast Bank was in compliance with
these reserve requirements.

Federal Home Loan Bank System

Atlantic Coast Bank is a member of the Federal Home Loan Bank of Atlanta, which is one of
12 regional Federal Home Loan Banks that administers the home financing credit function of savings
institutions. Each Federal Home Loan Bank (“FHLB”) serves as a reserve or central bank for its
members within its assigned region. It is funded primarily from proceeds derived from the sale of
consolidated obligations of the FHLB System. It makes loans or advances to members in accordance
with policies and procedures, established by the board of directors of the FHLB, which are subject to
the oversight of the Federal Housing Finance Board. All advances from the FHLB are required to be
fully secured by sufficient collateral as determined by the FHLB. In addition, all long-term advances
are required to provide funds for residential home financing.

As a member, Atlantic Coast Bank is required to purchase and maintain stock in the FHLB of
Atlanta. At December 31, 2009, Atlantic Coast Bank had $10.0 million in FHLB stock, which was in
compliance with this requirement. Atlantic Coast Bank received dividends of $31,000 for the fiscal
year ended December 31, 2009. Over the past two fiscal years such dividends have averaged 1.92%
and were 0.31% for the fiscal year ended December 31, 2009.

Under federal law, the Federal Home Loan Banks are required to provide funds for the
resolution of troubled savings institutions and to contribute to low- and moderately-priced housing
programs through direct loans or interest subsidies on advances targeted for community investment
and low- and moderate-income housing projects. These contributions have affected adversely the
level of FHLB dividends paid and could continue to do so in the future. These contributions could
also have an adverse effect on the value of FHLB stock in the future. A reduction in value of Atlantic
Coast Bank’s FHLB stock may result in a corresponding reduction in Atlantic Coast Bank'’s capital.

Available Information

The Company makes available financial information, news releases and other information on
the Company’s Web site at www.AtlanticCoastBank.net. There is a link to obtain all filings made by
the Company with the Securities and Exchange Commission including the Company’s annual
reports on Form 10-K, current reports on Form 8-K, and any amendments to those reports filed or
furnished pursuant to Section 13(a) or 15(d) of the Securities and Exchange Act of 1934. The reports
or amendments are available free of charge as soon as reasonably practicable after the Company files
such reports and amendments with, or furnishes them to, the Securities and Exchange Commission.
Stockholders of record may also contact Corporate Communications, Inc., 523 Third Avenue South,
Nashville, Tennessee, 37210 or call (615)-254-3376 to obtain a copy of these reports without charge.

Item 1A Risk Factors

Our business, and an investment in the common stock, involves risks. Summarized below are
the risk factors which management believe are material to the business and could negatively affect
operating results, financial condition and the trading value of the common stock. Other risks factors
not currently known to management, or risk factors that are currently deemed to be immaterial or
unlikely, also could adversely affect the business. In assessing the following risk factors, the reader

40



should also refer to the other information contained in this Annual Report on Form 10-K and the
Company’s other filings with the Securities and Exchange Commission.

Risks Relating to the Business

We could record future losses on our holdings of private label securities. In addition, we
may not receive full future interest payments on these securities.

We own private label collateralized mortgage obligations with an amortized cost basis of
$22.1 million and a fair value of $20.5 million at December 31, 2009. The original purchase price
of these securities was $36.5 million. We recognized total other-than-temporary impairment of
$4.5 million for these securities for the year ended December 31, 2009, of which $4.5 million was
credit-related losses recorded through our income statement as a reduction of non-interest
income, and $4,000 was recorded as a decrease to other comprehensive income.

The following table sets forth information with respect to these securities as of December
31, 2009.

At December 31, 2009

(Dollars in Thousands)
Amortized Fair Number of
Cost Value Securities OTTl
Collateralized mortgage obligations - other with OTTI $ 6174  $ 4942 7 % 4,467
Collateralized mortgage obligations - other with no OTTI 15,942 15,551 11 -
Collateralized mortgage obligations - other - Total $ 2116 % 20,493 18 ¢ 4467

The geographic concentration in loans secured by one- to four- family residential real estate
may increase credit losses, which could increase the level of provision for loan losses.

As of December 31, 2009 approximately 64.4% of the Bank’s total loan portfolio was
secured by first or second liens on one- to four-family residential property, primarily in
southeastern Georgia and northeastern Florida. The recent downturn in the local and national
economy, particularly affecting real estate values and employment, could adversely affect the
Bank’s loan customers” ability to repay their loans. In the event the Bank is required to foreclose
on a property securing a mortgage loans or pursue other remedies in order to protect the Bank's
investment, there can be no assurance the Bank will recover funds in an amount equal to any
remaining loan balance as a result of prevailing economic conditions, real estate values and
other factors associated with the ownership of real property. As a result, the market value of
the real estate or other collateral underlying the loans may not, at any given time, be sufficient
to satisfy the outstanding principal amount of the loans. Consequently, the Bank would sustain
loan losses and potentially incur a higher provision for loan loss expense.

The loan portfolio possesses increased risk due to our number of commercial real estate,
commercial business, construction and multi-family loans and consumer loans, which could
increase the level of provision for loan losses.

The Bank’s outstanding commercial real estate, commercial business, construction, multi-
family, and manufactured home, automobile and other consumer loans accounted for approximately
35.6% of the total loan portfolio as of December 31, 2009. Generally, management considers these
types of loans to involve a higher degree of risk compared to first mortgage loans on one- to four-
family, owner occupied residential properties. Historically, these loans have had higher risks than
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loans secured by residential real estate for the following reasons:

o Commercial Real Estate and Commercial Business Loans Repayment is dependent on
income being generated by the rental property or business in amounts sufficient to cover
operating expenses and debt service. This risk has been exacerbated by the extended
recession in commercial real estate and commercial land, particularly in our markets.

o Commercial and Multi-Family Construction Loans Repayment is dependent upon the
completion of the project and income being generated by the rental property or business
in amounts sufficient to cover operating expenses and debt service.

o Single Family Construction Loans Repayment is dependent upon the successful
completion of the project and the ability of the contractor or builder to repay the loan
from the sale of the property or obtaining permanent financing.

e Multi-Family Real Estate Loans Repayment is dependent on income being generated
by the rental property in amounts sufficient to cover operating expenses and debt
service.

e Consumer Loans Consumer loans (such as automobile and manufactured home loans)
are collateralized, if at all, with assets that may not provide an adequate source of
repayment of the loan due to depreciation, damage or loss.

Increased provisions for loan losses would negatively affect the results of operation. For
further information concerning these risks, see Item 1. Business -“Lending Activities” and “-
Asset Quality.”

The loan portfolio possesses increased risk due to portfolio lending during a period of rising
real estate values, high sales volume activity and historically low interest rate environment.

Much of our portfolio lending is in one- to four-family residential properties generally
located throughout southeastern Georgia and northeastern Florida. As a result of lending
during a period of rising real estate values and historically low interest rates, a significant
portion of the loan portfolio is unseasoned and potentially under-collateralized given the recent
significant decline in real estate values. Sufficient time has not elapsed to ascertain the
magnitude of potential losses resulting from lending during a period of intense changes in the
real estate market. Additionally, given the historically low interest rate environment over this
same period, the unseasoned adjustable rate loans have not been subject to an interest rate
environment that causes them to adjust to the maximum level and may involve repayment risks
resulting from potentially increasing payment obligations by borrowers as a result of re-pricing,
At December 31, 2009 there were $302.7 million in adjustable rate loans which made up 48.6% of
the loan portfolio.

If economic conditions continue to deteriorate or the economic recovery remains slow over
an extended period of time in our primary market areas of Jacksonville, Florida and Ware
County, Georgia, our results of operation and financial condition could be adversely
impacted as borrower’s ability to repay loans declines and the value of the collateral securing
the loan decreases.

The Bank’s financial results may be adversely affected by changes in prevailing
economic conditions, including decreases in real estate values, changes in interest rates which
may cause a decrease in interest rate spreads, adverse employment conditions, the monetary
and fiscal policies of the federal and the Georgia and Florida state governments and other
significant external events. The Bank holds approximately 27.5% of the deposits in Ware
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County, the county in which Waycross, Georgia is located. The Bank has approximately 1.06%
of the deposits in the Jacksonville, Florida, metropolitan area. Additionally, the Bank’s market
share of loans in Ware County is significantly greater than its share of the loan market in the
Jacksonville metropolitan area. As a result of the concentration in Ware County, the Bank may
be more susceptible to adverse market conditions in that market. Due to the significant portion
of real estate loans in the loan portfolio, decreases in real estate values could adversely affect the
value of property used as collateral. Adverse changes in the economy may also have a negative
effect on the ability of borrowers to make timely repayments of their loans, which would have
an adverse impact on earnings. The unemployment rate for the Jacksonville, Florida
metropolitan area was an estimated 11.3% as of December 31, 2009. In addition, the Jacksonville
metropolitan area had the 26th highest foreclosure rate of one- to four-family residences in the
United States.

If the allowance for loan losses is not sufficient to cover actual losses, income and capital will
be negatively affected.

In the event loan customers do not repay their loans according to their terms and the
collateral security for the payments of these loans is insufficient to pay any remaining loan
balance, the Bank may experience significant loan losses. Such credit risk is inherent in the
lending business, and failure to adequately assess such credit risk could have a material adverse
affect on the Bank’s financial condition and results of operations. Management makes various
assumptions and judgments about the collectibility of the loan portfolio, including the
creditworthiness of the borrowers and the value of the real estate and other assets serving as
collateral for the repayment of many of the loans. In determining the amount of the allowance
for loan losses, management reviews the loan portfolio and the Bank’s historical loss and
delinquency experience, as well as overall economic conditions. For larger balance non-
homogeneous real estate loans the estimate of impairment is based on the underlying collateral.
If management’s assumptions are incorrect, the allowance for loan losses may be insufficient to
cover probable incurred losses in the loan portfolio, resulting in additions to the allowance. The
allowance for loan losses is also periodically reviewed by the OTS, who may disagree with the
allowance and require the Bank to increase the amount. Additions to the allowance for loans
losses would be made through increased provisions for loan losses and would negatively affect
the bank’s results of operations.

We depend on our management team to implement our business strategy and execute
successful operations and we could be harmed by the loss of their services.

We are dependent upon the services of our senior management team. Our strategy and
operations are directed by the senior management team, approximately one-third of whom
have joined us since 2004 and each of whom has over 10 years of financial institution
experience. Currently, the president and chief executive officer, the chief financial officer, the
chief credit officer and the executive vice president of retail operations have employment
contracts. Any loss of the services of the president and chief executive officer or other members
of the management team could impact our ability to implement our business strategy, and have
a material adverse effect on our results of operations and our ability to compete in our markets.
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Future changes in interest rates could impact our net income.

Net income is the amount by which net interest income and non-interest income exceeds
non-interest expenses and the provision for loan losses. Net interest income makes up a
majority of our income and is based on the difference between:

e interest income earned on interest-earning assets, such as loans and securities; and
o interest expense paid on interest-bearing liabilities, such as deposits and borrowings.

A substantial percentage of our interest-earning assets, such as residential mortgage
loans, have longer maturities than our interest-bearing liabilities, which consist primarily of
certificates of deposit and borrowings. As a result, our net interest income is adversely affected
if the average cost of our interest-bearing liabilities increases more rapidly than the average
yield on our interest-earning assets.

The Federal Reserve Board maintained the federal funds rate at the historically low rate
of 0.25% during 2009. The federal funds rate has a direct correlation to general rates of interest,
including the Bank’s interest-bearing deposits. As explained in more detail in Item 7A of this
Annual Report on Form 10-K, “Quantitative and Qualitative Disclosures about Market Risk,”
the Bank’s mix of asset and liabilities are considered to be sensitive to interest rate changes. In
a low rate environment, the Bank may be susceptible to the payoff or refinance of high rate
mortgage loans that could reduce net interest income. On the other hand, if interest rates rise,
net interest income could be reduced because interest paid on interest-bearing liabilities,
including deposits and borrowings, increases more quickly than interest received on interest-
earning assets, including loans and mortgage-backed and related securities. In addition, rising
interest rates may negatively affect income because higher rates may reduce the demand for
loans and the value of mortgage-related and investment securities. For a further discussion of
how changes in interest rates could impact the Bank, see Item 7 in this Annual Report on Form
10-K, “Management’s Discussion and Analysis of Financial Condition and Results of
Operations.”

The Electronic Funds Transfer (EFT) act, also known as Regulation E, may negatively impact
our non-interest income.

On November 12, 2009 The Federal Reserve Board announced the final rules amending
Regulation E (Reg E) that prohibit financial institutions from charging consumers fees for
paying overdrafts on automated teller machine (ATM) and one-time debit card transactions,
unless a consumer consents to opt-in, to the overdraft service for those types of transactions.
Compliance with this regulation is effective July 1, 2010 for new consumer accounts and August
15, 2010 for existing consumer accounts. The impact of Reg E is unknown at this time, but has
the potential to reduce our non-interest income.

Our operating expenses are high as a percentage of our net interest income and non-interest
income, making it more difficult to maintain profitability.

Our non-interest expense, which consists primarily of the costs associated with
operating our business, represents a high percentage of the income we generate. The cost of
generating our income is measured by our efficiency ratio, which represents non-interest
expense divided by the sum of our net interest income and our non-interest income. Our 2009
efficiency ratio was negatively affected by other-than-temporary impairment losses, losses on
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sale of portfolio loans and losses on sale of foreclosed assets, as well as higher collection
expenses. If we are able to lower our efficiency ratio, our ability to generate income from our
operations will be more effective. For the years ended December 31, 2009 and 2008, our
efficiency ratio was 93.6% and 77.0%, respectively. Generally, this means we spent $0.94 and
$0.77 during 2009 and 2008 to generate $1.00 of income. This reflects a trend where our
efficiency ratio has deteriorated from 63.5% to 93.6% for the eight-year period ended December
31, 2009.

The slowing and uncertain economy has negatively impacted our ability to grow loans in our
primary market area, and combined with strong competition, may further reduce our ability
to obtain loans and also decrease our yield on loans.

We are located in a competitive market that affects our ability to obtain loans through
origination or purchase as well as originating them at rates that provide an attractive yield.
Competition for loans comes principally from mortgage bankers, commercial banks, other thrift
institutions, nationally based homebuilders and credit unions. Internet based lenders have also
become a greater competitive factor in recent years. Such competition for the origination and
purchase of loans may limit future growth and earnings prospects.

Strong Competition In Our Primary Market Area May Reduce Our Ability To Attract And
Retain Deposits And Also Increase Our Cost of Funds.

We operate in a very competitive market for the attraction of deposits, the primary
source of our funding. Historically, our most direct competition for deposits has come from
credit unions, community banks, large commercial banks and thrift institutions within our
primary market areas. In recent years competition has also come from institutions that largely
deliver their services over the internet. Such competitors have the competitive advantage of
lower infrastructure costs. Particularly during times of extremely low or extremely high
interest rates, we have faced significant competition for investors’ funds from short-term money
market securities and other corporate and government securities. During periods of regularly
increasing interest rates, competition for interest-bearing deposits increases as customers,
particularly time deposit customers, tend to move their accounts between competing businesses
to obtain the highest rates in the market. As a result, Atlantic Coast Bank incurs a higher cost of
funds in an effort to attract and retain customer deposits. We strive to grow our lower cost
deposits, such as non-interest-bearing checking accounts, in order to reduce our cost of funds.

Near term economic growth in our Florida market area is likely to be limited.

From 2000 to mid-2007, the Jacksonville metropolitan area had been one of the fastest
growing economies in the United States. Consequently, the area experienced substantial
growth in population, new business formation and public works spending. Due to the
considerable slowing of economic growth and migration into our market area since mid-2007
and the resulting downturn in the real estate market, management believes growth in our
market area will be moderate in the near term. Growth in the first mortgage loan portfolio has
been negatively impacted by a slowing in residential real estate sales activity in our markets. A
decrease in existing and new home sales decreases lending opportunities, and may negatively
affect our income. In addition, the Jacksonville metropolitan area had the 26th highest
foreclosure rate of one- to four-family residences in the United States. Some of our commercial
real estate loans secured by properties in the early stages of development could also be
adversely affected by the downturn in Florida’s real estate market and in general economic
conditions. Further declines in the real estate market could have a significant effect on the
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Florida economy, thus negatively affecting our customer funds on deposit, loan demand and
our branch expansion efforts.

The Bank operates in a highly regulated environment and may be adversely affected by
changes in laws and regulations.

Atlantic Coast Bank is subject to extensive regulation, supervision and examination by
the OTS, its chartering authority, and by the FDIC, which insures Atlantic Coast Bank’s
deposits. As a savings and loan holding company, the Company is subject to regulation and
supervision by the OTS. Such regulation and supervision govern the activities in which
financial institutions and their holding companies may engage and are intended primarily for
the protection of the federal deposit insurance fund and depositors. These regulatory
authorities have extensive discretion in connection with their supervisory and enforcement
activities, including the imposition of restrictions on the operations of financial institutions, the
classification of assets by financial institutions and the adequacy of financial institutions’
allowance for loan losses. Any change in such regulation and oversight, whether in the form of
regulatory policy, regulations, or legislation, could have a material impact on Atlantic Coast
Bank and Atlantic Coast Federal Corporation.

The Bank’s operations are also subject to extensive regulation by other federal, state and
local governmental authorities, and are subject to various laws and judicial and administrative
decisions that impose requirements and restrictions on operations. These laws, rules and
regulations are frequently changed by legislative and regulatory authorities. There can be no
assurance changes to existing laws, rules and regulations, or any other new laws, rules or
regulations, will not be adopted in the future, which could make compliance more difficult or
expensive or otherwise adversely affect the business, financial condition or prospects.

Atlantic Coast Federal Corporation’s expenses will increase as a result of increases in Federal
Deposit Insurance Corporation insurance premiums

On May 22, 2009, the Federal Deposit Insurance Corporation adopted a final rule
levying a five basis point special assessment on each insured depository institution's assets
minus Tier 1 capital as of June 30, 2009. We recorded an expense of $462,000 during the quarter
ended June 30, 2009, to reflect the special assessment. Any further special assessments that the
Federal Deposit Insurance Corporation levies will be recorded as an expense during the
appropriate period. In addition, the Federal Deposit Insurance Corporation increased the
general deposit insurance assessment rate and, therefore, our Federal Deposit Insurance
Corporation general insurance premium expense will increase compared to prior periods.

The Federal Deposit Insurance Corporation also adopted a rule pursuant to which all
insured depository institutions were required to prepay their estimated assessments for the
fourth quarter of 2009, and for all of 2010, 2011 and 2012. The prepayment amount was
collected in December 30, 2009. The assessment rate for the fourth quarter of 2009 and for 2010
is based on each institution’s total base assessment rate for the third quarter of 2009, modified to
assume that the assessment rate in effect on September 30, 2009 had been in effect for the entire
third quarter, and the assessment rate for 2011 and 2012 will be equal to the modified third
quarter assessment rate plus an additional three basis points. In addition, each institution’s
base assessment rate for each period will be calculated using its third quarter assessment base,
adjusted quarterly for an estimated 5% annual growth rate in the assessment base through the
end of 2012. We recorded the pre-payment as a prepaid expense, which will be amortized to
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expense over three years. Based on our deposits and assessment rate as of September 30, 2009,
our prepayment amount was $6,142,000.

Future legislative or regulatory actions responding to financial market weakness could affect
us adversely

There can be no assurance that actions of the United States Congress, the United States
Government, the Federal Reserve and other governmental and regulatory bodies taken for the
purpose of stabilizing the financial markets will achieve the intended effect. In response to the
financial crises affecting the banking system and financial markets, the Emergency Economic
Stabilization Act (“EESA”) was enacted in October 2008 and the United States Treasury
Department has instituted programs under the ESSA designed to purchase assets from, provide
equity capital to, and guarantee the liquidity of the financial services industry. In February
2009, the American Recovery and Reinvestment Act of 2009 was enacted which is intended to
expand and established government spending programs and provide certain tax cuts to
stimulate the economy. The United States Government continues to evaluate and develop
various programs and initiatives designed to stabilize the financial and housing markets and
stimulate the economy, including the recently announced foreclosure prevention program.

The potential exists for additional federal or state laws and regulations regarding
lending and funding practices and liquidity standards and the bank regulatory agencies are
expected to be active in responding to concerns and trends identified in their examination of
regulated financial institutions. Actions taken to date, as well as potential actions, may not have
the intended beneficial effects. In addition, new laws, regulations and other regulatory changes
will likely increase our costs of doing business and regulatory compliance and ultimately affect
our profitability.

Risks Relating to an Investment in Common Stock
Stock price may be volatile due to limited trading volume.

Atlantic Coast Federal Corporation’s common stock is traded on the NASDAQ Global
Market. However, the average daily trading volume in the Stock Company’s common stock is
relatively small, less than approximately 5,547 shares per day in 2009, and sometimes
significantly less than that. As a result, trades involving a relatively small number of shares may
have a significant effect on the market price of the common stock, and it may be difficult for
investors to acquire or dispose of large blocks of stock without significantly affecting the market
price.

Public stockholders own a minority of Atlantic Coast Federal Corporation’s common stock
and will not be able to exercise voting control over most matters put to a vote of
stockholders.

Atlantic Coast Federal Corporation’s holding company, Atlantic Coast Federal, MHC
owned approximately 65.0% of the common stock at December 31, 2009. Directors and
executive officers own or control approximately 7.0% of the common stock. The same directors
and executive officers that manage Atlantic Coast Federal Corporation, also manage Atlantic
Coast Federal, MHC. Public stockholders who are not associated with the MHC or Atlantic
Coast Federal Corporation owned approximately 30.1% of the common stock at December 31,
2009. The Board of Directors of Atlantic Coast Federal, MHC will be able to exercise voting
control over most matters put to a vote of stockholders because the MHC owns a majority of
Atlantic Coast Federal Corporation’s common stock. For example, Atlantic Coast Federal, MHC
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may exercise its voting control to prevent a sale or merger transaction in which stockholders
could receive a premium for their shares or to approve employee benefit plans.

Stock issued pursuant to the exercise of stock options awarded to directors and management
will dilute public stockholder ownership.

Directors and management cutrently hold options to purchase approximately 472,000
shares of common stock, or 3.5% of total common stock outstanding. There are an additional
240,000 shares available for future awards of options under the current stock option plan, or
1.8% of the common stock outstanding. Stock options are paid for by the recipient in an amount
equal to the fair market value of the stock on the date of grant. The payments are not made until
the option is actually exercised by the recipient. The issuance of common stock pursuant to the
exercise of total stock options under the stock option plan will result in the dilution of existing
stockholders voting interests by 5.3% unless shares are repurchased to cover such exercise.

Ability to pay dividends is limited.

Atlantic Coast Federal Corporation’s ability to pay dividends is limited by regulatory
requirements and the need to maintain sufficient consolidated capital to meet the capital needs
of the business, including capital needs related to future growth. The primary source of income
is the payment of dividends from Atlantic Coast Bank to the Stock Company. Atlantic Coast
Bank, in turn, is subject to regulatory requirements potentially limiting its ability to pay such
dividends and by the need to maintain sufficient capital for its operations and obligations.
Thus, there can be no assurance the Company will pay dividends to common stockholders, no
assurance as to the amount or timing of any such dividends, and no assurance such dividends,
if and when paid, will be maintained, at the same level or at all, in future periods. On
September 25, 2009, the Company announced that it had suspended its regular quarterly cash
dividend.

Item 1B Unresolved Staff Comments
None
Item 2 Properties

At December 31, 2009, Atlantic Coast Bank had eleven full-service offices and one drive-
up facility and a leased office space for the Florida regional center. Atlantic Coast Bank owns all
locations except the regional office in Jacksonville, FL and the branch location in Orange Park, FL.
The net book value of the investment in premises, equipment and fixtures, excluding computer
equipment, was approximately $15.3 million at December 31, 2009.

We sold our Lake City, Florida branch in December 2009 due to our assessment the

branch would not achieve a targeted level of profitability within an acceptable timeframe or fit
our market footprint.
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The following table provides a list of the Bank’s main and branch offices.

Ownedor  Lease Expiration Net Book Value
Location Leased Date December 31, 2009
(Dollars in Thousands)
HOME AND EXECUTIVE OFFICE Owned - $1,913
AND MAIN BRANCH

505 Haines Avenue
Waycross, GA 31501

FLORIDA REGIONAL CENTER Leased April 2012 60
12724 Gran Bay Parkway

Suite 150

Jacksonville, FL. 32258

BRANCH OFFICES: Owned -- 125
Drive-up Facility

400 Haines Avenue

Waycross, GA 31501

2110 Memorial Drive Owned -- 558
Waycross, GA 31501

1390 South Gaskin Avenue Owned -- 412
Douglas, GA 31533

213 Hwy 80 West Owned - 273
Garden City, GA 31408

10328 Deerwood Park Blvd. Owned - 1,295
Jacksonville, FL 32256

8048 Normandy Blvd. Owned - 1,041
Jacksonville, FL 32221

1567 Kingsley Avenue Leased January 2018 729
Orange Park, FL 32073

930 University Avenue, North Owned - 1,016
Jacksonville, FL 32211

1700 South Third Street Owned - 1,488
Jacksonville Beach, FL. 32200

1425 Atlantic Blvd. Owned - 3,801
Neptune Beach, FL 32233

2766 Race Track Road Owned - 2,142
Jacksonville, FL. 32259

Management believes the Company’s facilities are suitable for their purpose and
adequate to support its business. Atlantic Coast Bank continuously reviews its branch locations
in order to improve the visibility and accessibility of the Bank’s locations.

Atlantic Coast Bank uses an in-house data processing system, with support provided by
Open Solutions, a third-party vendor to maintain the Company’s database of depositor and
borrower customer information. Atlantic Coast Bank extended the data processing contact with
Open Solutions during 2007 for an additional five year term taking the contract to March 2012.
The net book value of data processing and computer equipment at December 31, 2009, was
approximately $681,000.
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Item 3 Legal Proceedings

From time to time, The Company is involved as plaintiff or defendant in various legal
actions arising in the normal course of business. Management does not anticipate incurring any
material liability as a result of this litigation at December 31, 2009. See Item 7 “Management’s
Discussion and Analysis of Financial Condition and Results of Operations.”

Item 4 Reserved

PARTII

Item 5 Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities

Atlantic Coast Federal Corporation’s common stock is traded on the NASDAQ Global
Market under the symbol “ACFC.” As of March 19, 2010, there were 14,813,469 shares of
common stock issued, with approximately 2,000 stockholders, including approximately 1,100
beneficial owners and other persons or entities holding stock in nominee or “street name”
accounts with brokers.

The Company began paying quarterly dividends in May 2005 using earnings from
investments and un-invested proceeds received from the minority share stock offering
completed on October 4, 2004. On September 25, 2009, the Company announced that it had
suspended its regular quarterly cash dividend. Future dividend payments by Atlantic Coast
Federal Corporation will be primarily dependent on dividends it receives from its subsidiary,
Atlantic Coast Bank. Under OTS regulations, the dollar amount of dividends Atlantic Coast
Bank may pay is dependent upon its capital position and recent earnings. Generally, if Atlantic
Coast Bank satisfies its capital requirements it may make dividend payments up to the limits
prescribed in the OTS regulations. See Business -“How We Are Regulated-Limitations on
Dividends and Other Capital Distributions.” Atlantic Coast Bank may not declare or pay a
dividend on, or repurchase any, of its common stock if the effect thereof would cause the
regulatory capital of the institution to be reduced below the amount prescribed by the OTS for
adequately capitalized institutions.

The following table sets forth the quarterly market price range of, and dividends
declared on, Atlantic Coast Federal Corporation’s common stock for the two years ended
December 31, 2009 and 2008:

High Low Dividends

Fiscal 2009

January 1-March 31 $4.97 $1.75 $0.01
April 1- June 30 3.25 1.87 0.01
July 1- September 30 2.33 1.74 0.00
October 1- December 31 217 1.25 0.00
Fiscal 2008

January 1-March 31 $12.19 $8.10 $0.15
April 1- June 30 9.93 7.30 0.12
July 1- September 30 8.47 4.69 0.11
October 1- December 31 7.89 3.40 0.09
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The table below sets forth information regarding Atlantic Coast Federal Corporation’s
common stock repurchase plan during the fourth quarters of 2009 and 2008.

Maximum
Total Number of Number of Shares
Shares Purchased that May Yet Be
as Part of Publicly Purchased Under
Total Number of Average Price Announced Plans the Plans or
Month ended Shares Purchased Paid per Share or Programs Programs
October 31, 2009 - - - - 172,334
November 30, 2009 - - - 172,334
December 31, 2009 - - - 172,334
Total - - - 172,334
October 31, 2008 12,800 $6.77 12,800 207,117
November 30, 2008 7,300 6.17 7,300 199,817
December 31, 2008 20,083 411 20,083 179,734
Total 40,183 $5.33 40,183 179,734

The table below sets forth information, as of December 31, 2009, regarding equity
compensation plans categorized by those plans that have been approved by stockholders and
those plans that have not been approved by stockholders.

Number of Securities Weighted Average Number of Securities
to be Issued Upon Exercise Price® Remaining Available
Exercise of of Outstanding For Future Issuance
Outstanding Options, Options, Warrants Under Equity
Plan Warrants and Rights® and Rights Compensation Plans®

Equity compensation plans approved

by stockholders 472,345 $13.94 240,482
Equity compensation plans not

approved by stockholders — — —
Total 472,345 $13.94 240,482

(1) Consists of options to purchase 472,345 shares of common stock under the Atlantic Coast Federal
Corporation 2005 Stock Option Plan.

(2) The weighted average exercise price reflects the weighted average exercise price of stock options
awarded from the Atlantic Coast Federal Corporation 2005 Stock Option Plan.

(3) Consists of stock options for 240,482 shares of common stock available to be granted from the
Atlantic Coast Federal Corporation 2005 Stock Option Plan.
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Item 6 Selected Financial Data

The following is a summary of selected consolidated financial data of Atlantic Coast
Federal Corporation at and for the dates indicated. The summary should be read in conjunction
with the consolidated financial statements and accompanying notes to the consolidated
financial statements contained in Item 8 herein.

At December 31,

Selected Consolidated Balance 2009 2008 2007 2006 2005
Sheet Data: (Dollars in Thousands)

Total assets $ 905,561 $ 996,089 $ 931,026 $ 843,079 $ 744,116
Cash and cash equivalents 37,144 34,058 29,310 41,057 37,959
Securities available-for-sale 177,938 147,474 134,216 99,231 71,965
Loans receivable, net 614,371 741,879 703,513 639,517 580,441
FHLB stock 10,023 9,996 9,293 7,948 7,074
Deposits 555,444 624,606 582,730 573,052 516,321
Total borrowings 194,894 184,850 173,000 144,000 129,000
Total stockholders’” equity 56,541 83,960 89,806 91,087 92,917

Years Ended December 31,
Selected Consolidated Statement of 2009 2008 2007 2006 2005

Income Data: (Dollars in Thousands)

Total interest income $ 48,718 $ 55,259 $ 55,509 $ 46,407 $ 37,254
Total interest expense 26,935 32,009 33,123 24,747 17,139

Net interest income 21,783 23,250 22,386 21,660 20,115
Provision for loan losses 24,873 13,948 2,616 475 2,121
Net interest income (loss) after

provision for loan losses (3,090) 9,302 19,770 21,185 17,994
Non-interest income 4,165 10,949 7,173 8,006 7,896
Non-interest expense 24,300 26,329 25,698 21,680 19,575
(Loss) income before income taxes (23,225) 6,078) 1,245 7,511 6,315
Income tax expense (benefit) 6,110 (3,233) 130 2,382 1,290
Net (loss) income $ (29,335) $ (2,845) $ 1,115 $ 5129 $ 5,025
(Loss) earnings per share:

Basic $ (229 $ (022 $ 0.08 $ 038 $ 036
(Loss) earnings per share:

Diluted $ (224 $  (0.22) $ 008 $ 038 $ 036
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Item 6 Selected Financial Data, continued

Selected Consolidated Financial Ratios
and Other Data:

Performance Ratios:

Return (loss) on assets (ratio of net
income to average total assets)

Return (loss) on equity (ratio of net
income to average equity)

Dividend Payout ratio

Interest rate spread information:

Interest rate spread

Net interest margin(l)

Ratio of operating expense to average
total assets

Efficiency ratio®

Ratio of average interest-earning assets
to average interest-bearing liabilities

Asset Quality Ratios:

Non-performing assets to total assets at
end of period

Allowance for loan losses to non-
performing loans

Allowance for loan losses to total loans

Net charge-offs to average outstanding
loans

Non-performing loans to total Loans

Capital Ratios:
Equity to total assets at end of period
Average equity to average assets

Other Data:

Number of full-service offices
Number of loans

Number of deposit accounts

At or For the Year Ended December 31,

2009 2008 2007 2006 2005
B.01)% (0.29)% 0.12% 0.66% 0.71%
(38.40)% (3.22)% 1.22% 5.48% 5.07%
0.9)% (213.6)% 712.5% 110.53% 72.22%
2.14% 221% 2.23% 2.55% 2.62%
2.37% 2.53% 2.67% 2.99% 3.06%
2.34% 2.61% 2.85% 2.78% 2.78%
93.65% 76.99% 86.94% 73.08% 69.88%
107.92% 109.06% 110.96% 113.01% 116.92%
4.44% 2.90% 1.03% 0.40% 0.39%
39.29% 41.50% 82.69% 154.21% 175.36%
2.22% 1.43% 0.92% 0.73% 0.78%
311% 1.35% 0.13% 0.06% 0.27%
5.64% 3.43% 1.11% 0.48% 0.45%
6.24% 8.43% 9.65% 10.80% 2.49%
7.83% 9.03% 10.23% 12.00% 4.07%
11 12 13 13 12
11,094 14,126 14,101 14,679 15,151
39,282 46,148 48,334 49,896 51,738

(1) Net interest income divided by average interest earning assets.

(2) Efficiency ratio represents non-interest expense as a percentage of net interest income plus non-interest

income.
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Item 7 Management’s Discussion and Analysis of Financial Condition and Results of Operations
General

The Bank’s principal business consists of attracting deposits from the general public and the
business community and making loans secured by various types of collateral, including real estate
and other consumer assets. The Bank is significantly affected by prevailing economic conditions,
particularly interest rates, as well as government policies and regulations concerning among other
things, monetary and fiscal affairs, housing and financial institutions. Attracting and maintaining
deposits is influenced by a number of factors, including interest rates paid on competing investments
offered by other financial and non-financial institutions, account maturities, fee structures, and level
of personal income and savings. Lending activities are affected by the demand for funds and thus
are influenced by interest rates, the number and quality of lenders and regional economic growth.
Sources of funds for lending activities of the Bank include deposits, borrowings, payments on loans,
maturities of securities and income provided from operations. Earnings are primarily dependent
upon net interest income, which is the difference between interest income and interest expense and
the provision for loan losses.

Interest income is a function of the balances of loans and investments outstanding during a
given period and the yield earned on such loans and investments. Interest expense is a function of
the amount of deposits and borrowings outstanding during the same period and interest rates paid
on such deposits and borrowings. Provision for loan losses results from actual incurred losses when
loans are charged-off and the collateral is insufficient to recover unpaid amounts, as well as an
allowance for estimated future losses from uncollected loans. Earnings are also affected by the Bank’s
service charges, gains and losses from sales of loans and securities, commission income, interchange
fees, other income, non-interest expenses and income taxes. Non-interest expenses consist of
compensation and benefit expenses, occupancy and equipment costs, data processing costs, FDIC
insurance premiums, outside professional services, interchange fees, advertising expenses, telephone
expense, and other expenses.

Critical Accounting Policies

Certain accounting policies are important to the portrayal of the Company’s financial
condjition, since they require management to make difficult, complex or subjective judgments,
some of which may relate to matters that are inherently uncertain. Estimates associated with
these policies are susceptible to material changes as a result of changes in facts and
circumstances, including, but without limitation, changes in interest rates, performance of the
economy, financial condition of borrowers and laws and regulations. Management believes
that its critical accounting policies include determining the allowance for loan losses,
determining other-than-temporary impairment of securities, the valuation of goodwill and
accounting for deferred income taxes. Accounting policies are discussed in detail in Note 1 of the
Notes to Consolidated Financial Statements included in Item 8.

Allowance for Loan Losses

An allowance for loan losses (“allowance”) is maintained to reflect probable incurred losses
in the loan portfolio. The allowance is based on ongoing assessments of the estimated losses
incurred in the loan portfolio and is established as these losses are recognized through a provision
for loan losses charged to earnings. Generally, loan losses are charged against the allowance when
management believes the uncollectibity of a loan balance is confirmed. Subsequent recoveries, if
any, are credited to the allowance. Due to declining real estate values in our markets and the
deterioration of the United States economy in general, it is increasingly likely that impairment

54



reserves on non-performing collateral dependent loans, particularly one- to four-family
residential loans, will not be recoverable and represent a confirmed loss. As a consequence the
Company recognizes the charge-off of impairment reserves on non-performing one- to four-
family residential loans in the period the loan is classified as such. This process accelerates the
recognition of charge-offs but has no impact on the impairment evaluation process.

The reasonableness of the allowance is reviewed and established by management, within
the context of applicable accounting and regulatory guidelines, based upon its evaluation of then-
existing economic and business conditions affecting the Bank’s key lending areas. Senior credit
officers monitor the conditions discussed above continuously and reviews are conducted quarterly
with the Bank’s senior management and Board of Directors.

Management’s methodology for assessing the reasonableness of the allowance consists of
several key elements, which include a general loss component by type of loan and specific
allowances for identified problem loans. The allowance also incorporates the results of measuring
impaired loans.

The general loss component is calculated by applying loss factors to outstanding loan
balances based on the internal risk evaluation of the loans or pools of loans. Changes to the risk
evaluations relative to both performing and non-performing loans affect the amount of this
component. Loss factors are based on the Bank's recent loss experience, current market conditions
that may impact real estate values within the Bank’s primary lending areas, and on other significant
factors that, in management’s judgment, may affect the ability to collect loans in the portfolio as of
the evaluation date. Other significant factors that exist as of the balance sheet date that may be
considered in determining the adequacy of the allowance include credit quality trends (including
trends in non-performing loans expected to result from existing conditions), collateral values,
geographic foreclosure rates, new and existing home inventories, loan volumes and concentrations,
specific industry conditions within portfolio segments and recent charge-offs experience in
particular segments of the portfolio. The impact of the general loss component on the allowance
began increasing during 2008 and continued to increase during 2009. The increase reflects the
deterioration of market conditions, and the increase in the recent loan experience that has resulted
from management’s proactive approach to charging off losses on impaired loans.

Management also evaluates the allowance for loan losses based on a review of certain large
balance individual loans. This evaluation is inherently subjective as it requires material estimates
including the amounts and timing of future cash flows management expects to receive on impaired
loans that may be susceptible to significant change. For all specifically reviewed loans where it is
probable that the Bank will be unable to collect all amounts due according to the terms of the loan
agreement, impairment is determined by computing a fair value based on either discounted cash
flows using the loan’s initial interest rate or the fair value of the collateral if the loan is collateral
dependent. Large groups of smaller balance homogeneous loans, such as individual consumer and
residential loans are collectively evaluated for impairment and are excluded from the specific
impairment evaluation; for these loans, the allowance for loan losses is calculated in accordance
with the allowance for loan losses policy described above. Accordingly, we do not separately
identify individual consumer and residential loans for impairment disclosures.
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The allowance for loan losses was $13.8 million at December 31, 2009, and $10.6 million
at December 31, 2008. The allowance for loan losses as a percentage of total loans was 2.22% at
December 31, 2009, and 1.43% as of December 31, 2008. The provision for loan losses for each
quarter of 2009 and 2008, and the total for the respective years is as follows:

2009 2008
(In Millions)
First quarter ...........ccccceevennnnn. $ 58 $ 16
Second quarter............cooeunee. 6.2 3.8
Third quarter ........c..cccoennvuenenn. 6.6 3.8
Fourth quarter ............cceoeuneen. 6.3 47
Total ..., $ 249 $ 139

This data demonstrates the manner in which the allowance for loan losses and related
provision expense can change over long-term and short-term periods. Changes in economic
conditions, the nature and size of the loan portfolio and individual borrower conditions can
dramatically impact the required level of allowance for loan losses, particularly for larger
individually evaluated loan relationships, in relatively short periods of time. The allowance for
loan losses allocated to individually evaluated loan relationships was $5.4 million at December
31, 2009 and $3.5 million at December 31, 2008, an increase of $2.1 million, primarily due to a
decline in both real estate values and credit quality. The increase in 2009 primarily reflected the
addition of certain northeast Florida commercial and residential real estate loans. Given the
rapidly changing and uncertain real estate market coupled with changes in borrowers’ financial
condition, weakening of collateral values, and the overall economic conditions, management
anticipates there will continue to be significant changes in individual specific loss allocations in
future periods as these factors are difficult to predict and can vary widely as more information
becomes available or as projected events change.

Fair Value of Securities Available for Sale

Management evaluates securities for other-than-temporary impairment (“OTT1") at least
on a quarterly basis, and more frequently when economic or market conditions warrant such an
evaluation. In determining OTTI, management considers many factors, including: (1) the length
of time and the extent to which the fair value has been less than cost, (2) the financial condition
and near-term prospects of the issuer, (3) whether the market decline was affected by
macroeconomic conditions, and (4) whether the entity has the intent to sell the debt security or
more likely than not will be required to sell the debt security before its anticipated recovery.
The assessment of whether an other-than-temporary decline exists involves a high degree of
subjectivity and judgment and is based on the information available to management at a point
in time.

When OTTI is determined to have occurred, the amount of the OTTI recognized in
earnings depends on whether we intend to sell the security or it is more likely than not that we
will be required to sell the security before recovery of its amortized cost basis, less any current-
period credit loss. If we intend to sell the security or it is more likely than not that we will be
required to sell the security before recovery of its amortized cost basis, less any current-period
credit loss, the OTTI recognized in earnings is equal to the entire difference between its
amortized cost basis and its fair value at the balance sheet date. If we do not intend to sell the
security and it is not more likely than not that we will be required to sell the security before
recovery of its amortized cost basis less any current-period loss, the OTTI is separated into the
amount representing the credit loss and the amount related to all other factors. The amount of
the total related to the credit loss is determined based on the present value of cash flows
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expected to be collected and is recognized as a charge to earnings. The amount of the OTTI
related to other factors is recognized in other comprehensive income, net of applicable taxes.
The previous amortized cost basis less the OTTI recognized in earnings becomes the new
amortized cost basis of the investment. The Company recorded an OTTI charge of $4.5 million
for the year ended December 31, 2009.

Valuation of Goodwill

Goodwill is tested at least annually for impairment, more frequently if events or
circumstances indicate impairment may exist. The recessionary economic conditions have
significantly affected the banking industry in general, and have had an adverse impact on our
financial results. Financial results for 2009 have been negatively impacted by an increase in
credit losses in our loan portfolio, a lower net interest margin due to increased balances of non-
performing loans, recognition of other-than-temporary-impairment (OTTI) on certain of our
available-for-sale securities and higher loan collection expenses. The stock price has continued
to trade at a price below book value since the fourth quarter of 2008. Accordingly, an
assessment of goodwill impairment was performed during the third quarter of 2009 in advance
of the date of normal annual review. Based on the results of that analysis, an impairment
charge of $2.8 million was recorded in the third quarter of 2009, leaving no goodwill on the
balance sheet at December 31, 2009. This non-cash charge had no impact on liquidity, regulatory
capital or its well-capitalized status.

Deferred Income Taxes

After converting to a federally chartered savings association, Atlantic Coast Bank
became a taxable organization. Income tax expense (benefit) is the total of the current year
income tax due or refundable and the change in deferred tax assets and liabilities. Deferred tax
assets and liabilities are the expected future tax amounts for the temporary difference between
carrying amounts and tax basis of assets and liabilities, computed using enacted tax rates and
operating loss carryforwards. The Company’s principal deferred tax assets result from the
allowance for loan losses and operating loss carryforwards. A valuation allowance, if needed,
reduces deferred tax assets to the amount expected to be realized. The Internal Revenue Code
and applicable regulations are subject to interpretation with respect to the determination of the
tax basis of assets and liabilities for credit unions that convert charters and become a taxable
organization. Since Atlantic Coast Bank’s transition to a federally chartered thrift, Atlantic
Coast Federal Corporation has recorded income tax expense based upon management’s
interpretation of the applicable tax regulations. Positions taken by the Company in preparing
our federal and state tax returns are subject to the review of taxing authorities, and the review
by taxing authorities of the positions taken by management could result in a material
adjustment to the financial statements.
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All available evidence, both positive and negative, is considered when determining
whether or not a valuation allowance is necessary to reduce the carrying amount to a balance
that is considered more likely than not to be realized. The determination of the realizability of
deferred tax assets is highly subjective and dependent upon judgment concerning
management’s evaluation of such evidence. Positive evidence considered includes the
probability of achieving forecasted taxable income and the ability to implement tax planning
strategies to accelerate taxable income recognition. Negative evidence includes the Company’s
cumulative losses. Following the initial establishment of a valuation allowance, if the Company
is unable to generate sufficient pre-tax income in future periods or otherwise fails to meet
forecasted operating results, an additional valuation allowance may be required. Any valuation
allowance is required to be recorded during the period identified. As of December 31, 2009, the
Company had a valuation allowance of $16.2 million, or 100% of the net deferred tax asset.

Business Strategy

Overview Our primary objective is to remain an independent, community-oriented
financial institution, serving customers in our primary market areas. The Board of Directors
and management have sought to accomplish this objective through the adoption of a strategy
designed to increase our profitability, preserve our capital position, and improve asset quality.
This strategy, which includes our lending strategy described below, primarily involves: 1.)
maintaining a portfolio of securities with investments, including mortgage-backed securities,
that enable us to balance investment risk, rate of return and liquidity needs; 2.) managing
operating expenses while providing high-quality customer service; 3.) organically originating
loans utilizing conservative underwriting standards; and 4.) capitalizing on the profitability and
growth opportunities in our retail banking network by expanding individual customer
relationships and focusing on targeted market segments. The severe downturn in the economy,
particularly in our markets, has not impacted our long-term strategy, but in the short term we
expect to emphasize capital preservation and liquidity over growth, while looking for
opportunities to reduce our cost structure. To this end, during 2009, the Company suspended
its stock repurchase program in March 2009 strategically reduced assets by selling a branch
outside of our market footprint and selling originated mortgage loans rather than putting them
into our portfolio. Recognizing the limited growth available in the near term we also carried out
a reduction in staff initiative during 2009 and further reduced or amended certain employee
and director benefit programs in order to reduce operating expenses.

Continued emphasis on mortgage lending Consistent with our federal savings bank
charter and the opportunities in our markets, the Bank has historically emphasized one- to four-
family residential mortgage lending. We also originate home equity loans and construction
loans for one- to four-family residences. To a lesser extent, we have also originated other
secured commercial loans (including permanent and construction, commercial real estate and
small business loans) and other types of consumer loans, such as manufactured home and
automobile loans. Until recently, nearly all loans we originated were for portfolio retention.
However during the course of 2008 and 2009 we began to regularly sell originated, conforming
residential loans, both fixed rate and adjustable rate, including the related servicing, to other
" financial institutions in the secondary market for favorable fees. In the latter part of 2009 we
also began a program for warehouse lending where we purchased mortgages originated by
third parties and held them for sale to investors. We expect to continue this practice in the
future, while maintaining our existing mix of portfolio loans.
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Typically the Bank funds loans from deposit growth or, in the case of one- to four-family
residential loans, from long-term debt with the FHLB. These sources of funds will continue to
be the chief sources for funding loans.

Branch network profitability As part of our on-going retail banking strategy, we
evaluate the market potential of each branch and its fitness relative to our retail strategy to
effectively grow individual consumer and business segments. Consistent with our strategy to
profitably grow our retail banking network, we also evaluate other areas within our markets
and consider expansion opportunities by either building or leasing new branch facilities, or
through acquisition from other financial institutions, as well as selling unprofitable branches.
Our recently completed and possible future branch initiatives include:

e Sale of two Florida branches. The Fernandina Beach and Lake City branches were sold in
August 2008 and December 2009, respectively, due to our assessment that these
branches did not achieve a targeted level of profitability within an acceptable timeframe
or fit our market footprint.

e Relocation of our Orange Park, Florida branch office to a newly leased space about one
mile from the current location, which opened January 2008;

Comparison of Financial Condition at December 31, 2009 and December 31, 2008

General Consistent with our short-term business strategy, total assets decreased $90.5
million to $905.6 million at December 31, 2009 as compared to $996.1 million at December 31,
2008. The primary reason for the decline in assets was a decrease in gross loans of $124.3
million, partially offset by higher investments in available for sale securities and cash and cash
equivalents of $3.1 million. Core deposits, defined as all deposits other than certificates, grew
by a combined $9.7 million, but were offset by a decline in time deposits of $78.8 million.
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Following is a summarized comparative balance sheet as of December 31, 2009 and
December 31, 2008:

Increase (decrease)

2009 2008 Dollars Percentage
Assets (Dollars in Thousands)
Cash and cash equivalents $ 37,144 $ 34,058 $ 3,086 9.1%
Securities available for sale 177,938 147,474 30,464 20.7%
Loans 628,181 752,477 (124,296) -16.5%
Allowance for loan losses (13,810) (10,598) (3,212) 30.3%
Loans, net 614,371 741,879 (127,508) -17.2%
Loans held for sale 8,990 736 8,254 1121.5%
Other assets 67,118 71,942 (4,824) -6.7%
Total assets $ 905561 $ 996,089 $ (90,528) -9.1%
Liabilities and stockholders' equity
Deposits
Non-interest bearing $ 34,988 $ 33,192 $ 1,796 5.4%
Interest bearing transaction accounts 79,192 67,714 11,478 17.0%
Savings and money-market 160,784 164,388 (3,604) -2.2%
Time 280,480 359,312 (78,832) -21.9%
Total deposits 555,444 624,606 (69,162) 11.1%
Federal Home Loan Bank advances 182,694 184,850 (2,156) -1.2%
Securities sold under agreement to repurchase 92,800 92,800 - 0.0%
Other borrowings 12,200 - 12,200 -
Accrued expenses and other liabilities 5,882 9,873 (3,991) -40.4%
Total liabilities 849,020 912,129 (63,109) -6.9%
Stockholders' equity 56,541 83,960 (27,419) -32.7%
Total liabilities and stockholders' equity $ 905,561 $ 996,089 $ (90,528) -9.1%

Cash and cash equivalents Cash and cash equivalents are comprised of cash-on-hand
and interest earning and non-interest earning balances held in other depository institutions.
Throughout the course of 2009 cash and cash equivalents remained elevated compared to
previous years due primarily to the liquidity created as a result of the rapid decline in portfolio
loans compared to the pace of decline in total deposits. As opportunities became available
excess cash was invested in short-term cash management accounts at other banks until more
permanent and higher yielding assets were identified. Management expects the balances in cash
and cash equivalents will continue to fluctuate as other interest earning assets mature, but trend
downward as management identifies opportunities to more efficiently deploy cash in longer-
term, but higher yielding investments that fit the Company’s growth and profitability
strategies.

Securities available for sale Securities available for sale is composed principally of debt
securities of U.S. Government-sponsored enterprises, and mortgage-backed securities. The
investment portfolio increased approximately $30.5 million to $177.9 million at December 31,
2009, net of purchases, sales and maturities. Gain on sale of securities available for sale was
approximately $383,000. Expense for other-than-temporary impairment (OTTI) was
approximately $4.5 million in non-interest income, primarily on seven private label mortgage-
backed securities for the twelve months ended December 31, 2009. The table below shows the
cost basis, fair value, number of securities and OTTI recorded for all collateralized mortgage
obligations (CMOs):
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At December 31, 2009

(Dollars in Thousands)

Amortized Fair Number of
Cost Value Securities OTTI
CMOs with OTTI 3 6174 % 4,942 7 % 4,467
CMOs with no OTTI 15,942 15,551 11 -
CMO sTotal $ 22,116 $ 20493 18 $ 4,467

The primary causes for the OTTI were high credit default rates and high loss severity
experienced on certain mezzanine (support) bonds.

As part of our asset and liability management strategy, we leveraged our growth in
securities available for sale via securities sold under agreements to repurchase to take
advantage of favorable interest rate spreads and to reduce overall exposure to interest rate risk.
As a result of the unprecedented decline in interest rates, as well as illiquidity in the mortgage-
backed securities market, coupled with the overall decline in the Bank’s credit quality, the Bank
has been subject to margin and fair value calls from the third party counterparties to the
repurchase agreements which has necessitated the Bank to post additional collateral to cover
the outstanding securities sold under agreements to repurchase positions. Additionally, given
the collateral requirements of these transactions, the current interest rate environment and the
illiquidity in the marketplace, the liquidity of the available for sale securities portfolio is
currently limited. Management will continue to evaluate its options as the economic
environment improves and liquidity returns to the marketplace.

Loans held for sale Real estate mortgages held for sale are comprised entirely of loans
secured by one- to four-family residential homes originated internally or purchased from third-
party originators. As of December 31, 2009, the weighted average number of days outstanding
of real estate mortgages held for sale was 24 days.

During the year ended December 31, 2009 the Company originated a total of $88.0
million of loans, comprised of approximately $62.4 million of loans internally, and purchased
approximately $25.6 million of loans from third parties. The Company intends to continue to
focus on opportunities to grow this line of business in the near future due to its favorable
margins and efficient capital usage.
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Loans Below is a comparative composition of net loans as of December 31, 2009 and
December 31, 2008, excluding real estate mortgages held for sale:

As of December 31, Increase (decrease)
% of total % of total
2009 loans 2008 loans Dollars Percentage

Real estate loans: (Dollars In Thousands)
One-to-four family $ 306,968 493% $ 370,783 499% $ (63,815) -17.2%
Commercial 77,403 12.4% 84,134 11.3% (6,731) -8.0%
Other ( Land & Multi-family) 37,591 6.0% 43,901 5.9% (6,310) -14.4%

Total real estate loans 421,962 67.7% 498,818 67.1% (76,856) -15.4%
Real estate construction loans:
Construction-one-to-four family 4,189 0.7% 8,974 1.2% (4,785) -53.3%
Construction-commercial 8,022 1.3% 10,883 1.5% (2,861) -26.3%
Acquisition & development 3,148 0.5% 5,008 0.7% (1,860) -37.1%

Total real estate construction loans 15,359 2.5% 24,865 3.3% (9,5006) -38.2%
Other loans:
Home equity 93,929 15.1% 107,525 14.5% (13,596) -12.6%
Consumer 73,870 11.9% 87,162 11.7% (13,292) -15.2%
Commercial 17,848 2.9% 25,273 3.4% (7,425) -29.4%

Total other loans 185,647 29.8% 219,960 29.6% (34,313) -15.6%

Total loans 622,968 100% 743,643 100% (120,675) -16.2%
Allowance for loan losses (13,810) (10,598) (3,212) 30.3%
Net deferred loan costs 5,122 8,662 (3,540) -40.9%
Premiums on purchased loans 91 172 (81) -47.1%
Loans, net $ 614,371 $ 741,879 $ (127,508) -17.2%

The composition of the net loan portfolio is heavily weighted toward loans secured by
first mortgages, home equity loans, or second mortgages on one- to four-family residences.
These loan categories represented approximately 64.0% of the total loan portfolio at both
December 31, 2009 and December 31, 2008. Gross portfolio loans declined approximately 16.0%
to $623.0 million at December 31, 2009 as compared to $743.6 million at December 31, 2008, in
large part due to increased payoffs of one- to four-family residential loans in 2009 due to
historically low interest rates combined with weak production. Portfolio loan production has
been negatively impacted by the decline in real estate values, slowing residential real estate
sales activity and the overall depressed economic environment in the Bank’s markets. Total
portfolio loan originations decreased $121.1 million to $38.1 million for the year ended
December 31, 2009 from $159.2 million for the year ended December 31, 2008. Also contributing
to the decline in outstanding balances in 2009 was loans sold as part of the Bank’s capital
preservation strategy. In 2009, the bank sold performing one- to four-family loans totaling $13.0
million and non-performing loans of $3.0 million. In addition total loans of $11.0 million,
principally one- to four-family residential, were included in the Bank’s sale of its Lake City
branch in December 2009.

Until critical economic factors such as unemployment and residential real estate values
stabilize, management believes portfolio loan balances will continue to decline. However, due
to a favorable interest rate environment, production of one- to four-family loans held for sale in
the secondary market is expected to continue its moderate pace. This lending strategy
compliments the Bank’s desire to reduce portfolio loan balances in order to maximize capital
efficiently.
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The Company’s loan portfolio is also heavily weighted in the state of Florida with over
69.0% of one- to four-family residential mortgage loans being secured by properties in Florida.
Georgia represents the second highest concentration with 19.0% of total one- to four-family
mortgage loans. At December 31, 2009, over 64.0% of the Bank’s residential construction loan
portfolio was concentrated in Florida.

Georgia Florida Other States Total
(Dollars in Thousands)
1-4 Family First Mortgages $ 58,664 $ 210,667 $ 37,637 $ 306,968
1-4 Family Second Mortgages 5,482 28,668 3,441 37,591
1-4 Family Construction Loans 1,486 2,703 - 4,189

$ 65,632 $ 242,038 % 41,078 % 348,748

Allowance for Loan Losses Allowance for loan losses was 2.22% and 1.43% of total loans
outstanding at December 31, 2009 and 2008, respectively.
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Allowance for loan losses activity for the year ended December 31, 2009 and 2008 was as
follows:

2009 2008
(Dollars inThousands)
Balance at beginning of period $ 10,598 $ 6,482
Charge-offs:
Real Estate Loans
One-to four-family 8,350 3,514
Commercial 3,822 3,393
Other (Land & Multi-family) 3,605 777
Real Estate Construction Loans
Construction One-to four family 50 336
Construction Commercial - -
Acquistion & Development - -
Other Loans
Home equity 4,715 1,392
Consumer 1,408 1,232
Commercial 590 345
Total charge-offs 22,540 10,989
Recoveries:
Real Estate Loans
One-to four-family 252 25
Commercial - 550
Other (Land & Multi-family) 18 45
Real Estate Construction Loans
Construction One-to four family - -
Construction Commercial - -
Acquistion & Develpoment - -
Other Loans
Home equity 240 3
Consumer 351 533
Commercial 18 1
Total recoveries 879 1,157
Net charge-offs 21,661 9,832
Provision for loan losses 24,873 13,948
Balance at end of period $ 13,810 $ 10,598
Net charge-offs to average loans during this period 3.11% 1.35%
Net charge-offs to average non-performing loans
during this period 60.61% 125.89%
Allowance for loan losses tonon-performing loans 39.29% 41.50%
Allowance as % of total loans (end of period) 222% 1.43%

In general the increase in net charge-offs for the year ended December 31, 2009, as compared
to the same period in 2008, resulted from the impact of the ongoing recession on our borrowers and
reduced real estate collateral values.
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Beginning in 2009, the Company reduced the carrying amount of non-performing one-
to four-family residential loans with a partial charge-off of the expected estimated loss rather
than providing a general allowance; these charge-offs totaled $6.8 million during 2009. These
loans are expected to be resolved with no additional material loss, absent further declines in the
fair value of the collateral, or a decision to sell loans as distressed loans. The increase in home
equity charge-offs was primarily the result of increased delinquencies and deteriorating real
estate collateral values. Combined, commercial and other real estate charge-offs include $6.7
million of charge-offs primarily due to four loans which had $3.3 million of specific allowances
as of December 31, 2008. The remaining amounts charged-off in 2009 and 2008 principally
represent losses on short-sales or foreclosures of one- to four-family residential loans, home
equity and other consumer loans.

Net charge-offs to average outstanding loans was 3.11% in 2009 up from 1.35% for 2008.
Management believes net charge-offs will continue at high levels throughout 2010 in light of
declining real estate values and current credit quality concerns.

The increase in the provision for loan losses in the calendar year 2009 as compared to
2008 was mostly due to residential and home equity charge-offs described above. The increase
in provision expense for specific allowance on non-homogeneous large loans was $1.9 million
and was principally due to the ongoing deterioration of certain commercial loan participations
in the Company's general market area.
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Non-Performing Assets The following table shows non-performing assets and troubled
debt restructurings as of December 31, 2009 and 2008. Non-performing assets include non-accruing
loans and foreclosed assets.

Non-performing assets: December December
2009 2008
(Dollars in Thousands)

Real Estate

One-to-four-family $ 12,343 $ 10,319
Commercial 3,895 5,126
Other 9,638 2,941
Construction - One-to-four-family - 86
Construction - Commercial 4,988 3,169
Construction - Acquisition & Development 404 1,812

Other Loans - Consumer

Home Equity 2,973 1,525
Other 909 387
Commercial - 170
Total non-performing loans ' 35,150 25,535
Foreclosed assets 5,028 3,332
Total non-performing assets $ 40,178 $ 28,867
Total troubled debt restructurings (TDR) $ 22,660 $ 7,004
Total impaired loans (including TDR) $ 44,392 $ 24,476
Non-performing loans to total loans 5.64% 3.43%
Non-performing loans to total assets 3.85% 2.56%
Non-performing assets to total assets 4.44% 2.90%

Non-performing one- to four-family loans grew as of December 31, 2009, as compared to
year end 2008, as significant economic factors such as unemployment, median home prices and
resale activity deteriorated significantly during the year. Unemployment in Florida and
Georgia increased from 7.6% and 7.5%, respectively at December 31, 2008, to 11.5% and 10.3%,
respectively at the end of 2009. The impact of these factors is magnified for non-owner occupied
residential properties, which typically have a higher incidence of default. At December 31, 2009
approximately 29% of the non-performing and 19% of total one- to four-family loans were non-
owner occupied. We expect non-performing one- to four-family loans to remain elevated in the
near term before gradually declining in line with improvements in unemployment and the
stabilization of home prices. As of December 31, 2009 non-performing one- to four-family
residential loans was net of $5.1 million of partial charge-offs, in accordance with Bank policy.
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The increase in other real estate non-performing loans was primarily the result of three
lending relationships. The first loan consists of two parcels, one is light industrial space and the
other is an undeveloped land parcel for multifamily development located in northeast Florida
for which a charge-down of approximately $500,000 has been recorded. The original loan
balance was $4.0 million. The second is a $1.3 million land loan located in northeast Florida
with a specific reserve of $110,000. The third is a $1.2 million loan is located in northeast Florida
with a specific reserve of $204,000. Foreclosure proceedings were started on both of the latter
two loans during 2009. The balance in commercial construction non-performing loans was the
result of one participation lending relationship, a substantially completed condominium and
hotel complex located near Disney World in central Florida that is suffering from the lack of
availability of end-user condominium financing. A specific reserve of $3.3 million has been
established for this $5.0 million loan. The Bank is not the lead lender with respect to this loan.

A comparison of the allowance for loan losses on loans to non-performing loans as of
December 31, 2009 is summarized as follows:

Comparison of Loan Loss Allowance to Non-Performing Loans

December 31, 2009
% of Loan Loss
Non-Performing Amount of Loan Allowance to Non-
Loans Loss Allowance Performing Loans
(Dollars in Thousands)
Real Estate Loans
One-to four-family $ 12,343 $ 3,446 27.92%
Commercial 3,895 575 14.76%
Other (land & multi-family) 9,638 1,305 13.54%
Real Estate Construction
Construction One-to four family - 47 -
Construction Commercial 4,988 3,322 66.60%
Acquistion & Development 404 110 27.23%
Other Loans
Home Equity 2,973 2,240 75.34%
Consumer 909 2,447 269.20%
Commercial - 318 -
Totals $ 35,150 $ 13,810 39.29%

At December 31, 2009, the Bank had no loans delinquent 90 days or more that were accruing
interest. At December 31, 2009 and 2008, loans 90 days or more past due and non-accrual loans
as a percentage of total loans were 5.64% and 3.43% of total assets, respectively. For the year
ended December 31, 2009, contractual gross interest income of $1.4 million would have been
recorded on non-performing loans if those loans had been current. Interest in the amount of
$480,000 was included in income during 2009 on such loans.
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Impaired Loans The following table shows impaired loans split between performing and
non-performing and the associated specific reserve as of December 31, 2009 and 2008.

December 31, 2009 December 31, 2008
Balance Specific Reserve Balance Specific Reserve
(Dollars in Thousands)

Performing loans $ 5711 $ 377 % 4,666 $ 1,737
Non-performing 16,021 4,830 11,492 1,788
TDR-Non-performing 2,722 110 - -
TDR-performing 19,938 81 7,004 -
Total impaired loans ~ $ 44392 $ 5398 §$ 23162 % 3,525

Impaired loans include large non-homogenous loans where it is probable that we will
not receive all principal and interest when contractually due and troubled debt restructurings
(TDR) with borrowers where the Bank has granted a concession to the borrower because of their
financial difficulties.

Impaired loans that were also non-performing increased as described above but
remained relatively constant as a percentage of total non-performing loans at 45.6% at
December 31, 2009, as compared to 45.0% at year end 2008. The increased specific reserve for
non-performing impaired loans reflects the continued weak economy and, as a result,
deterioration of the value of commercial and other real estate collateralizing these loans.

TDRs increased significantly at year end 2009, as compared to the year end 2008 due to
the Bank’s proactive approach to modifying one- to four-family mortgages when a borrower’s
financial circumstances prevented them from performing under the original terms of the loan.
At December 31, 2009, approximately $17.0 million or 79% of the TDR’s were one- to four-
family or consumer loans of which approximately $1.5 million was not performing according to
the restructured terms.

Deferred Income Taxes Before considering the valuation allowance, net deferred tax
assets grew from $8.5 million at year end 2008, to $16.2 million at the end of 2009 due
principally to increased loan charge-offs and higher net operating loss carry forwards. During
the course of 2009, the Company’s analysis of certain tax strategies and forecasted future taxable
income indicated that some or the entire net deferred tax asset was expected to be realized. As
of December 31, 2009, however, the Company has concluded that, while improved operating
results are expected as the economy begins to improve and the Bank’s non-performing assets
decline, the variability of the credit related costs are such that a conclusion of full realization
could no longer be supported. Consequently the Company has established a valuation reserve
of $16.2 million for the full amount of the net federal and state deferred tax assets as of
December 31, 2009. Until such time as the Company determines it is more likely than not that it
is able to generate taxable income no tax benefits will be recorded in future years to reduce net
losses before taxes. However at such time in the future that the Company records taxable
income or determines that realization of the deferred tax asset is more likely than not, some or
all of the valuation allowance is available as a tax benefit.
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Deposits Total deposit account balances were $555.4 million at December 31, 2009, a
decrease of $69.2 million from $624.6 million at December 31, 2008. A significant part of this
decrease resulted from the sale of our Lake City, Florida branch at year end 2009. At the time of
sale the branch had $40.9 million in total deposits, including $20.7 million of time deposits.
Exclusive of the branch sale, time deposits decreased $58.1 million but core deposits increased
$30.0 million as consumers demonstrated a preference for shorter duration, more liquid deposit
products rather than re-investing in time deposits during low interest rate environment. Net of
the branch sale the increase in core deposits occurred as depositors increased their non-interest
bearing demand accounts $4.0 million and also increased their interest bearing demand
accounts $16.2 million. As a part of its capital preservation strategy the Bank intentionally
lowered rates on time deposits in the second half of 2009 in order to reduce those deposits
consistent with loan balances decreases (see comments above under Loans). Management
believes near term deposit growth will be moderate with an emphasis on core deposits to match
asset growth expectations. Dramatic changes in the short-term interest rate environment could
affect the availability of deposits in our local market however and therefore cause the Bank to
promote time deposit growth in order to meet liquidity needs.

Federal Home Loan Bank advances FHLB advances had a weighted-average maturity of
61 months and a weighted-average rate of 3.45% at December 31, 2009. The $2.2 million
decrease in FHLB borrowings at December 31, 2009 as compared to December 31, 2008 was due
to repayments of $67.2 million offset by additional borrowings of $65.0 million. The Company
expects to continue to utilize FHLB advances to manage both short- and long-term liquidity
needs to the extent it has borrowing capacity, needs funding and the interest expense of FHLB
advances is attractive compared to deposits and other alternative sources of funds. However the
amount of the Bank’s borrowing capacity could be impacted by the FHLB-Atlanta’s
announcement in February 2010 that it will begin to determine lendable collateral value on the
basis of current market-value. The decline in the market value of residential real estate in our
primary markets may limit the amount of our future borrowing capacity. In addition, the
Bank’s financial performance in the recent two years may also impact the amount of our
borrowing capacity as the FHLB utilizes risk factors to determine the amount of collateral
requirements for borrowings. Currently Bank management believes the amount of its FHLB
borrowing capacity is a sufficient source of liquidity for future growth.

Other borrowings Other borrowings were $12.2 million at December 31, 2009 as the
Company borrowed $10.0 million from the Federal Reserve Bank in late December 2009 in
conjunction with the sale of our Lake City, Florida branch. This borrowing was repaid in full during
early January 2010. The Company also borrowed $2.2 million from another financial institution
which is secured by shares owned by Atlantic Coast Federal MHC. The entire amount of this loan
was contributed to Atlantic Coast Bank as additional contributed capital.

Securities sold under agreements to repurchase Securities sold under agreements to
repurchase with a carrying value of $92.8 million are secured by mortgage-backed securities as part
of a structured transaction (see Securities Available for Sale) with a carrying amount of $119.9 million
at December 31, 2009, with maturities beginning in January 2014. Beginning in January 2009, the
lender has the option to terminate individual advances in whole the following quarter; there is no
termination penalty if terminated by the lender. There have been no early terminations. At maturity
or termination, the securities underlying the agreements will be returned to the Company.

Depending on the availability of suitable securities and the prevailing interest rates and terms
of alternative source of funds, the Company may continue to use repurchase agreements in the
future to fund growth; however we do not plan to be active in the market in the near term.
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Stockholders’ Equity

Total stockholders’ equity declined from $84.0 million at December 31, 2008 to $56.5 million
at year-end 2009, representing equity to asset ratios of 8.43% and 6.24%, respectively. The change in
stockholders’ equity was principally due to the net loss of $29.3 million for the year ended December
31, 2009.

Stockholders’ equity is also affected by changes in accumulated other comprehensive
income related to unrealized gains on available for sale securities. For the year ended December
31, 2009 this amounted to $456,000. Going forward, management expects changes in interest
rates and market liquidity to continue to cause swings in unrealized gains and losses from
available for sale securities.

During 2009 the Company implemented strategies to preserve capital including the
suspension of cash dividends and its stock repurchase program. Resumption of these programs is
not expected to occur in the near term.

Prior to suspending regular cash dividends, the Company’s board of directors approved the
payment of quarterly cash dividends for the first and second quarters totaling $.02 per share in the
aggregate. Atlantic Coast Federal, MHC which holds 8,728,500 shares, or 65.0% of the Company’s
total outstanding stock at December 31, 2009, waived receipt of the dividend on its owned shares for
each quarter of 2009. Total dividend payments waived by the MHC were $175,000. Management
expects the MHC to waive receipt of payment on future dividends, if any, for its owned shares.

Prior to suspending its stock repurchase plans the Company purchased approximately 7,000
shares in the first quarter of 2009 at an average price of $3.89 per share. Shares repurchased are held
as treasury stock which totaled $19.9 million. At December 31, 2009, approximately 173,000 shares of
common stock remained to be repurchased under a plan approved by the Company’s Board of
Directors in August 2008 and extended in July 2009 prior to suspension.

Atlantic Coast Bank continued to be well in excess of all minimum regulatory capital
requirements, and is considered “well-capitalized” under this requirement. Total risk-based capital
to risk-weighted assets was 11.4%, Tier 1 capital to risk-weighted assets was 10.2%, and Tier 1 capital
to adjusted total assets was 6.1% at December 31, 2009. These ratios as of December 31, 2008 were
11.6%, 10.8% and 7.5%, respectively.

Comparison of Results of Operations for the Years Ended December 31, 2009 and 2008.

General Our net loss for the year ended December 31, 2009, was $29.3 million, as compared
to a net loss of $2.8 million for the year ended December 31, 2008. The increased net loss was
primarily due to significant increases in our provision for loan losses, the establishment of a
100% valuation allowance for federal deferred tax assets, an other-than-temporary impairment
(OTTI) expense for investment securities and a loss from impairment of goodwill which
collectively increased our net loss in 2009 as compared to 2008 by approximately $26.0 million.
The increases to provision for loan losses and the OTTI were directly correlated to the impact of
the severe economic recession on our loan customers and the assets underlying our mortgage-
backed security investments. The resulting impact of these expenses on net earnings led to the
decision that goodwill was impaired and that our deferred tax assets may not be realized from
future taxable income.

70



Net interest income decreased 6.3%, or $1.5 million in the year ended December 31, 2009 to
$21.8 million, as compared to 2008, as the benefits of a reduction in interest expense of $5.1 million
was offset by a decrease in interest income of $6.5 million, as the slight decline in average interest-
earning assets combined with the decrease in the interest yield on such assets exceeded the decrease
in rates paid on higher average interest-bearing liabilities. Based on the geographic concentration
of the Company's loan portfolio in the northeast Florida market, the weakening of specific loan
participations as described under “Non-Performing Assets”, continued industry-wide credit
quality concerns and the rapidly changing and uncertain real estate market conditions, the
provision for loan losses was $24.9 million, an increase of 78.3% from $13.9 million in 2008.
Non-interest income for the year ended December 31, 2009 decreased by 73.6% to $2.7 million, as
compared to $10.1 million in 2008, due primarily to other-than-temporary impairment (OTTI)
charges on available-for-sale securities, a loss on the sale of non-performing loans, and the
receipt last year of certain life insurance proceeds, which were partially offset by a gain on a
cash deposit settlement. Non-interest expense decreased 10.6% to $22.8 million in 2009 from $25.5
million for the year ended December 31, 2008 due to general cost reduction measures during the
year and non-recurring expenses associated with the death of an executive officer in 2008,
which more than offset the impact of a non-cash goodwill write-off during the year. Income tax
expense increased due to a non-cash charge to establish a 100% valuation allowance for the
Company's deferred tax asset.

Average Balances, Net Interest Income, Yields Earned and Rates Paid The table on the
following page sets forth certain information for the years ended December 31, 2009 and 2008. The
average yields and costs are derived by dividing income or expense by the average balance of assets
or liabilities, respectively, for the periods presented.
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Rate/Volume Analysis The following table presents the dollar amount of changes in
interest income and interest expense for major components of interest-earning assets and
interest-bearing liabilities for the year ended December 31, 2009, as compared to 2008. For each
category of interest-earning assets and interest-bearing liabilities, information is provided on
changes attributable to: (1) changes in volume multiplied by the old rate; (2) changes in rate,
which are changes in rate multiplied by the old volume; and (3) changes not solely attributable
to rate or volume have been allocated proportionately to the change due to volume and the
change due to rate.

2009 vs. 2008

Increase/(Decrease) Total
Due to Increase
Volume Rate (Decrease)
INTEREST-EARNING ASSETS (Dollars in Thousands)
Loans receivable $ (1,846) $ (3,813) $ (5,659)
Securites 1,151 (1,168) 17y
Other interest-earning assets 121 (986) (865)
Total interest-earning assets (574) (5,967) (6,541)
INTEREST-BEARING LIABILITIES
Savings deposits 2 3 1
Interest bearing demand accounts 360 (364) 4
Money market accounts 225 (1,899) (1,674)
Time deposits (359) (2,697) (3,056)
Federal Home Loan Bank advances (413) (395) (808)
Other borrowings 10 - 10
Securities sold under agreements to repurchase 129 328 457
Total interest-bearing liabilities (50) (5,024) (5,074)
Net interest income $ (524) $ (943) $ (1,467)
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Interest income Interest income decreased to $48.7 million for the year ended December
31, 2009 from $55.3 million for the year ended December 31, 2008. As shown in the table above
the decrease in interest income for the year ended December 31, 2009, as compared to 2008, was
primarily due to a decrease in rates earned on interest earning assets. This decrease was
principally caused by an increase in non-performing loans and lower rates earned on average
interest-earning assets. Average non-performing loans increased approximately $28.0 million
for the year ended December 31, 2009, as compared to the same period in 2008 reducing interest
income earned on loans by approximately $1.7 million. The remaining decline of interest
income earned on loans was due to payoffs on higher rate one- to four-family loans as
borrowers refinanced at historically low rates. The decrease in average outstanding balances of
one- to four-family real estate loans for the year ended December 31, 2009, as compared to 2008,
accounted for the majority of the total $29.9 million decrease in average loan balances.

As compared to the year ended December 31, 2008, interest earned in 2009 from
securities increased as average outstanding balances grew with liquidity from loan pay-offs,
however, it was offset by decreased rates as investments were principally in lower risk U.S.
government sponsored agencies or mortgage-backed securities.

The decline in interest income from other interest-earning assets was due to lower yields
on these assets, as short-term interest rates declined to historically low levels and the reduction
of $327,000 of FHLB dividends as dividend were paid in only one of four quarters at reduced
rates.

Our interest income could be pressured in the near-term by continued low interest rates
and limited loan growth.

Interest expense Interest expense decreased to $26.9 million for the year ended
December 31, 2009 from $32.0 million for the year ended December 31, 2008. The decrease in
interest expense for the year ended December 31, 2009, as compared to 2008, was primarily due
to lower interest rates paid on average outstanding balances of deposit accounts, FHLB
advances and securities sold under agreements to repurchase, offset set by higher average
balances of these interest-bearing liabilities. During the year ended December 31, 2009, the
Federal Reserve Board maintained the target rate for Federal Funds borrowings at 0.25%. In
general, this has led to rate decreases on interest-bearing deposit accounts in the Bank’s
markets, even as competition for deposits among financial institutions intensified. During 2009
the Company decreased interest rates on its money-market accounts, interest bearing demand
accounts and time deposits. The cost of interest-bearing liabilities declined 63 basis points to
3.16% in 2009 from 3.79% in 2008.

Net interest income Net interest income decreased to $21.8 million for the year ended
December 31, 2009 from $23.3 million for the year ended December 31, 2008, as the decline in
interest income exceeded the decline in interest expense. Net interest spread, which is the
difference between the interest yield earned on interest earning assets and the interest rate paid
on interest bearing liabilities, decreased 7 basis points to 2.14% for the year ended December 31,
2009 as compared to 2.21% for 2008. For the same comparative periods, net interest margin,
which is net interest income expressed as a percentage of average interest earning assets
decreased 16 basis points to 2.37% in 2009 from 2.53% for 2008.
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Provision for loan losses Management assesses the allowance for loan losses on a
quarterly basis and makes provisions for loan losses as necessary in order to maintain the
allowance for loan losses based on all known and inherent losses that are both probable and can
be reasonably estimated. While management uses available information to recognize losses on
loans, future loan loss provisions may necessarily be based on changes in economic conditions
and changes in borrower situations. In addition, various regulatory agencies, as an integral part
of their examination process, periodically review the allowance for loan losses and may require
additional provisions based on their judgment of information available to them at the time of
their examination.

Provision for loan losses of $24.9 million and $13.9 million were made during the years
ended December 31, 2009 and 2008, respectively. The increase in the provision for loan losses
was primarily due to increased charge-offs of residential and other consumer loans reflecting
the impact on consumers of the extended recession evidenced by higher unemployment,
increase foreclosures and declines in the number and average sales price of residential real
estate in our market areas. For the year ended December 31, 2009 net charge-offs were $21.7
million, while for 2008, net charge-offs were $9.8 million of which the increase to residential and
other consumer loans was approximately $7.1 million. See also Item 7- “Management
Discussion and Analysis - Allowance for Loan Loss”.

Non-interest income The components of non-interest income for the years ended
December 31, 2009 and 2008 were as follows:

Increase (decrease)

2009 2008 Dollars Percentage
(Dollars in Thousands)
Service charges and fees $ 4,245 $ 4,871 $ (626) -12.9%
Gain on sale of loans held for sale 708 118 590 500.0%
Loss on sale of loans (1,317) - (1,317) -
Gain on available for sale securities 383 650 (267) -41.1%
Other than temporary impairment loss:
Total impairment loss (4,471) - (4,471) -
Loss recognized in other comprehensive income 4 - 4 -
Net impairment loss recognized in earnings (4,467) - (4,467) -
Interchange fees 916 886 30 3.4%
Bank owned life insurance earnings 632 984 (352) -35.8%
Life insurance proceeds in excess of CSV - 2,634 (2,634) 100.0%
Other 3,065 806 2,259 280.3%
$ 4,165 $ 10,949 $  (6,784) -62.0%

Non-interest income for the year ended December 30, 2009, decreased $6.8 million to
$4.2 million from $10.9 million for 2008, a year which included $2.6 million of life insurance
death proceeds for an executive officer. Under new accounting guidance implemented in the
first quarter of 2009 for measuring impairment of available for sale securities, the Bank
recorded other-than-temporary impairment (OTTI) charges of $4.5 million (See also the Item 7-
Management Discussion and Analysis-Investment Securities). These charges represent credit
losses from our investments in non-agency collateralized mortgage obligations, caused by
defaults and losses on the underlying mortgages. As of December 31, 2009 the Bank held
approximately $22.1 million of non-agency collateralized mortgages. Due to the severe ongoing
economic condition there is no assurance that additional losses may not be incurred in the
future.
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Beginning in 2009 we occasionally sold in bulk non-performing one- to four-family
residential loans through a third party national sales advisor when we believed this approach
would reduce ongoing collection costs and, ultimately, result in the least cost to the Bank. Such
sales resulted in a $1.3 million loss for the year ended December 31, 2009. We may bulk sell
other non-performing mortgages in the future when circumstances indicate this will ultimately
limit cost.

Services charges and fees, which are earned primarily based on transaction services for
deposit account customers, decreased as a result of decreased activity resulting in lower ATM
and check card overdraft fees. The amount of overdraft fees may be impacted in the future as a
result of the recently amended Regulation E which, in part governs check card activity and
takes effect on July 1, 2010 (See Item 1-How We Are Regulated). Due to the complexity involved
in implementation, management can not estimate the impact this new regulation will have on
the Company. Other non-interest income includes a gain of approximately $700,000 on the sale
of the Lake City branch on December 31, 2009 and approximately $2.0 million resulting from a
settlement agreement with an on-going third-party originator whereby the Company assumed
responsibility for credit losses on a pool of loans.

Non-interest expense The components of non-interest expense for the years ended
December 31, 2009 and 2008 were as follows:
Increase (decrease)

2009 2008 Dollars Percentage
(Dollars in Thousands)
Compensation and benefits $ 10,38t $ 12890 $ (2509) -19.5%
Supplemental executive retirement plans $ (2684) $ 851 (3,535) -415.4%
Occupancy and equipment 2,548 2,652 (104) -3.9%
FDIC insurance premiums 1,839 493 1,346 273.0%
Foreclosed assets, net 1,488 815 673 82.6%
Data processing 1,030 1,023 7 0.7%
Outside professional services 1,913 1,889 24 1.3%
Collection expense and repossessed
asset losses 1,193 508 685 134.8%
qudwill impairment 2,811 - 2,811 -
Other 3,781 5,208 (1,427) -27.4%
$ 24300 $ 26329 $ (2,029 -7.7%

Non-interest expense decreased $2.0 million to $24.3 million for the year ended
December 31, 2009 from $26.3 million for the year ended December 31, 2008. The decrease was
primarily due to revision of the Company’s supplemental executive retirement plans (SERP)
resulting in a decrease in expense of $3.5 million as well as lower other compensation and
benefits of $2.5 million as a result of the Company’s initiatives to reduce expenses and increase
efficiencies, which began in the second quarter of 2008, with further steps implemented in late
2008 and early 2009. These reductions in expense were partially offset by the $2.8 million write-
off of the entire amount of the Company’s goodwill. Other components include higher FDIC
insurance premiums as result of the FDIC special assessment in the second quarter 2009 of
$465,000 and higher premium rates. The loss on sale of foreclosed assets was the result of
increased foreclosure activity associated with the continued weakness in the real estate market.
Additionally, legal, collection and administrative expenses increased in conjunction with our
elevated credit issues. Non-interest expense also declined due to the non-recurrence of other
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non-interest expense items in 2008, including the payment of final plan benefits on a deceased
executive of $1.0 million.

Management expects non-interest expenses will not increase in 2010, as a result of the
prior implementation of various cost-cutting initiatives, including a freeze on all employee
salaries for 2010, adjustments to employee benefit plans, a reduction in sales and back-office
support staff, a shift to a more variable compensation cost structure and reduced spending in
non-essential advertising, marketing and facility expenses.

Income tax expense Income tax expense increased to $6.1 million for the year ended
December 31, 2009, from a tax benefit of $3.2 million for 2008. The establishment of a 100%
valuation allowance of approximately $16.2 million during 2009 resulted in a much higher tax
expense than what may be expected based upon our pre-tax loss. The valuation allowance also
caused significant distortion in the effective income tax rate on income before income taxes for
the year ended December 31, 2009, which was 26.3%, compared to 53.2% for 2008. It is
anticipated income tax expense will continue to vary as income before income taxes varies.

Comparison of Results of Operations for the Years Ended December 31, 2008 and 2007.

General Net loss for the year ended December 31, 2008, was $2.8 million, a decrease of $3.9
million from net income of $1.1 million the year ended December 31, 2007. The primary reason for
the net loss was an increase in the provision for loan losses in 2008 due to a decline in credit quality in
our loan portfolio. Net interest income increased 3.9%, or $864,000 in the year ended December 31,
2008 to $23.3 million, as compared to 2007, as interest expense decreased $1.1 million while interest
income declined $250,000, as growth in average interest-earning assets nearly offset the decrease in
the interest yield on such assets, and the decrease in rates paid on average interest-bearing liabilities
exceeded the growth in average interest-bearing liabilities. Based on the geographic concentration
of the Company's loan portfolio in the northeast Florida market, the weakening of specific loan
participations as described under Non-Performing Assets, continued industry-wide credit
quality concerns and the rapidly changing and uncertain real estate market conditions, the
provision for loan losses was $13.9 million, an increase of 433% from $2.6 million in 2007. Non-
interest income for the year ended December 31, 2008 increased by 46.3% to $10.1 million, as
compared to $6.9 million in 2007, due primarily to proceeds from bank-owned life insurance, gain on
the sale of available-for-sale securities and gain on the sale of an under-performing branch office,
offset by losses on the sale of foreclosed assets and the mark-to-market write-down on interest rate
swap agreements. Non-interest expense was unchanged at $25.5 million for the years ended
December 31, 2008 and 2007.

Average Balances, Net Interest Income, Yields Earned and Rates Paid The table on the
following page sets forth certain information for the years ended December 31, 2008 and 2007. The
average yields and costs are derived by dividing income or expense by the average balance of assets
or liabilities, respectively, for the periods presented.
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Rate/Volume Analysis The following table presents the dollar amount of changes in
interest income and interest expense for major components of interest-earning assets and
interest-bearing liabilities as of and for the year ended December 31, 2008, as compared to 2007.
For each category of interest-earning assets and interest-bearing liabilities, information is
provided on changes attributable to: (1) changes in volume multiplied by the old rate; 2
changes in rate, which are changes in rate multiplied by the old volume; and (3) changes not
solely attributable to rate or volume have been allocated proportionately to the change due to
volume and the change due to rate.

2008 vs. 2007

Increase/(Decrease) Total
Due to Increase
Volume Rate (Decrease)
INTEREST-EARNING ASSETS (Dollars in Thousands)
Loans receivable $ 4,116 $ (4,062) $ 54
Securites 1,120 (76) 1,044
Other interest-earning assets (115) (1,233) (1,348)
Total interest-earning assets 5,121 (5,371) (250)
INTEREST-BEARING LIABILITIES
Savings deposits (20) 6) (26)
Interest bearing demand accounts 233 (277) (44)
Money market accounts (951) (2,025) (2,976)
Time deposits 1,601 (1,696) (95)
Federal Home Loan Bank advances 1,765 (842) 923
Securities sold under agreements to repurchase 1,305 (201) 1,104
Total interest-bearing liabilities 3,933 (5,047) (1,114)
Net interest income $ 1,188 $ (324) $ 864
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Interest income Interest income decreased slightly to $55.3 million for the year ended
December 31, 2008 from $55.5 million for the year ended December 31, 2007. As shown in the
table above the decrease in interest income for the year ended December 31, 2008, as compared
to 2007, was due to lower rates earned on average interest-earning assets, which was partially
offset by the growth in the average outstanding balance of interest-earning assets. The growth
in average outstanding balances of consumer, commercial and home equity loans for the year
ended December 31, 2008, as compared to 2007, accounted for the majority of the total $62.1
million in average loan growth. During the same period, the prime rate decreased 400 basis
points from 7.25% to 3.25%, and the amount of non-performing loans increased, both of which
contributed to the decline in the yield on the average balance of interest-earning assets. The
average yield on interest-earning assets declined 61 basis points during 2008.

The growth in interest income from investment securities was primarily due to higher
average balances; the decline in interest income from other interest-earning assets was primarily
due to lower yields on these assets, as short-term interest rates declined to historically low
levels.

Interest expense Interest expense decreased to $32.0 million for the year ended
December 31, 2008 from $33.1 million for the year ended December 31, 2007. The decrease in
interest expense for the year ended December 31, 2008, as compared to 2007, was primarily due
to lower interest rates paid on average outstanding balances of deposit accounts, FHLB
advances and securities sold under agreements to repurchase, offset set by higher average
balances of these interest-bearing liabilities. During the year ended December 31, 2008, the
Federal Reserve Board decreased the target rate for Federal Funds borrowings by 400 basis
points, from 4.25% to 0.25%. In general, this led to rate decreases to interest-bearing deposit
accounts in the Bank’s markets, even as competition for deposits among financial institutions
intensified. The Company decreased interest rates on its money-market accounts, interest
bearing demand accounts and time deposits. The average rate of interest-bearing liabilities
declined 59 basis points to 3.79% in 2008 from 4.38% in 2007.

Net interest income Net interest income increased to $23.3 million for the year ended
December 31, 2008 from $22.4 million for the year ended December 31, 2007, as the decline in
interest expense outpaced the decline in interest income. Net interest spread, which is the
difference between the interest yield earned on interest earning assets and the interest rate paid
on interest bearing liabilities, decreased two basis points to 2.21% for the year ended December
31, 2008 as compared to 2.23% for 2007. For the same comparative periods, net interest margin,
which is net interest income expressed as a percentage of average interest earning assets,
decreased 14 basis points to 2.53% in 2008 from 2.67% for 2007.

Provision for loan losses Management assesses the allowance for loan losses on a
quarterly basis and makes provisions for loan losses as necessary in order to maintain the
allowance for loan losses based on all known and inherent losses that are both probable and can
be reasonably estimated. While management uses available information to recognize losses on
loans, future loan loss provisions may necessarily be based on changes in economic conditions
and changes in borrower situations. In addition, various regulatory agencies, as an integral part
of their examination process, periodically review the allowance for loan losses and may require
additional provisions based on their judgment of information available to them at the time of
their examination.
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The allowance for loan losses is maintained to reflect probable incurred losses in the loan
portfolio. The allowance is based on ongoing assessments of the estimated losses incurred in the
loan portfolio. The general reserve component is calculated by applying loss factors to outstanding
loans based on an internal risk evaluation of both performing and non-performing loans. Loss
factors are based on the Bank’s historical loss experience, current market conditions that may impact
real estate values within the Bank’s primary lending areas, and on other significant factors that, in
management’s judgment, may affect the ability to collect loans in the portfolio as of the evaluation
date. Other significant factors that exist as of the balance sheet date that may be considered in
determining the adequacy of the allowance include credit quality trends (including trends in non-
performing loans expected to result from existing conditions), collateral values, geographic
foreclosure rates, new and existing home inventories, loan volumes and concentrations, specific
industry conditions within portfolio segments and recent loss experience in particular segments of
the portfolio. These factors weighed more prominently in the allowance calculation for 2008 and
management believes this trend will continue.

Provision for loan losses of $13.9 million and $2.6 million were made during the years
ended December 31, 2008 and 2007, respectively. The increase in the provision for loan losses
was primarily due to a decline in credit quality and an increase in net-charge-offs. For the year
ended December 31, 2008 net charge-offs were $9.8 million, while for 2007, net charge-offs were
$839,000. See “Business - Non-Performing Assets”.

Non-interest income The components of non-interest income for the years ended
December 31, 2008 and 2007 were as follows:

Increase (decrease)

2008 2007 Dollars Percentage

(Dollars in Thousands)
Service charges and fees $ 4871 $ 5,251 $ (380) -7.2%
Gain on sale of loans held for sale 118 34 84 247.1%
Loss on sale of loans - - - -
Gain (loss) on available for sale securities 650 (46) 696 -1513.0%
Other than temporary impairment loss: - -
Total impairment loss - - - -
Loss recognized in other comprehensive income - - - -
Net impairment loss recognized in earnings - - - -
Interchange fees 886 897 (11) -1.2%
Bank owned life insurance earnings 984 861 123 14.3%
Life insurance proceeds in excess of CSV 2,634 - 2,634 100.0%
Other 806 176 630 358.0%
$ 10,949 $ 7173 $ 3,776 52.6%

Non-interest income for the year ended December 30, 2008, increased $3.8 million to
$10.9 million from $7.2 million for the year ended December 31, 2007, primarily due to the
receipt of $2.6 million of life insurance benefits related to the death of an executive officer.
Services charges and fees, which are earned primarily based on transaction services for deposit
account customers, decreased as a result of decreased activity resulting in lower ATM and
check card overdraft fees. The gain on available-for-sale securities for the year ended December
31, 2008, was due to restructuring of the securities portfolio to shorten duration and improve
liquidity. The primary components of the increase in other income included a gain on the
previously announced sale of an under-performing branch of $595,000, a gain on
extinguishment of FHLB debt of $303,000, offset by a loss of $314,000 as a result of change in the
mark-to-market on interest rate swap agreements.
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Non-interest expense The components of non-interest expense for the years ended
December 31, 2008 and 2007 were as follows:

Increase (decrease)

2008 2007 Dollars Percentage
(Dollars in Thousands)
Compensation & benefits $ 12,890 $ 11,760 $ 1,130 9.6%
Supplemental executive retirement plans 851 631 220 34.9%
Occupancy and equipment 2,652 2,383 269 11.3%
FDIC insurance premiums 493 457 36 7.9%
Foreclosed assets, net 815 247 568 230.0%
Data processing 1,023 1,136 (113) -9.9%
Outside professional services 1,889 4,066 (2,177) -53.5%
Collection expense and repossessed
asset losses 508 301 207 68.8%
Goodwill impairment - - - -
Other 5,208 4,717 491 10.4%
$ 26329 $ 25698 § 631 2.5%

The increase in compensation and benefit expense for the year ended December 31, 2008,
as compared to 2007, was primarily due to $1.0 million of benefit plans expense associated with
the death of an executive officer, as well as $167,000 of severance expenses related to a reduction
in headcount. Occupancy and equipment charges increased for the year ended December 31,
2008, as compared to 2007, primarily due to higher lease expense associated with the relocation
of an owned branch location to a more attractive leased location. The loss on sale of foreclosed
assets was the result of increased foreclosure activity associated with the continued weakness in
the real estate market. The decreased data processing costs for the year ended December 31,
2008, as compared to 2007, were primarily due to lower depreciation expense. Advertising
expenses for 2008 increased compared to 2007, as the Company was more active in marketing
through various forms of media advertisements. Outside professional services expense
decreased for the year ended December 31, 2008 as compared to 2007, as the Company incurred
$1.8 million of expenses associated with costs incurred as a result of the terminated Second-Step
Conversion offering in 2007 that did not recur in 2008. Other expense increased due to a fraud
loss of $520,000 on a commercial automobile financing account.

Income tax expense Income tax decreased to a benefit of $3.2 million for the year ended
December 31, 2008, from tax expense of $130,000 for 2007. Income tax expense decreased in
2008 as compared to 2007 due to a decrease in income before income tax expense when
comparing the two periods. The effective income tax rate on income before income taxes for the
year ended December 31, 2008, was 53.2%, compared to 10.5% for 2007. The increase in the
effective tax rate was primarily due to a higher proportion of income derived from bank-owned
life insurance, which is not taxable for federal income tax purposes.
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Liquidity

Management maintains a liquidity position it believes will adequately provide funding
for loan demand and deposit run-off that may occur in the normal course of business. Atlantic
Coast Federal Corporation relies on a number of different sources in order to meet its potential
liquidity demands. The primary sources of funds are increases in deposit accounts and cash
flows from loan payments and the securities portfolio. The scheduled amortization of loans and
securities as well as proceeds from borrowings, are predictable sources of funds. Other funding
sources, however, such as deposit inflows, mortgage prepayments and mortgage loan sales are
greatly influenced by market interest rates, economic conditions and competition.

In addition to these primary sources of funds, management has several secondary
sources available to meet potential funding requirements. As of December 31, 2009, and
December 31, 2008 the Company had additional borrowing capacity of $49.0 million and $110.0
million, respectively, with the FHLB of Atlanta. Additionally, the Company had existing lines
of credit available in excess of $7 million with another financial institution. Management
believes Atlantic Coast Federal Corporation’s security portfolio is of investment grade quality
and the securities would therefore be marketable. The Company also can utilize brokers to
obtain certificates of deposits at costs and terms that are comparable to certificate of deposits
originated in its branch network. As of December 31, 2009 and 2008, the Company had $54.7
million and $43.4 million of certificates of deposits obtained through brokers that were
purchased to replace maturing branch originated certificates of deposits or to help meet loan
demands. As of December 31, 2009 and 2008 these certificates of deposits had a weighted
average maturity of 25.2 months and 31.8 months, and a weighted average rate of 3.08% and
4.15%, respectively. In addition, the Company has historically sold mortgage loans in the
secondary market to reduce interest rate risk and to create an additional source of liquidity.

During 2009, cash and cash equivalents increased $3.1 million from $34.1 million as of
December 31, 2008, to $37.1 million as of December 31, 2009. Cash used for operating activities
of $(1.5) million, combined with cash from financing activities of $63.5 million, was more than
cash used for investing activities of $58.9 million. Primary sources of cash were from net
decreases in loans of $79.2 million, proceeds from maturities and payments of available-for-sale
securities of $53.1 million and proceeds from sales of securities available-for-sale of $52.9
million. Primary uses of cash included purchases of available-for-sale securities of $140.5
million, and net decreases in deposits of $69.2 million. In addition, during 2009, the Company
used cash of $29,000 to purchase shares of its common stock to be held as treasury stock and
paid quarterly cash dividends of $89,000 to common stockholders. (See Capital Resources
below.)

During 2008, cash and cash equivalents increased $4.7 million from $29.3 million as of
December 31, 2007, to $34.1 million as of December 31, 2008. Cash used for operating activities
of $12.3 million, combined with cash from financing activities of $63.8 million, was more than
cash used for investing activities of $71.7 million. Primary sources of cash were from net
increases in deposit accounts of $41.9 million, FHLB borrowings of $133.0 million, proceeds
from sale of securities under agreements to repurchase of $14.3 million, proceeds from
maturities and payments of available-for-sale securities of $25.7 million and proceeds from sales
of securities available-for-sale of $82.6 million. The additional borrowings from the FHLB were
used to replace maturing FHLB debt of $121.2 million and fund loan growth. Primary uses of
cash included purchases of available-for-sale securities of $121.6 million, and origination of
loans to be held in portfolio of $57.9 million. In addition, during 2008, the Company used cash
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of $1.8 million to purchase shares of its common stock to be held as treasury stock and paid
quarterly cash dividends of $2.4 million to common stockholders. (See Capital Resources

below)

As of December 31, 2009, management is not aware of any current recommendations by
regulatory authorities, which, if they were implemented, would have or reasonably likely to
have a material adverse affect on the Atlantic Coast Federal Corporation’s liquidity, capital
resources or operations.

Contractual Obligations and Commitments

The following table presents Atlantic Coast Federal Corporation’s longer-term, non-
deposit related, contractual obligations, commitments to extend credit to borrowers and
purchase commitments, in aggregate and by payment due dates.

December 31, 2009
More
Less Than 1 Through 4 Through Than
1 Year 3 Years 5 Years 5 Years Total
(Dollars in Thousands)
FHLB advances $ 25000 $ 23000 $ 30,000 $ 105000 $ 183,000
Operating leases (premises) 293 501 324 532 1,650
Borrowings and operating leases 25,293 23,501 30,324 105,532 184,650
Un-disbursed portion of loans closed 6,025
Unused lines of credit 61,499
Total loan commitments 67,524
Loan purchase commitment -
Security repurchase commitment 92,800 - - - 92,800
Total purchase commitments - - - - -
Total contractual obligations
and loan commitments $ 118,093 $ 23501 $ 30324 $ 105532 $ 344,974

Capital Resources

At December 31, 2009, equity totaled $56.5 million. During 2009 the Company’s Board of
Directors declared regular quarterly dividends totaling $0.02 per common share that were paid
with the proceeds of maturities and payments of available-for-sale securities. Net of dividends
waived by the MHC for its owned shares in the amount of $175,000, the Company’s equity was
reduced $89,000 in 2009 for dividends declared. The Company expects for the near term, that
the MHC will continue to waive receipt of its dividends. The decision to pay dividends in the
future is dependent on operating results, capital and liquidity requirements.

Equity in 2009 was also impacted by common stock repurchase programs. As of
December 31, 2008 the Company held as Treasury stock 1,375,260 shares of common stock at an
average per share cost of $14.47, or $19.9 million. The Company conducted one stock
repurchase program during 2009. As of the end of 2009 execution of the repurchase program
had resulted in the purchase of approximately 230,000 shares of a planned total purchase of
698,000 shares. The Company suspended its repurchase program in March 2009. Initiation of
future share repurchase programs is dependent on liquidity, opportunities for alternative
investments and capital requirements. :
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Management monitors the capital levels of Atlantic Coast Bank to provide for current
and future business opportunities and to meet regulatory guidelines for “well capitalized”
institutions. Atlantic Coast Bank is required by the OTS to meet minimum capital adequacy
requirements. Atlantic Coast Bank’s actual and required levels of capital as reported to the OTS
at December 31, 2009, are as follows:

To Be Well

Capitalized Under

For Capital Prompt Corrective

Actual Adequacy Purposes Action Provisions

Amount Ratio Amount Ratio Amount Ratio

(Dollars in Millions)
As of December 31, 2009

Total capital (to risk-weighted assets) $62.6 11.4% $43.8 8.0% $54.7  10.0%
Tier 1 (core) capital (to risk-weighted

assets) $55.7 10.2% $21.9 4.0% $328  6.0%
Tier 1 (core) capital (to adjusted total

assets) $55.7 6.1% $36.2 4.0% $453  5.0%

At December 31, 2009, Atlantic Coast Bank exceeded all regulatory minimum capital
requirements and is considered to be “well capitalized.” In addition, as of December 31, 2009,
management was not aware of any recommendation by a regulatory authority that, if it were
implemented, would have a material effect on liquidity, capital resources or operations.

Under regulations of the OTS, limitations have been imposed on all “capital
distributions” by savings institutions, including cash dividends. See Business- “How We Are
Regulated-Limitations on Dividends and Capital Distributions.” During 2009 Atlantic Coast
Bank could not declare any dividends without prior approval.

Inflation

. The effects of price changes and inflation can vary substantially for most financial
institutions. While management believes inflation affects the growth of total assets and the
Company’s profitability, it believes it is difficult to assess the overall impact. Management
believes this to be the case due to the fact that generally neither the timing nor the magnitude of
inflationary changes in the consumer price index (“CPI”) coincides with changes in interest
rates. The price of one or more components of the CPI may fluctuate considerably and thereby
influence the overall CPI without having corresponding affect on interest rates or upon the cost
of those goods and services normally purchased by Atlantic Coast Federal Corporation. In years
of high inflation and high interest rates, intermediate and long-term interest rates tend to
increase, thereby adversely impacting the market values of investment securities, mortgage
loans and other long-term fixed rate loans. In addition, higher short-term interest rates caused
by inflation tend to increase the cost of funds. In other years, the opposite may occur.

Future Accounting Pronouncements

See Note 1 of the Consolidated Financial Statements for a discussion of recently issued
or proposed accounting pronouncements.
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Item 7A Quantitative and Qualitative Disclosures about Market Risk

The Company is subject to interest rate risk to the extent that its interest-bearing liabilities,
primarily deposits and FHLB advances, re-price more rapidly or at different rates than its
interest-earning assets. In order to minimize the potential for adverse effects of material
prolonged increases or decreases in interest rates on our results of operations, management has
adopted an asset and liability management policy. The Board of Directors sets the asset and
liability policy for the Company, which is implemented by the Asset/Liability Committee
(“Committee”).

The purpose of this Committee is to communicate, coordinate and control asset/liability
management consistent with our business plan and board approved policies. The Committee
establishes and monitors the volume and mix of assets and funding sources taking into account
relative costs and spreads, interest rate sensitivity and liquidity needs. The objectives are to
manage assets and funding sources to produce results that are consistent with liquidity, capital
adequacy, growth, risk, and profitability goals.

The Committee generally meets at least monthly to review, among other things,
economic conditions and interest rate outlook, current and projected liquidity needs and capital
position, anticipated changes in the volume and mix of assets and liabilities and interest rate
exposure limits versus current projections pursuant to market value of portfolio equity analysis
and income simulations. The Committee recommends appropriate strategy changes based on
this review. The Committee is responsible for reviewing and reporting the effects of the policy
implementations and strategies to the Board of Directors at least quarterly.

A key element of Atlantic Coast Federal Corporation’s asset/liability plan is to protect
net earnings by managing the maturity or re-pricing mismatch between its interest-earning
assets and rate-sensitive liabilities. Historically, the Company has sought to reduce exposure to
its earnings through the use of adjustable rate loans and through the sale of certain fixed rate
loans in the secondary market, and by extending funding maturities through the use of FHLB
advances.

As part of its efforts to monitor and manage interest rate risk, the Company uses a
financial modeling tool that estimates the impact of different interest rate scenarios on the value of
the Company’s equity. This financial modeling tool is referred to as Economic Value of Equity
(“EVE”). In essence, this tool measures the changes in equity due to the impact on net interest
margin, over a five-year horizon, from instantaneous and sustained parallel shifts in the yield
curve, in 100 basis point increments, up 300 basis points and down 300 basis points. Given the
duration of the unusual interest rate environment, the Company currently evaluates only the shift
in yield curve up 300 basis points and down 100 basis points. Management believes the use of
EVE improves the visibility of the effect of current interest rate risk on future earnings under
increasing or decreasing interest rate environments. Accordingly, the Company believes it is in a
better position to be proactive in reducing future interest rate risk through management of the
growth of interest-earning assets and interest-bearing liabilities within a meaningful time horizon.
Also presented, for comparative purposes, is the EVE as of December 31, 2008 considering the
same interest rate changes.
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Economic Value of Equity and Duration of Assets and Liabilities at December 31, 2009

Change in Interest Rate
Decrease Decrease Decrease Increase Increase Increase

3% 2% 1% 1% 2% 3%
Duration of assets(1) - - 4.32 477 4.89 495
Duration of liabilities(1) - - 0.80 0.79 0.79 0.78

Differential in duration - - 3.52 3.98 4.10 417

Amount of change in Economic
Value of Equity(2) - - $ 2,808,000 $ 2,393,000 $ 1,797,000 $ (16,776,000)
Percentage change in Economic
Value of Equity(2) - - 4.50% 3.83% 2.88% -26.87%

Economic Value of Equity and Duration of Assets and Liabilities at December 31, 2008

Change in Interest Rate
Decrease Decrease Decrease Increase Increase Increase

3% 2% 1% 1% 2% 3%
Duration of assets(1) -1.54 1.62 2.26 277 2.89 3.03
Duration of liabilities(1) 248 2.61 3.29 3.06 2.97 2.99

Differential in duration -0.94 -0.99 -1.03 -0.29 -0.08 0.04

Amount of change in Economic
Value of Equity(2) $ (28,240,492) $ (19817,889)  $ (10290360) $ 2823339 $ 1,717281 $  (1,071,59)
Percentage change in Economic
Value of Equity(2) -29.89% -20.98% -10.89% 2.99% 1.82% -1.13%

(1) Expressed as number of years before asset/liability reprices to achieve stated rate of interest rate increase
(2) Represents the cumulative five year pre-tax impact on the Company's equity due to increased or (decreased) net interest
margin

The December 31, 2009 table above indicates that, under any of the interest rate change
scenarios presented, Atlantic Coast Federal Corporation has a positive differential in duration.
Essentially, this means the time it takes for the Company’s assets to re-price for the assumed
interest rate changes is more than the time it takes for the liabilities to re-price for the same
interest rate changes. Accordingly, the Company is considered liability sensitive. For
instantaneous increases in interest rates of 1%, 2% or 3%, the Company’s equity is estimated to
increase (decrease) in value by $2.4 million, $1.8 million and ($16.8) million, respectively.
Conversely, for the assumed instantaneous interest rate decrease of 1%, the Company’s equity
is estimated to increase $2.8 million.

Comparing the December 31, 2009 table to the December 31, 2008 table, during 2009 the
Company became more sensitive to interest rate changes in increasing and decreasing interest
rate scenarios.

In managing its asset/liability mix the Company, depending on the relationship
between long and short-term interest rates, market conditions and consumer preference, may
place somewhat greater emphasis on maximizing its net interest margin than on strictly
matching the interest rate sensitivity of its assets and liabilities. Management believes that the
increased net income which may result from an acceptable mismatch in the actual maturity or
re-pricing of its asset and liability portfolios can, during periods of declining or stable interest
rates, provide sufficient returns to justify the increased exposure to sudden and unexpected
increases in interest rates wh