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July 2010

Dear Shareholder

You are cordially invited to attend the Annual Meeting of Shareholders of Palmetto Bancshares Inc to be

held on August 2010 at 200 p.m Eastern time at The Palmetto Bank Corporate Center 306 East North

Street Greenville South Carolina 29601 Please read the Notice and Proxy Statement of the Annual Meeting of

Shareholders accompanying this letter carefully so that you will know what you are being asked to vote on at the

Annual Meeting of Shareholders and what you will need to do if you want to attend the Annual Meeting of

Shareholders in person

Your vote is extremely important To ensure proper representation of your shares at the Annual Meeting of

Shareholders please vote as soon as possible even if you currently plan to attend the Annual Meeting of

Shareholders This will not prevent you from voting in person but will ensure that your vote will be counted in

the event that you are unable to attend The Notice and Proxy Statement of the Annual Meeting of Shareholders

contain instructions on how you can vote your shares by mail telephone or over the internet

If you need help at the Annual Meeting of Shareholders because of disability please contact us at least one

week in advance of the Annual Meeting of Shareholders at 800 725-2265

From an investor perspective we are very much aware that 2009 was not good year
in terms of

your

investment in the Company The primary factor resulting in our poor 2009 financial results was the credit quality

of our loan portfolio and commercial real estate in particular The recession severely impacted the cash flows

from commercial real estate projects the ability of our borrowers personally to repay their loans and the related

market values of the underlying projects Based primarily on the higher provision for loan losses the Company
incurred net loss in 2009 which was the first annual net loss as far back as the Great Depression in the l930s

As result of our current financial condition on June 10 2010 The Palmetto Bank agreed to the issuance of

Consent Order with the FDIC and the South Carolina State Board of Financial Institutions that among other

matters requires the Bank to achieve and maintain certain minimum capital levels more detailed discussion of

the Consent Order is included in the accompanying proxy statement In addition full copy of the Consent Order

as well as more detailed description of the Consent Order are filed with and included in the Companys Current

Report on Form 8-K that was filed with the SEC on June 11 2010 which is available at www.sec.gov

While clearly disappointed in our 2009 financial results we have made progress on our road to recovery and

are excited about our opportunity to continue the rich legacy of the Company into the future Please know that

creating long-term shareholder value remains critically important element of our corporate mission and we
continue to take decisive actions to generate value for our shareholders and to reposition the Company in the

post-recessionary environment In this regard we have taken action to ensure the future viability of the

Company As previously disclosed by the Company and described in further detail in the accompanying Proxy

Statement we entered into definitive agreements with institutional investors for the private placement of

approximately $103 million of the Companys common stock at $2.60 per share We expect that raising this

capital combined with an improving economy will accelerate our road to recovery and return to profitability in

the post-recession environment

This years Annual Meeting is very important since you will be asked to approve among other things

amendments to the Companys Amended and Restated Articles of Incorporation to increase the number of authorized

shares of our common stock and to reduce the par value of our common stock which are conditions to the closing of

the private placement referenced above and discussed in detail in the accompanying Proxy Statement Your affirmative

vote for these proposals is critically important to the future of the Company The Board of Directors strongly

encourages you to vote in favor of these proposals and the additional proposals included in the Proxy Statement

including the election of directors If you have questions about the proposals or the private placement described herein

please contact one of us



The Board of Directors management team and all employees of the Company continue to work extended

hours and invest themselves in dealing with our issues we are absolutely dedicated to addressing the issues we

face as quickly as possible to return The Palmetto Bank to position of strength Thank you for your loyal

support and patience as we work through this challenging economy and continue our road to recovery

In these times of uncertainty and anxiety we believe it is important to keep you informed about your

Company In 2009 we increased the amount of communication with you and focused on providing transparent

and comprehensive updates Accordingly we will provide additional information about the Company at the

Annual Meeting of Shareholders

On behalf of the Board of Directors and management team thank you our shareholders for your investment

in the Company and your continued loyal support of
your Company

Sincerely

LEON PATrERs0N SAMUEL ERWIN

Chairman of the Board of Directors Chief Executive Officer



PALMETTO BANCSHARES INC

NOTICE OF ANNUAL MEETING OF SHAREHOLDERS
DATE AND TIME Friday August 2010 at 200 p.m Eastern time

PLACE The Palmetto Bank

Corporate Center

306 East North Street

Greenville South Carolina

ITEMS OF BUSINESS Approve an amendment to Article Four of our Amended and Restated Articles of

Incorporation to increase the number of authorized shares of common stock from

25000000 shares to 75000000 shares the Amendment

Approve an amendment to Article Four of our Amended and Restated Articles of

Incorporation to reduce the par value of our common stock from $5.00 per share to $0.01

per
share the Par Value Amendment and together with the Authorized Common Shares

Amendment the Amendments

Elect as directors the nominees named in the accompanying Proxy Statement

Grant the chairperson of the Annual Meeting the authority to adjourn or postpone the

Annual Meeting if necessary in order to solicit additional proxies in the event that there are

not sufficient affirmative votes present at the Annual Meeting to adopt the Amendments or

approve any other matters that may be considered and acted upon at the Meeting and

Consider any other business properly brought before the Annual Meeting of

Shareholders

WHO CAN VOTE You may vote only if you owned shares of common stock at the close of business on June

22 2010

VOTING It is important that your shares be represented and voted at the Annual Meeting of

Shareholders You can vote your shares over the internet by telephone or by mail If you
received paper Proxy Card or voting instruction form by mail you may also vote by

signing dating and returning your Proxy Card or voting instruction form in the envelope

provided Voting in any of these ways will not prevent you from attending or voting your

shares at the Annual Meeting of Shareholders For specific instructions regarding the voting

of
your shares see pages through of accompanying Proxy Statement Please call 800

725-2265 if you need directions to attend the Annual Meeting of Shareholders and vote in

person

MEETING You may attend the Annual Meeting of Shareholders only if you owned shares of our

ADMISSION common stock at the close of business on June 22 2010 If you or your legal proxy holder

plan to attend the Annual Meeting of Shareholders in person you must follow the admission

procedures described beginning on page of the accompanying Proxy Statement If you do

not comply with these procedures you will not be admitted to the Annual Meeting of

Shareholders

INTERNET Important Notice Regarding the Availability of Proxy Materials for the Annual Meeting of

AVAILABILITY OF Shareholders to be held on August 2010 Our 2010 Proxy Statement and Annual Report

PROXY MATERIALS on Form 10-K for the
year

ended December 31 2009 are available at www.cfpproxy.com/

6017

By Order of the Board of Directors

t4fl1etoa
TERESA CRABTREE

Corporate Secretary

This Notice of Annual Meeting of Shareholders and the accompanying Proxy Statement for Annual Meeting of

Shareholders Annual Report on Form 10-K for the year ended December 31 2009 and Proxy Card or voting

instruction form were mailed to you beginning on or about July 2010



PALMETTO BANCSHARES INC
306 EAST NORTH STREET

GREENVILLE SOUTH CAROLINA 29601

PROXY STATEMENT OF ANNUAL MEETING OF SHAREHOLDERS

GENERAL INFORMATION

You are invited to attend Palmetto Bancshares Inc.s 2010 Annual Meeting of Shareholders the Meeting
and are entitled and requested to vote on the items of business described in this Proxy Statement Please read this

Proxy Statement carefully You should consider the information contained in this Proxy Statement when deciding

how to vote your shares at the Meeting In this Proxy Statement we refer to the Notice of Annual Meeting of

Shareholders this Proxy Statement our Annual Report on Form 10-K for the year ended December 31 2009
and the Proxy Card or voting instruction form as our Proxy Materials

In this Proxy Statement we use terms such as we us our and the Company to refer to Palmetto

Bancshares Inc and its subsidiary We also sometimes refer to the Board of Directors of Palmetto Bancshares

Inc and its subsidiary as the Board Additionally we use terms such as you and your to refer to our

shareholders

INFORMATION ABOUT THE PROXY MATERIALS

Why did receive the Proxy Materials

We have made the Proxy Materials available to you by mail because the Board is soliciting your proxy to

vote your shares of our common stock at the Meeting to be held on Friday August 2010 or at any

adjoumments or postponements of this Meeting The Proxy Materials were mailed to you beginning on or about

July 2010

What is proxy

The Board is asking you to give us your proxy Giving us your proxy means that you authorize another

person or persons to vote your shares of our common stock at the Meeting in the manner you direct The written

document you complete to designate someone as your proxy is usually called Proxy Card or voting

instruction form depending on how the ownership of your shares is reflected in our records If you are the record

holder of your shares Proxy Card is the document used to designate your proxy to vote your shares If you

hold your shares in street name voting instruction form is the document used to designate your proxy to vote

your shares In this Proxy Statement the term Proxy Card means the proxy card voting instruction form and

the voting instruction form and
proxy

card unless otherwise indicated

Any record shareholder returning the accompanying proxy may revoke such proxy at any time prior to its

exercise by giving written notice to the Company of such revocation by voting in person at the Meeting

or by executing and delivering to the Company later dated proxy Attendance at the Meeting will not in

itself constitute revocation of proxy Any written notice or proxy revoking proxy should be sent to Palmetto

Bancshares Inc 306 East North Street Greenville South Carolina 29601 Attention Investor Communications

Written notice of revocation or delivery of later dated proxy will be effective upon receipt thereof by the

Company



What is the difference between holding shares as record holder and in street name

Record Holders If your shares of common stock are registered directly in your name on our

stock records you are considered the shareholder of record or the

record holder of those shares As the record holder you have the right to

vote your shares in person or by proxy at the Meeting

Street Name Holders If your shares of common stock are held in an account at brokerage firm

bank or other similar entity then you are the beneficial owner of shares

held in street name The entity holding your account is considered the

record holder for purposes of voting at the Meeting As the beneficial

owner you have the right to direct this entity on how to vote the shares

held in your account However as described below you may not vote

these shares in person at the Meeting unless you obtain legal proxy
from

the entity that holds your shares giving you the right to vote the shares at

the Meeting

What is householding

The Securities and Exchange Commission SEC rules allow single copy of the Proxy Materials to be

delivered to multiple shareholders sharing the same address and last name or who we reasonably believe are

members of the same family and who consent to receive single copy of these materials in manner provided by

these rules This practice is referred to as householding and can result in significant savings of paper and

mailing costs

Only one copy of our Proxy Materials is being delivered to two or more shareholders who share an address

Shareholders sharing an address should contact us via telephone at 800 725-2265 through e-mail at

bankinfo@palmettobank.com or by sending written correspondence to 306 East North Street Greenville South

Carolina 29601 Attention Investor Communications if they now receive multiple copies of our Proxy

Materials or notices and wish to receive only one copy of these materials per household in the future or

single copy of our Proxy Materials or notices and wish to receive separate copies of these materials in the future

Additional copies of our Proxy Materials are available upon request by contacting us through the same means

Who pays the cost of soliciting proxies

We pay the cost of soliciting proxies We have not retained proxy solicitation firm to help us solicit

proxies although if we elect to do so we will pay reasonable expenses and charges of such third parties for their

services Executive officers and members of the Board may also solicit proxies for us by mail telephone fax

email or in person We will not pay our executive officers or directors any extra amounts for soliciting proxies

We may upon request reimburse brokerage firms banks or similarentities representing street name holders for

their expenses in forwarding the Proxy Materials to their customers who are street name holders and obtaining

their voting instructions

INFORMATION ABOUT THE MEETING

What will be voting on at the Meeting

This year you will be asked to vote on the following items of business

Item An amendment to Article Four of our Amended and Restated Articles of Incorporation to

increase the number of authorized shares of common stock from 25000000 shares to 75000000

shares the Authorized Common Shares Amendment



Item An amendment to Article Four of our Amended and Restated Articles of Incorporation to

reduce the
par

value of our common stock from $5.00 per share to $0.01 per share the Par Value

Amendment and together with the Authorized Common Shares Amendment the Amendments

Item The election of the director nominees named in this Proxy Statement and

Item grant of authority to the chairperson of the Meeting to adjourn or postpone the Meeting if

necessary in order to solicit additional proxies in the event that there are not sufficient affirmative

votes present at the Meeting to adopt the Amendments or approve any other matters that may be

considered and acted upon at the Meeting

We anticipate that shareholders will vote at the Meeting only on the items listed above However if
any

other business properly comes before the Meeting the persons named as proxies for shareholders will vote on

those matters in manner they consider appropriate

How does the Board recommend vote

For the reasons set forth in more detail later in this Proxy Statement the Board recommends you vote

FOR Item the Authorized Common Shares Amendment to Article Four of our Amended and

Restated Articles of Incorporation

FOR Item the Par Value Amendment to Article Four of our Amended and Restated Articles of

Incorporation

FOR Item all the nominees for directors named in this Proxy Statement and

FOR Item the grant of authority to the chairperson of the Meeting to adjourn or postpone the

Meeting if necessary in order to solicit additional proxies in the event that there are not sufficient

affirmative votes present at the Meeting to adopt the Amendments or approve any other matters that

may be considered and acted upon at the Meeting

Who can vote at the Meeting

We are required under South Carolina law to establish record date for the Meeting so we can determine which

shareholders are entitled to notice of and to vote at the Meeting The Board has determined that the record date for

the Meeting is June 22 2010 Shareholders who owned shares of our common stock as of the close of business on

that date can vote at the Meeting On that date we had 6495130 shares of common stock outstanding and entitled to

vote Each share of common stock outstanding on the record date is entitled to one vote on each of the seven director

nominees and one vote on each other items to be voted on at the Meeting There is no cumulative voting

How do vote if dont attend the Meeting

If you do not attend the meeting you may vote by proxy using your Proxy Card over the internet or by

telephone each as described below If you received more than one Proxy Card this means you hold shares of our

common stock in more than one account You must complete sign date and return each Proxy Card or vote all

shares over the internet or by telephone for each of your accounts If you vote over the internet or by telephone

you should not mail back
any Proxy Card you received

If you vote using one of the methods described below you will he designating Leon Patterson and Teresa

Crabtree as your proxies to vote your shares as you instruct If you sign and return your Proxy Card or vote

over the internet or by telephone without giving specific voting instructions these individuals will vote your

shares by following the Boards recommendations If any other business properly comes before the Meeting

these individuals will vote on those matters in manner they consider appropriate



Registered Holder You dont have to attend the Meeting to vote The Board is soliciting proxies so that you

can vote before the Meeting Even if you currently plan to attend the Meeting we recommend that you vote by

proxy before the Meeting so that your vote will be counted if you later decide not to attend If you are the record

holder of your shares there are three ways you can vote by proxy

By Internet You may vote over the internet by going to https//www.proxyvotenow.comlplmt

and following the instructions when prompted

By Telephone You may vote by telephone by calling 1-866-209-1657

By Mail You may vote by completing signing dating and returning the Proxy Card you
received in the mail

Street Holder If your shares are held in street name you may vote your shares before the Meeting by mail

by completing signing and returning the voting instruction form you received from your brokerage firm bank

or other similar entity You should check your voting instruction form to see if any alternative method such as

internet or telephone voting is available to you

Can vote in person at the Meeting

Yes If you are shareholder of record on the record date you can vote your
shares of common stock in

person at the Meeting If your shares are held in street name you may vote your
shares in

person only if you have

legal proxy from the entity that holds your shares giving you the right to vote the shares legal proxy is

written document from
your brokerage firm or bank authorizing you to vote the shares it holds for you in its

name If you attend the Meeting and vote your shares by ballot your vote at the Meeting will revoke any vote

you submitted previously over the internet by telephone or by mail Even if you currently plan to attend the

Meeting we recommend that you also vote by proxy as described above so that your vote will be counted if you

later decide not to attend the Meeting

May change my vote

Yes If you are the record holder of the shares you may change your vote by

Submitting timely written notice of revocation to our Corporate Secretary Teresa Crabtree at 306

East North Street Greenville South Carolina at any time prior to the vote at the Meeting

If you previously completed and returned Proxy Card submitting new Proxy Card with later date

and returning it prior to the vote at the Meeting

If you voted over the internet or by telephone voting again over the internet or by telephone by the

applicable deadline described below or

Attending the Meeting in person and voting your shares by ballot at the Meeting

If your shares are held in street name you may change your vote by submitting new voting instructions to

your brokerage firm bank or other similar entity or if you have obtained legal proxy from your brokerage

firm bank or other similar entity giving you the right to vote your shares you may change your vote by

attending the Meeting and voting in person

What is the deadline for voting

If you are the record holder of the shares you may vote by mail at any time prior to the Meeting as long as

we are able to receive your proxy through the mail by the day of the Meeting In addition as record holder you

may vote by internet or phone until 300 a.m Eastern time on August 2010 If your shares are held in street

name you must vote your shares in accordance with the voting instruction form by the deadline set by your

brokerage firm bank or other similarentity



Are there any rules regarding admission to the Meeting

Yes You are entitled to attend the Meeting only if you were or you hold valid legal proxy naming you to

act for one of our shareholders on the record date In order to be admitted to the Meeting we may confirm

Your identity by reviewing valid form of photo identification such as drivers license and or

You were or are validly acting for shareholder of record on the record date by

Verifying your name and stock ownership against our list of registered shareholders if you are the

record holder of
your shares

Reviewing other evidence of your stock ownership such as your most recent brokerage or bank

statement if you hold your shares in street name or

Reviewing written proxy that shows your name and is signed by the shareholder you are

representing in which case either the shareholder must be registered shareholder or you must

have brokerage or bank statement for that shareholder as described above

What is broker nonvote

Brokers are members of the New York Stock Exchange the NYSE which allows its member-brokers to

vote shares held by them for their customers on matters the NYSE determines are routine even though the

brokers have not received voting instructions from their customers If the NYSE does not consider matter

routine then your
broker is prohibited from voting your

shares on the matter unless you have given voting

instructions on that matter to your broker This is referred to as broker nonvote

Because the NYSE does not consider the Amendments to the Companys Amended and Restated

Articles of Incorporation to increase the number of authorized common stock shares from 25000000 to

75000000 and to reduce the par value of our common stock from $5.00 per share to $0.01 per share to be

routine matters it is important that you provide instructions to your broker if your shares are held by

broker so that your vote with respect to these matters is counted In addition unlike previous years the

NYSE no longer considers the election of directors to be routine Therefore brokers holding shares for

their customers will not have the ability to cast votes with respect to these matters unless they have

received instructions from their customers It is important therefore that you provide instructions to your

broker if your shares are held by broker so that your vote with respect to these matters is counted Your

broker will need to return Proxy Card without voting on these nonroutine matters if you do not give

voting instructions with respect to these matters

How many votes must be present to hold the Meeting

quorum must be present before we can conduct any business at the Meeting This means we need the

holders of majority of the outstanding shares of common stock entitled to vote at the Meeting as of the record

date to be present in
person or represented by proxy at the Meeting We

urge you to vote promptly by proxy even

if you plan to attend the Meeting so that we will know as soon as possible that enough shares will be present for

us to hold the Meeting Solely for
purposes of determining whether we have quorum we will count

Shares present in
person or by proxy

and voting

Shares present in person and not voting and

Shares for which we have received proxies but for which shareholders have abstained from voting or

that represent broker nonvotes

If quorum is not present or represented at the Meeting the shareholders entitled to vote present in person

or represented by proxy have the power to adjourn the meeting from time to time until quorum is present or

represented Upon the establishment of quorum if the shareholders approve Item then the chairperson of the



Meeting will have the authority to adjourn the meeting at his discretion including if necessary to solicit

additional proxies in the event that there are not sufficient affirmative votes at the time of the Meeting to adopt

the Amendments or approve any other matters that may be considered and acted upon at the Meeting If any such

adjournment is for period of less than 30 days no notice other than an announcement at the Meeting will be

given of the adjournment If the adjournment is for 30 days or more notice of the adjourned meeting will be

given in accordance with the Companys bylaws Directors officers and regular employees of the Company may
solicit proxies for the reconvened meeting in

person or by mail telephone or other means At
any

such

reconvened meeting at which quorum is present or represented any business may be transacted that might have

been transacted at the meeting as originally noticed Once quorum has been established it will not be destroyed

by the departure of shares prior to the adjournment of the Meeting

What vote is required to approve each item of business

Item Approval of the Authorized Common Shares Amendment to the Amended and Restated

Articles of Incorporation Under South Carolina law approval of the Authorized Common Shares

Amendment will require the affirmative vote of two-thirds of our outstanding common stock as of the

record date or at least 4330082 shares Our directors and executive officers own approximately

14.6% of our outstanding shares and they have agreed to vote their shares FOR the Authorized

Common Shares Amendment

Item Approval of the Par Value Amendment to the Amended and Restated Articles of

Incorporation Under South Carolina law approval of the Par Value Amendment will require the

affirmative vote of two-thirds of our outstanding common stock as of the record date or at least

4330082 shares Our directors and executive officers own approximately 14.6% of our outstanding

shares and they have agreed to vote their shares FOR the Par Value Amendment

Item Election of Directors Under our Bylaws nominee for director will be elected to the Board

by plurality of the votes of the shares present in person or represented by proxy at the Meeting and

entitled to yote on the election of directors This means that the individuals who receive the highest

number of votes are selected as directors up to the maximum number of directors to be elected at the

Meeting

Item Approval of the Potential Adjournment or Postponement of the Meeting If quorum is

present approval of the proposal for the chairperson of the Meeting to have the authority to adjourn or

postpone the Meeting will be approved if the number of shares of common stock voted in favor of this

proposal exceeds the number of shares voted against this proposal

How are votes counted

Items and Approval of the Amendments to the Amended and Restated Articles of

Incorporation You may vote FOR or AGAINST the Amendments to the Companys Amended

and Restated Articles of Incorporation If shareholder submits proxy but does not specify how he or

she would like it to be voted then the proxy will be voted FOR the approval of the Authorized

Common Shares Amendment to increase the number of authorized shares of common stock from

25000000 shares to 75000000 shares and FOR the approval of the Par Value Amendment to

reduce the par value of our common stock from $5.00 per share to $0.01 per share record

shareholders failure to execute and return proxy card or otherwise to vote at the Meeting will have

the same effect as vote AGAINST the Authorized Common Shares Amendment and AGAINST
the Par Value Amendment If record shareholder abstains from voting the abstention will also have

the effect of vote AGAINST the Authorized Common Shares Amendment and AGAINST the

Par Value Amendment Failure of shareholder whose shares are held in street name to complete and

return voting instructions as required by the broker or other nominee that holds such shares of record

will have the same effect as vote AGAINST the Authorized Common Shares Amendment and

AGAINST the Par Value Amendment



Item Election of Directors You may vote FOR or AGAINST each director nominee or

ABSTAIN from voting on director nominee We will not count abstentions or broker nonvotes as

either for or against director so abstentions and broker nonvotes have no impact on the election of

director

Item Approval of the Potential Adjournment or Postponement of the Meeting You may vote

FOR or AGAINST the proposal for the chairperson of the Meeting to have the authority to adjourn

or postpone the Meeting if necessary to solicit additional proxies to adopt the Amendments or approve

any other matters that may be considered and acted upon at the Meeting If shareholder submits

proxy but does not specify how he or she would like it to be voted then the proxy will be voted FOR
the approval of the adjournment proposal record shareholders failure to execute and return proxy

card or otherwise to vote at the Meeting will have the same effect as vote AGAINST the

adjournment proposal If record shareholder abstains from voting the abstention will also have the

effect of vote AGAINST the adjournment proposal Failure of shareholder whose shares are held

in street name to complete and return voting instructions as required by the broker or other nominee

that holds such shares of record will have the same effect as vote AGAINST the adjournment

proposal Abstentions and broker nonvotes will not affect the approval of the adjournment proposal or

to our knowledge any other matter of business that may be brought before the Meeting

As to any other matter of business that may be brought before the Meeting vote may be cast pursuant to

the accompanying proxy in accordance with the best judgment of the persons voting the same However the

Board of Directors does not know of any such other business

Accordingly our Board of Directors
urges you to complete date and sign the accompanying proxy card or

such other document as your broker or other nominee instructs you to use if
your

shares are held in street

name and return it promptly according to the terms of the proxy card

Is my vote confidential

Yes It is our policy that documents identifying your vote are confidential The vote of any shareholder will

not be disclosed to any third party before the final vote count at the Meeting except

To meet legal requirements

To assert claims for or defend claims against the Company

To allow authorized individuals to count and certify the results of the shareholder vote

If proxy solicitation in opposition to the Board takes place or

To respond to shareholders who have written comments on Proxy Cards or who have requested

disclosure



BACKGROUND TO THE PROPOSALS TO AMEND
THE COMPANYS AMENDED AND RESTATED ARTICLES OF INCORPORATION

Like many financial institutions in South Carolina and across the United States our financial results and

capital position have been adversely affected by the extended recession over the past couple of years and the

current economic environment Beginning in the fourth quarter of 2008 and continuing into 2010 we recognized

that commercial real estate projects were slowing guarantors were becoming financially stressed and increasing

credit losses in our loan portfolio were surfacing During 2009 delinquencies over 90 days increased resulting in

an increase in nonaccrual loans indicating significant credit quality deterioration in our loan portfolio and

probable losses In particular loans secured by real estate including acquisition construction and development

projects demonstrated stress given reduced cash flows of individual borrowers limited bank financing and credit

availability and slow property sales This deterioration manifested itself in our borrowers in several ways the

cash flows from underlying properties supporting the loans decreased e.g slower property sales for

development type projects or lower occupancy rates or rental rates for operating properties cash flows from the

borrowers themselves and guarantors were under pressure due to illiquid and diminished personal balance sheets

resulting from investing additional personal capital in the projects and fair values of real estate related assets

declined resulting in lower cash proceeds from sales or fair values declining to the point that borrowers were no

longer willing to sell the assets at such deep discounts

The result of these factors was significant increase in the level of our nonperforming assets in 2009 and

through March 31 2010 In addition many of these loans are collateral dependent real estate loans for which we

are required to write down the loans to fair value less estimated costs to sell with the fair values determined

primarily based on third party appraisals During 2009 and continuing into 2010 appraised values decreased

significantly even in comparison to appraisals we received within the prior 12 to 48 months As result our

evaluation of our loan portfolio and allowance for loan losses resulted in cumulative net loan chargeoffs of $66.7

million and cumulative provision for loan losses of $84.2 million from January 2009 to March 31 2010.

The significant deterioration in our asset quality described above resulted in net loss of $40 million for the

year ended December 31 2009 which was the first annual net loss in our history dating back to the Great

Depression in the 1930s We also incurred net loss of $5.2 million in the first quarter of 2010 As result

although our Tier leverage ratio and Tier risk-based capital ratios were above the well-capitalized regulatory

minimum threshold of 5% and 6% respectively at March 31 2010 and December 31 2009 our total risk-based

capital ratio was below the well-capitalized regulatory minimum threshold of 10% Therefore we were classified

in the adequately-capitalized category at March 31 2010 and December 31 2009 As result the Bank is subject

to various regulatory restrictions that inhibit the Banks ongoing operations At this time it is difficult to predict

future chargeoffs and the impact on our financial results and capital position However it is likely that our loan

portfolio will continue to suffer the effects of the depressed economic environment and our capital levels could

continue to deteriorate which would result in additional regulatory restrictions

In addition the Company and the Bank are subject to periodic examination by various regulatory agencies

In November 2009 the Federal Deposit Insurance Corporation the FDIC and the South Carolina State Board

of Financial Institutions the State Board conducted their annual joint examination of the Bank Beginning in

October 2009 the Board of Directors and the Regulatory Oversight Committee of the Board of Directors met

multiple times with these regulatory agencies to receive status reports on their examination and the Board

received the final report of examination in April 2010 As previously disclosed effective June 10 2010 the Bank

agreed to the issuance of Consent Order with the FDIC and the State Board The Consent Order includes

requirements regarding the Banks capital position and other requirements including

Achieve and maintain within 120 days from the effective date of the Consent Order total risk-based

capital ratio at least equal to 10% and Tier risk-based capital ratio at least equal to 8%

Determine within 30 days of the last day of the calendar quarter its capital ratios If any capital

measure falls below the established minimum within 30 days provide written plan to the supervisory

authorities describing the means and timing by which the Bank shall increase such ratios to or in excess

of the established minimums



Establish within 30 days from the effective date of the Consent Order plan to monitor compliance

with the Consent Order which shall be monitored by the Banks Board of Directors

Develop within 60 days from the effective date of the Consent Order written analysis and

assessment of the Banks management and staffing needs

Notify the supervisory authorities in writing of the resignation or termination of any of the Banks

directors or senior executive officers

Eliminate within 10 days from the effective date of the Consent Order by charge-off or collection all

assets or portions of assets classified Loss and 50% of those assets classified Doubtful

Review and update within 60 days from the effective date of the Consent Order its policy to ensure

the adequacy of the Banks allowance for loan and lease losses which must provide for review of the

Banks allowance for loan and lease losses at least once each calendar quarter

Submit within 60 days from the effective date of the Consent Order written plan to reduce classified

assets which shall include among other things reduction of the Banks risk exposure in relationships

with assets in excess of $1000000 which are criticized as Substandard Doubtful or Special

Mention

Revise within 60 days from the effective date of the Consent Order its policies and procedures for

managing the Banks Adversely Classified Other Real Estate Owned ORE
Not extend any additional credit to any borrower who has loan or other extension of credit from the

Bank that has been charged off or classified in whole or in part Loss or Doubtful and is

uncollected In addition the Bank may not extend any additional credit to any borrower who has loan

or other extension of credit from the Bank that has been criticized in whole or in part Substandard

or Special Mention and is uncollected unless the Banks board of directors determines that failure to

extend further credit to particular borrower would be detrimental to the best interests of the Bank

Perform within 90 days from the effective date of the Consent Order risk segmentation analysis with

respect to the Banks Concentrations of Credit and develop written plan to systematically reduce any

segment of the portfolio that is an undue concentration of credit

Review within 60 days from the effective date of the Consent Order and annually thereafter the

Banks loan policies and procedures for adequacy and based upon this review make all appropriate

revisions to the policies and procedures necessary to enhance the Banks lending functions and ensure

their implementation

Adopt within 60 days from the effective date of the Consent Order an effective internal loan review

and grading system to provide for the periodic review of the Banks loan portfolio in order to identify

and categorize the Banks loans and other extensions of credit which are carried on the Banks books

as loans on the basis of credit quality

Review and update within 60 days from the effective date of the Consent Order its written profit plan

to ensure the Bank has realistic comprehensive budget for all categories of income and expense

which must address at minimum goals and strategies for improving and sustaining the earnings of the

Bank the major areas in and means by which the Bank will seek to improve the Banks operating

performance realistic and comprehensive budgets budget review process to monitor income and

expenses of the Bank to compare actual figure with budgetary projections the operating assumptions

that form the basis for and adequately support major projected income and expense components of the

plan and coordination of the Banks loan investment and operating policies and budget and profit

planning with the funds management policy



Review and update within 60 days from the effective date of the Consent Order its written plan

addressing liquidity contingent funding and asset liability management

Eliminate within 30 days from the effective date of the Consent Order all violations of law and

regulation or contraventions of policy set forth in the FDICs safety and soundness examination of the

Bank in November 2009

Not accept renew or rollover any brokered deposits unless it is in compliance with the requirements of

12 C.F.R 337.6b

Limit asset growth to 10% per annum

Not declare or pay any dividends or bonuses or make any distributions of interest principal or other

sums on subordinated debentures without the prior approval of the supervisory authorities

Not offer an effective yield on deposits of more than 75 basis points over the national rates published

by the FDIC weekly on its website unless otherwise specifically permitted by the FDIC On April

2010 the Bank was notified by the FDIC that it had determined that the geographic areas in which we

operate were considered high-rate areas Accordingly the Bank is able to offer interest rates on

deposits up to 75 basis points over the prevailing interest rates in our geographic areas and

Furnish within 30 days from the effective date of the Consent Order and within 30 days of the end of

each quarter thereafter written
progress reports to the supervisory authorities detailing the form and

manner of any actions taken to secure compliance with the Consent Order

In particular as evidenced by the supervisory authorities requirement that we increase our capital ratios

prior to October 2010 it is critical that we raise capital immediately If we fail to meet the capital or other

requirements in the Consent Order in timely manner then this would result in additional regulatory

requirements which could ultimately lead to the Bank being taken into receivership by the FDIC

In response to the challenging economic environment and our negative financial results and in preparation

for the annual regulatory examination to be conducted in November 2009 in June 2009 the Board of Directors

and management adopted and began executing proactive and aggressive Strategic Project Plan the Plan to

address the issues related to credit quality liquidity earnings and capital Over the past twelve months as part of

the capital element of the Plan the Board of Directors and management have considered range of alternative

strategies to preserve our capital in light of the credit quality and loan loss challenges liquidity pressures and

operating losses resulting from the disruptions in the credit and real estate markets and the weakening economy

including in particular the continued depressed state of local economic conditions in South Carolina During the

first quarter of 2009 in an effort to preserve capital we reduced the quarterly dividend payment on our common

stock and in the second quarter of 2009 we suspended the payment of dividends Also during 2009 we actively

sought to enhance capital including by undertaking expense reduction initiatives substantially reducing our risk-

weighted assets and in particular our exposure to construction and development loans and non-owner occupied

term commercial real estate loans as well as focusing our lending primarily to existing qualified borrowers We
also explored potential capital raising alternative through the establishment of new subsidiary of the Bank

through which Bank level equity securities would be issued to investors More recently in March 2010 we

repositioned the investment securities portfolio in part to reduce the required capital and we issued unsecured

convertible debt to members of our Board of Directors in an aggregate amount of $380000 the Convertible

Notes the proceeds of which were contributed to the Bank as capital contribution We have also explored

number of other alternatives to preserve capital including facility and branch sales loan and loan portfolio sales

and reducing lending commitments

In October 2009 we engaged Howe Barnes Hoefer Arnett Inc Howe Barnes to act as the Companys
financial adviser to provide an analysis of the Companys capital structure and assist the Company in raising

additional capital either through public or private offering of common or preferred stock or of debt securities

Howe Barnes was selected based upon its qualifications expertise and reputation advising financial institutions
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with regard to initial and secondary offerings of securities valuations and mergers and acquisitions In addition

in March 2010 the Board of Directors formed special committee of the Board the Special Committee

comprised of four independent directors to evaluate certain capital alternatives and in April 2010 the Board of

Directors formed another special committee of the Board the Corporate Opportunities Committee comprised

of the Companys lead independent director and the executive officers of the Company to examine strategic

alternatives evaluate proposals from potential investors and to recommend to the Board of Directors the best

course of action for the Company and its shareholders

During this time with advice from Howe Barnes and legal counsel the Board of Directors the Special

Committee and the Corporate Opportunities Committee discussed alternative strategies for enhancing the

Companys capital ratios including dispositions of certain assets debt or other financing alternatives that could

be treated as capital public and private capital raises through the issuance of common and/or preferred stock and

opportunities for potential business combination transactions The Board instructed the Committees and Howe

Barnes to comprehensively review these potential strategies The Board met regularly with the Committees and

Howe Barnes to receive updates and to discuss strategies

As result of public disclosure in our SEC filings and the media of our financial condition and resulting

capital needs we from time to time received inquiries from third parties that referenced possible business

combination transactions All such inquiries and related discussions were preliminary in nature and no specific

offers were received by the Company After discussing potential business combinations with Howe Barnes and

further considering various factors with respect to potential business combinations including the dearth of

merger and acquisition activity in the current economic environment given the prevalence of FDIC assisted

transactions the Board of Directors determined that business combination transaction was unlikely to provide

an acceptable return to the Companys shareholders if any such business combination transaction could be

completed at all Accordingly the Board determined to continue to pursue capital raising alternatives in order to

allow the Companys shareholders to retain their shares and accordingly potentially sell their shares in the

future in more favorable time period and therefore more favorable price The Board also determined that

failure to pursue and ultimately complete capital raising alternative could potentially lead to the Bank being

taken into receivership by the FDIC Therefore following numerous discussions with the Committees and Howe

Barnes the Board determined that the structure of the capital raise should emphasize private placement of

common stock reflecting the increased market and regulatory focus on the Tier common equity ratio and

general lack of investor appetite for preferred stock investment in Bank in our financial condition

In December 2009 Howe Barnes began discussions with potential institutional investors on the Companys

behalf to assess their level of interest in potential private placement of the Companys common stock At the

outset the Board of Directors and Howe Barnes determined that it would be necessary and desirable to identify

one or more so-called lead investors to facilitate due diligence determination of investment terms and pricing

and attract other potential institutional investors As part of this process on January 18 2010 representatives of

Howe Barnes spoke with representatives of CapGen Financial Partners CapGen and several other

institutional investors which expressed an interest in being lead investor for an equity offering of the

Companys common stock

In April 2010 Howe Barnes and the Board of Directors evaluated specifically the potential private

placement and how the terms of such an investment could be structured in view of regulatory control

requirements necessary
shareholder approval for additional authorized shares of common stock based on the

proposed terms of the investments and timing to complete the investment During this time each of the

institutional investors conducted independent due diligence on the Company and the Bank In addition other

prospective investors held independent discussions with Howe Barnes and the Company that were evaluated by

the Corporate Opportunities Committee and Howe Barnes involving their interest in the potential private

placement or other potential transactions

During April and May 2010 independent discussions continued with the prospective lead investors with

view to refining the terms of an investment and addressing structuring and timing issues The parties understood
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that as result of the proposed size of the private placement and their mutual intent that the investment

ultimately be in the form of common stock the approval of the Companys shareholders would be required to

amend the Companys Amended and Restated Articles of Incorporation to increase the number of authorized

shares of common stock During this time discussions were also held with representatives of the Board of

Governors of the Federal Reserve the Federal Reserve and the FDIC the primary regulators of the Company
and the Bank respectively regarding the structure of the securities to be issued in the proposed private

placement the treatment of the securities under capital adequacy rules and the permissibility of the investment

under the Federal Reserves practice and policies relating to controlling investments in bank holding companies

Throughout this period the Companys executive management and Howe Barnes updated the Board of Directors

regarding the progress of discussions and the potential terms of the private placement

In late April and early May 2010 three potential lead investors including CapGen provided written term

sheets to the Company to serve as the lead investor in the private placement Each proposal was evaluated

extensively by Howe Barnes the Companys legal counsel the Corporate Opportunities Committee and the

Board of Directors Following these discussions after considering each proposal the Corporate Opportunities

Committee determined that the CapGen proposal was the best available for the Company and its shareholders

On May 2010 CapGen presented the Company with draft Stock Purchase Agreement the Stock
Purchase Agreement and Registration Rights Agreement the Registration Rights Agreement which are

described below under Summary of the Terms of the Investment Agreements Subsequently on May 10 2010
the Company entered into the non-binding letter of intent with CapGen Pursuant to the letter of intent CapGen
would purchase up to $55 million of the Companys common stock at $2.60 per share as part of and conditioned

upon an aggregate $100 million capital raise From the date of the letter of intent until May 24 2010 and then

extended until June 2010 the Company agreed to negotiate exclusively with CapGen and no other investor

for the purposes of the lead investor role in the potential private placement During this time the Corporate

Opportunities Committee and Howe Barnes continued with extensive discussions with other prospective

institutional investors relating to purchasing the remaining $45 million of the private placement and the

Company together with the Companys legal counsel negotiated extensively with CapGen and its legal counsel

to finalize the terms of the Stock Purchase Agreement and Registration Rights Agreement

At meeting of the Board of Directors on May 25 2010 Howe Barnes and the Companys legal counsel

presented an analysis of the CapGen transaction from legal operational and financial perspectives including in

comparison to the other lead investor proposals and other potential transactions The Companys legal counsel

reviewed in detail the terms of the proposed Stock Purchase Agreement and Registration Rights Agreement

Howe Barnes provided financial analysis of the transaction and its valuation of the Company Specifically

Howe Barnes described the Companys current financial status including its asset quality in comparison to other

banks pursuing capital raises operating losses leading to reduced tangible book value and stock price Howe
Barnes and the Corporate Opportunities Committee then described to the Board of Directors the process by

which the Company had evaluated potential buyers or strategic investors as described above Howe Barnes

concluded that the consideration to be paid by CapGen in the private placement was fair from financial point

of view to the Company and its shareholders and described the procedures and basis for its opinion as set forth

below under Opinion of Our Independent Financial Advisor The Corporate Opportunities Committee

discussed the operational and financial impacts of the transaction and recommended approval of the transaction

The Corporate Opportunities Committee also reviewed the numerous meetings and substantial process

undertaken by the Committee in its evaluation of the transaction and offered its unanimous recommendation that

the Board of Directors approve the transaction Following discussion of the fairness opinion and the terms of the

various agreements the Board of Directors unanimously approved the private placement and authorized the

Companys Chief Executive Officer to enter into the Stock Purchase Agreement and Registration Rights

Agreement and the related documents substantially as presented at the meeting

On May 25 2010 following approval by the Companys Board of Directors the Company entered into the

Stock Purchase Agreement and Registration Rights Agreement with CapGen for the purchase and sale of shares
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of the Companys common stock for $55 million Subsequently on June 2010 the Company CapGen and

other institutional investors including Patriot Financial Partners L.P and Patriot Financial Partners Parallel L.P

collectively Patriot entered into the Stock Purchase Agreement the Registration Rights Agreement and

Amendment No to Stock Purchase Agreement and Registration Rights Agreement Amendment No and

together with the Stock Purchase Agreement and the Registration Rights Agreement the Investment

Agreements pursuant to which Patriot committed to purchase approximately $23 million of the Companys

common stock at $2.60 per share and certain other institutional investors committed to purchase an aggregate of

approximately $25 million of the Companys common stock at $2.60 per share The Stock Purchase Agreement

and the Registration Rights Agreement each as amended by Amendment No are described below in further

detail and are attached to this Proxy Statement as Appendices and respectively Amendment No is

attached to this Proxy Statement as Appendix

The consummation of the private placement is conditioned upon among other things the approval by our

shareholders of the Amendments to the Companys Amended and Restated Articles of Incorporation In the event

the Amendments to our Amended and Restated Articles of Incorporation are not approved by our shareholders at

the Meeting then the investors will have the right to terminate the Stock Purchase Agreement in which case we

would not consummate the private placement

Our Board of Directors unanimously recommends that our shareholders vote FOR the Amendments to

the Companys Amended and Restated Articles of Incorporation

ITEM

APPROVAL OF AMENDMENT TO OUR AMENDED AND RESTATED

ARTICLES OF INCORPORATION TO INCREASE THE NUMBER OF AUTHORIZED SHARES OF

COMMON STOCK

The Proposed Authorized Common Shares Amendment to the Amended and Restated Articles of

Incorporation

Our Board of Directors has adopted resolution recommending that the shareholders approve the

Authorized Common Shares Amendment to our Amended and Restated Articles of Incorporation to increase the

number of authorized shares of common stock from 25000000 shares to 75000000 shares If the shareholders

approve the Authorized Common Shares Amendment then the Amended and Restated Articles of Incorporation

will be amended to increase the number of authorized shares of common stock to 75000000 shares The

Authorized Common Shares Amendment will become effective upon the filing of the Authorized Common

Shares Amendment with the Secretary of State of the State of South Carolina The proposed amendment to

Article Four of the Amended and Restated Articles of Incorporation is set forth as Appendix to this Proxy

Statement
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The primary purpose of this proposal is to satisfy our obligations under the terms of the private placement in

connection with the sale and issuance of our common stock As shown in the table below the Company currently

does not have sufficient number of authorized shares of common stock to effect the private placement

therefore approval of this proposal is required as condition to the closing of the private placement If this

proposal is approved then 39734709 shares of our common stock will be issued at the closing of the private

placement In addition 146154 shares of our common stock will be issued upon full conversion of the

Convertible Notes which will occur simultaneously with and on the same terms as the closing of the private

placement

Upon Effectiveness

of Proposed
As of June 252010 Amendment

Shares of common stock authorized 25000000 75000000

Shares of common stock issued and outstanding 6495130 6495130

Shares of common stock reserved for issuance 483924 483924

Shares of common stock available for future issuance 18020946 68020946

Shares of common stock to be issued in conjunction with

Investment Agreements 39734709 39734709

Excess Shortfall 21713763 28286237

The proposed authorized number of 75000000 shares of common stock is greater than the number of

shares of our common stock that would be required to complete the private placement as contemplated The

additional shares authorized for issuance will provide us with the flexibility to issue additional shares from time

to time as our Board of Directors may determine for future financings strategic business relationships stock-

based incentives to employees directors and consultants and for other purposes

As of the date of this Proxy Statement other than the issuance and sale of shares pursuant to the private

placement including the issuance and sale of up to 384615 shares to the Companys senior officers pursuant to

the Executive Officer Investment as described below upon the exercise of the Convertible Notes and

outstanding options and restricted stock grants under our current stock plans our Board of Directors has no

agreement arrangement or intention to issue any of the shares for which approval is sought Other than with

respect to this proposal our Board does not intend to solicit further shareholder approval prior to the issuance of

any additional shares of common stock except as may be required by applicable law

failure to approve the Authorized Common Shares Amendment to our Amended and Restated Articles of

Incorporation at the Meeting would have potentially significant adverse consequences for the Company and its

shareholders described elsewhere in this Proxy Statement including under Potential Consequences if the

Amendments are Not Approved on page
28

The Board of Directors unanimously recommends that shareholders vote FOR the Authorized Common

Shares Amendment to the Companys Amended and Restated Articles of Incorporation to increase the

number of authorized shares of common stock
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ITEM

APPROVAL OF AMENDMENT TO OUR AMENDED AND RESTATED ARTICLES OF
INCORPORATION TO REDUCE THE PAR VALUE OF OUR COMMON STOCK

The Proposed Par Value Amendment to the Amended and Restated Articles of Incorporation

Our Board of Directors has adopted resolution recommending that the shareholders
approve the Par Value

Amendment to our Amended and Restated Articles of Incorporation to reduce the
par value of our common stock

from $5.00 per share to $0.01 per share If the shareholders
approve

the Par Value Amendment then the

Amended and Restated Articles of Incorporation will be amended to reduce the
par value of our common stock

from $5.00 per share to $0.01
per

share The Par Value Amendment will become effective upon the filing of the

Authorized Common Shares Amendment with the Secretary of State of the State of South Carolina The

proposed amendment to Article Four of the Amended and Restated Articles of Incorporation is set forth as

Appendix to this Proxy Statement

The reduction in the par value of our common stock from $5.00 per share to $0.01 per
share is intended to

bring the Company in line with South Carolina law and the practice of other public companies with
respect to par

value Historically the concept of par value served to protect creditors and senior shareholders by ensuring that

company received at least the par value or minimum price as consideration for issuance of stock However

over time the concept of par value has lost its significance and many companies that incorporate today use

nominal par value or have no par value In addition like many other states South Carolina law no longer requires

shares to have
par

value or an arbitrarily fixed minimum price for which they may be sold Instead South

Carolina law provides the Companys Board of Directors with the authority to determine that the consideration

received or to be received for shares to be issued is adequate The proposed reduction in the par value of the

Companys common stock will have no effect on the total dollar value of the Companys shareholders equity

The
par

value of the Companys common stock is reflected in its financial statements by an amount equal to the

number of shares of common stock issued multiplied by the par value of $5.00 Upon the approval of the Par

Value Amendment to the Companys Amended and Restated Articles of Incorporation for accounting purposes

the Company will transfer an amount equal to the product of the number of shares issued and outstanding and

$4.99 the difference between the old and new par values from the common stock account to the additional paid

in capital account There will be no other effect on the Companys financial statements For the foregoing

reasons and since under South Carolina law common stock may be issued without par value and par value is

unrelated to the intrinsic value of the Companys common stock the Board of Directors recommends that the par

value of the Companys cominon stock be reduced to $0.01 per share

failure to approve the Par Value Amendment to Article Four of our Amended and Restated Articles of

Incorporation at the Meeting would have potentially significant adverse consequences for the Company and its

shareholders described elsewhere in this Proxy Statement including under Potential Consequences if the

Amendments are Not Approved on page 28

The Board of Directors unanimously recommends that shareholders vote FOR the Par Value

Amendment to the Companys Amended and Restated Articles of Incorporation to reduce the par value of

the common stock

INFORMATION RELATING TO THE PRIVATE PLACEMENT

Summary of the Terms of the Investment Agreements

Stock Purchase Agreement

The following is summary of the material terms of the Stock Purchase Agreement as amended by

Amendment No and is qualified in its entirety by reference to that document and Amendment No copies of

which are attached to this Proxy Statement as Appendices and respectively and are incorporated by
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reference herein You should read the Stock Purchase Agreement and Amendment No including the exhibits

thereto in their entirety because they and not this Proxy Statement are the legal documents that govern
the

issuance of the common stock

Purchase and Sale of Common Stock We agreed to issue and sell 39734709 shares of our common stock

to the investors at $2.60 per share

Representations and Warranties We made
customary representations and warranties to the investors

relating to us our business and our capital stock including with respect to the shares of common stock to be

issued to the investors pursuant to the Stock Purchase Agreement

Agreement to Seek Shareholder Approval We agreed to call and hold meeting of our shareholders as

promptly as reasonably practicable but in any event no later than 60 days following the execution of the Stock

Purchase Agreement by all of the investors to seek shareholder approval of the Amendments to our Amended

and Restated Articles of Incorporation

Board Representation Following the closing of the private placement CapGen will have the right to

appoint two members to the Boards of Directors of each of the Company and the Bank and Patriot will have the

right to appoint one member to the Boards of Directors of each of the Company and the Bank This right will

terminate if at any time CapGen or Patriot as applicable owns 9.9% or less of the outstanding shares of

Companys common stock If at any time Patriot loses its right to designate member of the Boards of

Directors of each of the Company and the Bank then the number of designees that CapGen may designate will

be reduced to one After the closing of the private placement but prior to the election and qualification of

CapGens or Patriots designees as applicable CapGen will have the right to designate two non-voting

observers and Patriot will have the right to designate one non-voting observer to the Boards of Directors of each

of the Company and the Bank CapGen has notified the Company that it will designate John Sullivan and

Robert Goldstein to serve on the Boards and Patriot has notified the Company that it will designate James

Lynch to serve on the Boards Information regarding each of the designees is included under Item Election of

Directors beginning on page 33 of this Proxy Statement

Company Forbearances From the date of the Stock Purchase Agreement until the completion of the

private placement we agreed to conduct our businesses in the ordinary course consistent with past practice

Specifically without the prior written consent of the investors in the private placement the Company will not

among other things

Declare any dividends on our common stock in excess of those declared in 2009 or redeem purchase

or otherwise acquire any shares of our common stock

Issue any additional shares of common stock except for options restricted stock or other equity

grants approved by the board under the Companys equity incentive plans in accordance with past

practice ii pursuant to the exercise of outstanding options or iii pursuant to the conversion of the

Convertible Notes

Incur any additional debt obligation or other obligation for borrowed money except in the ordinary

course of the business of the Bank consistent with past practices which shall include creation of

deposit liabilities purchases of federal funds sales of certificates of deposit advances from Federal

Home Loan Bank of Atlanta or the Federal Reserve Bank and entry into repurchase agreements fully

secured by U.S government or agency securities or in connection with providing new money market

sweep account to customers of the Bank

Grant any increase in compensation or benefits to the Companys directors executive officers or to

employees generally except in accordance with past practices or pay any bonus except in accordance

with past practices and pursuant to the provisions of an applicable program or plan adopted prior to

March 31 2010
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Make any acquisitions

Make
any loan or advance to any 5% or greater shareholder director or officer of the Company or the

Bank or any immediate family member of the foregoing except for renewals of
any loan or advance

outstanding as of the date of the Stock Purchase Agreement on terms and conditions substantially

similar to the original loan or advance

Cancel without payment in full or modify in
any

material
respect any agreement relating to any loan

or other obligation receivable from any 5% or greater shareholder director or officer of the Company
or the Bank or any immediate family member of the foregoing

Enter into any agreement for services or otherwise with any 5% or greater shareholders directors

officers or employees of the Company or the Bank or immediate family member of the foregoing

Except for the loans described in Section 6.21 of the Stock Purchase Agreement and OREO reflected

on the books of the Company or the Bank as of the date of the Stock Purchase Agreement the sale of

which will not result in loss individually or in the aggregate of $1000000 or more sell transfer

convey or otherwise dispose of any real property or other assets or interests therein having book value

individually or in the
aggregate in excess of or in exchange for consideration in excess of $5000000

without prior approval of the Companys Board of Directors and in accordance with the Companys

policies and applicable law or

Make or commit to make any capital expenditures in excess of $1000000 individually or in series

of related transactions without prior approval of the Companys Board of Directors

Closing conditions The Companys obligation to consummate the transactions contemplated by the Stock

Purchase Agreement is subject to the satisfaction or waiver of following conditions

The representations and warranties of each investor being true and correct on and as of the closing of

the private placement with the same effect as though such representations and warranties had been

made on and as of the closing

The compliance in all material respects by each investor of its obligations

The receipt by the investors of the necessary regulatory approvals and

The receipt by the Company of the required shareholder approvals

The investors obligations to consummate the transaction and acquire the common stock are subject to the

following conditions among others

The representations and warranties of the Company are true and correct in all material respects as of

the date of the Stock Purchase Agreement and are true and correct at and as of the closing of the private

placement with the same effect as though such representations and warranties had been made on and as

of the closing

The compliance in all material respects by the Company of each of its obligations under the Stock

Purchase Agreement

The receipt by the investors of the necessary regulatory approvals

The receipt by the Company of the required shareholder approvals including the approval of the

Amendments to the Companys Amended and Restated Articles of Incorporation and

No occurrence since March 31 2010 of material adverse effect as such term is defined in the Stock

Purchase Agreement

Regulatory Approvals Prior to the closing of the private placement CapGen must have obtained all

necessary approvals to own the purchased shares of common stock and to thereby be bank holding company

controlling the Company and the Bank under the Bank Holding Company Act and ii Patriot must have
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received determination of non-control of the Company and the Bank from the Federal Reserve for purposes of

the Bank Holding Company Act and must have either received notice of intent not to disapprove its purchase

of the shares of the Companys common stock under the Change in Bank Control Act or written determination

from the Federal Reserve that no such notice under the Change in Bank Control Act is required

Agreement to List our Common Stock on Nasdag We agreed to use our reasonable best efforts to list our

the shares of common stock on Nasdaq or another national securities exchange by nine months following the

closing of the private placement

Expenses We have agreed whether or not the private placement is consummated to reimburse

CapGen for legal fees and expenses in the amount of $250000 and ii reimburse CapGen for all legal fees and

expenses incurred with respect to negotiating the Stock Purchase Agreement the Registration Rights Agreement

and the other terms of the private placement with investors other than CapGen provided that the total amount of

reimbursement to CapGen will not exceed $500000 We have also agreed whether or not the private placement

is consummated to reimburse certain other investors including Patriot for their legal fees and expenses incurred

in an amount not to exceed $25000 per investor

No Shop Provision From the date of the Stock Purchase Agreement until the earlier of the closing of the

private placement or the termination of the Stock Purchase Agreement in accordance with its terms the

Company agreed to not directly or indirectly discuss encourage negotiate undertake initiate authorize

recommend propose or enter into whether as the proposed surviving merged acquiring or acquired corporation

or otherwise any transaction involving merger consolidation business combination recapitalization purchase

or disposition of any material amount of the assets of the Company or any material amount of the Companys

common stock or other ownership interests of the Company other than in connection with the private placement

an Acquisition Transaction ii facilitate encourage solicit or initiate discussions negotiations or

submissions of proposals or offers in respect of an Acquisition Transaction iiifurnish or cause to be furnished

to any person any information concerning the business operations properties or assets of the Company in

connection with an Acquisition Transaction or iv otherwise cooperate in any way with or assist or participate

in facilitate or encourage any effort or attempt by any other person to do or seek any of the foregoing

Termination In general the Stock Purchase Agreement may be terminated by

The mutual written consent of an investor and the Company but only as to the terminating investor

Any investor but only with respect to the terminating investor or the Company if the closing of the

private placement has not occurred by December 31 2010

Any investor but only as to the terminating investor if shareholder approval is not received to amend

the Companys Amended and Restated Articles of Incorporation to increase the number of shares of

authorized common stock and to reduce the par value of the common stock

The Company with respect to an investor if there has been breach of any representation warranty

covenant or agreement made by such investor in the Stock Purchase Agreement or any such

representation and warranty has become untrue after the date of the Stock Purchase Agreement and

such breach has not been properly cured

An investor if there has been breach of any representation warranty covenant or agreement made by

the Company in the Stock Purchase Agreement or any such representation and warranty has become

untrue after the date of the Stock Purchase Agreement and such breach has not been properly cured

The Company or an investor in writing at any time after any applicable regulatory authority has denied

finally or requested the withdrawal of any application for approval of the private placement or has

stated in writing that it will not approve the private placement subject in each case to the termination

provision immediately below relating to replacing an investor if an investor other than CapGen is

denied or advised in writing that any application will not be approved any application for approval of

the private placement or
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CapGen if other investors which have committed $45 million or more to acquire shares of the

Companys common stock are no longer parties to the Stock Purchase Agreement and replacement

investors do not enter into the Stock Purchase Agreement within 45 days after the termination by such

initial other investor in which case the other investors may terminate the Stock Purchase Agreement

upon or following CapGen termination

Alternative Transaction Payment

In the event that at any time from the date of the Stock Purchase Agreement through the 365th day

following the date of termination of the Stock Purchase Agreement by the Company or by

CapGen as result of breach of Section 6.14 of the Stock Purchase Agreement by the Company
which generally prevents the Company from entering into other similar securities agreements or

granting other lead investor privileges upon or following any of the Company or any affiliate of the

Company entering into an agreement letter of intent term sheet arrangement or understanding

whether or not binding individually and collectively the Alternative Transaction Agreement with

any person or entity other than CapGen including an investor other than CapGen where CapGen is not

the lead investor the Alternative Transaction or an Alternative Transaction is proposed to be

consummated outside of the Stock Purchase Agreement and specific performance is unavailable for

any reason then upon the determination of CapGen and investors that are then parties to the Stock

Purchase Agreement excluding any investor that is or will be party to the Alternative Transaction

which have subscribed to two-thirds 66 2/3% of the shares of common stock to be purchased by

CapGen and such other remaining investors CapGen and all such investors that are then parties to

the Stock Purchase Agreement excluding any investor that is or will be party to the Alternative

Transaction will receive the product of the positive difference if any between the Alternative

Transaction amount and $2.60 and 38461540 the Alternative Transaction Payment with

CapGen being entitled to 70% of the total Alternative Transaction Payment and the other investors that

are then parties to the Stock Purchase Agreement excluding any investor that is or will be party to

the Alternative Transaction being entitled to 30% of the Alternative Transaction Payment or ii the

Company and the parties to the Alternative Transaction will deliver to CapGen and the other investors

that are then parties to the Stock Purchase Agreement excluding any investor that is or will be party

to the Alternative Transaction the same number of shares of the Companys common stock as the

as-adjusted purchased shares or the Alternative Transaction securities that would result from the

as-adjusted purchased shares in each case at price per share equal to the lesser of the price per
share to be paid by counterparties to the Alternative Transaction or the shareholders of such

counterparties and $2.60 per share If however Alternative Transaction consideration cannot be

delivered for any reason as result of pending regulatory approvals applicable to CapGen or any such

other investor and which approvals are expected by CapGen or such other investor to be received no

more than 80 days from the date the Alternative Transaction Agreement was entered into then each of

CapGen and any such other investor separately and individually may elect to defer receipt of the

Alternative Transaction compensation for up to 80 days or demand at any time in lieu of the

Alternative Transaction compensation the Alternative Transaction Payment provided that if the

Alternative Transaction Payment is selected in no event except as set forth in Section 9.18b of the

Stock Purchase Agreement will CapGen and the investors receive less than an aggregate of $5.0

million allocated 70% to CapGen and 30% to all the other investors that are then parties to the Stock

Purchase Agreement excluding any investor that is or will be party to the Alternative Transaction

Notwithstanding anything to the contrary and without
duplicating the minimum amount described in

the preceding sentence in the event of an Alternative Transaction where the consideration paid to the

Company is the same or less per share or per equivalent share than that paid per share or per equivalent
share under the Stock Purchase Agreement then the Company will pay CapGen and the other investors

transaction fee of $5.0 million with CapGen being entitled to 70% of the total Alternative

Transaction Payment and the other investors that are then parties to the Stock Purchase Agreement

excluding any investor that is or will be
party to the Alternative Transaction being entitled to 30%
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In no event will more than one such $5 million payment be made If an Alternative Transaction

consists of an aggregate investment of less than $85 million no Alternative Transaction payment or

Alternative Transaction fee will be payable

The Alternative Transaction Payment or the Alternative Transaction Compensation will not be payable

upon termination of the Stock Purchase Agreement only if the Companys Board of Directors has

unanimously approved the Stock Purchase Agreement and the private placement and recommended

that the Companys shareholders vote to approve
the Amendments to the Companys Amended and

Restated Articles of Incorporation and has not modified or rescinded such approval or modified or

withdrawn such recommendation to the Companys shareholders ii the Companys directors and

officers have voted all their shares of the Companys common stock in favor of the Amendments and

iii CapGen has not received all necessary regulatory authority approvals needed for its investment in

the Companys common stock by not later than December 31 2010 or CapGen has breached its

obligations under Section 3.06 of the Stock Purchase Agreement

Executive Officer Investment In connection with and upon the closing of the private placement to further

align their interests with generating long-term shareholder value the Companys senior officers may purchase up

to 384615 shares of the Companys common stock at purchase price of $2.60 per
share

Conversion of the Convertible Notes At the closing of the private placement the outstanding Convertible

Notes in the amount of $380000 that were issued to directors on March 31 2010 will be converted into shares of

the Companys common stock on the same terms as the private placement

Preemptive Rights If the Company conducts public or private offering of common stock other than the

Follow-On Offering described below solely for cash any
time during period of 24 months following the

closing of the private placement then each investor will have the right to acquire from the Company for the

same price and on the same terms as such common stock is offered in the aggregate up to the amount of

common stock required to enable it to maintain its current ownership percentage in the Company the Investor

Preemptive Rights

Follow-On Shareholder Offering to Current Shareholders The Company may within 90 days following

the closing of the private placement conduct public offering solely to its current shareholders of up to $10

million in shares of common stock at price of $2.60 per share the same price offered to the investors the

Follow-On Offering without the Follow-On Offering being subject to the Investor Preemptive Rights

Although the Investor Preemptive Rights would not apply to the Follow-On Offering each investor would have

the right to purchase its pro rata share of any shares of common stock not subscribed for in the Follow-On

Offering

Registration Rights Agreement

On the same date and in connection with the private placement the Company entered into the Registration

Rights Agreement as amended by Amendment No with the investors pursuant to which the Company is

obligated to use its reasonable best efforts to file registration statement covering the resale of the common stock

issued to the investors in the private placement within 30 days following the closing of the private placement

The Registration Rights Agreement also provides investors with demand registration rights and piggyback

registration rights under certain circumstances

Under the Registration Rights Agreement the registration statement must generally be declared effective by

the earlier of 60 calendar days following the filing date and ii five business days after the Company is

notified that the registration statement will not be reviewed or will not be subject to further review In the event

the registration statement is not filed by the filing deadline provided in the Registration Rights Agreement or
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declared effective by the effectiveness deadline subject to certain other conditions the Company will be liable to

the investors for liquidated damages in the amount of of the purchase price paid for any common stock held

on such day as more specifically provided in the Registration Rights Agreement

The foregoing is only summary of the material terms of the Registration Rights Agreement as amended

by Amendment No and is qualified in its entirety by reference to that document and Amendment No copies

of which are attached to this Proxy Statement as Appendices and respectively and are incorporated by
reference herein

Reasons for the Private Placement

We need additional capital to increase our capital ratios above the regulatory minimums and more

effectively pursue our strategic objectives After considering numerous potential financing and strategic

alternatives the Board of Directors determined that the private placement was the best available alternative and

would provide the greatest potential value for the shareholders as well as provide the necessary capital to

increase our capital ratios to meet the minimum requirements of well-capitalized bank and to pursue our

long-term strategic goals

In making its determination to approve the private placement the Board of Directors formed the Corporate

Opportunities Committee to assist management in evaluating various aspects of the transaction and to make

recommendations to the Board regarding any issues requiring Board consideration with respect to the transaction

As part of that process the Board and the Corporate Opportunities Committee consulted with our officers with

respect to strategic and operational matters The Board and the Corporate Opportunities Committee also

consulted with Howe Barnes regarding financial matters and the Companys legal counsel regarding legal

matters including the Investment Agreements The determination was the result of careful consideration by the

Board and the Corporate Opportunities Committee of number of factors including the following positive

factors

The private placement will provide significant additional capital which is important because the

continued operation of the Bank is capital intensive and our current capital is limited

If the private placement is not completed we may be forced to preserve our cash position through

combination of additional cost reduction measures and sales of assets at values that may be

significantly below their potential worth or augment our cash through additional dilutive financings

and there can be no assurance that we could obtain funds on terms that are as favorable to us as the

terms of the private placement or at all

Our evaluation of market conditions indicated that business combination was not likely particularly

given the current industry focus on FDIC assisted transactions rather than traditional
mergers and

acquisitions

The private placement will strengthen our capital and overall financial condition which the Board of

Directors believes will

reassure our employees of our continued viability and long-term prospects as place to work

improve our ability to retain existing and raise new deposits to fund our operations

improve our ability to retain and attract new sources of borrowings on favorable terms and

make our common stock more attractive to prospective investors for purchase on the open market

in the future

The additional capital received from the private placement will further and promote the interests of the

Company and its shareholders by enabling the Company and its subsidiaries to attract retain and

motivate employees and officers or those who will become employees or officers of the Company to
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link compensation to measures of the Companys performance in order to provide additional incentives

and to align the interests of those individuals and the Companys shareholders

The private placement will strengthen our investor base with the addition of experienced bank investors

who will have significant stakes in our long-term success and will be motivated to provide the support

and assistance to protect and enhance their investments

The securities issued in the private placement will be shares of common stock rather than debt or

preferred stock which will place the new investors at the same rank as the existing shareholders and

allow us to maintain less complicated capital structure

The price per share of common stock to be issued in the private placement was considered reasonable

in comparison to other banks that have raised capital in 2009 and 2010

We received the opinion of Howe Barnes that the consideration to be received by us in the private

placement is fair to us and our existing shareholders from financial point of view Please see the

section entitled Opinion of Our Independent Financial Advisor below for further information

In contrast to sale of the Company the private placement will permit our existing shareholders to

continue to own shares of our common stock thereby giving them the opportunity to share in any

increase in value that we are able to create following the infusion of new capital

Similarly in contrast to sale of the Company the private placement will allow the Board of Directors

and the current management team to continue to execute the strategic plans adopted by the Board in

2009 and 2010 which we believe will result in long-term shareholder value

The terms of the private placement will permit the Company to conduct the Follow-On Offering

In its review of the private placement the Board of Directors also considered number of potentially

negative factors including the following factors

There are risks and uncertainties in our ability to execute our strategic plan and to enhance shareholder

value

The private placement will have highly dilutive effect on our current shareholders

The interests of CapGen as controlling shareholder may conflict with interests of our existing

shareholder CapGen will control approximately 45.4% of the Companys outstanding shares of

common stock based on the number of shares of common stock to be outstanding after closing of the

private placement

Sale of the shares of common stock acquired in the private placement by the investors in the public

market pursuant to registration statements that we would be obligated to file and maintain effectiveness

of under the Registration Rights Agreement could have material adverse affect on the market price of

our common stock

The completion of the private placement is conditioned upon the investors receipt of necessary

regulatory approvals which could delay or prevent the completion of the private placement and

The private placement will likely delay the timing of or prevent the Companys use of its net operating

loss carryforwards for income tax purposes

The Board of Directors conducted an overall analysis of the private placement in which it weighed the

benefits and advantages against the risks and negative factors described above The Board did not view any of the

individual factors as determinative or assign any rank or relative weight to the factors Throughout the process

the Board continued to consider alternatives to the private placement including alternate financing structures the

sale of the Company or its merger with another entity The Board recognized that there can be no assurance that

we would be able to achieve all or significantly all of each anticipated benefit or advantage or that it had
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identified and accurately assessed each risk and negative factor However the Board concluded that the potential

benefits and advantages of the private placement significantly outweighed the risks and negative factors

After taking into account these and other factors the Board unanimously determined that the private

placement was fair to and in the best interests of the Company and its shareholders and approved the issuance

and sale of the shares of the Companys common stock to CapGen

Opinion of Our Independent Financial Advisor

We retained Howe Barnes to render an opinion as to whether the consideration to be received by the

Company in the private placement is fair to the Company and the existing holders of common stock from

financial point of view The opinion which we sometimes refer to in this proxy statement as the Fairness

Opinion was prepared at the request of our Board of Directors to assist them in evaluating the private

placement The Fairness Opinion of Howe Barnes does not constitute recommendation as to how any

shareholder should vote at the Meeting The full text of Howe Barnes written opinion dated May 25 2010 is

attached to this Proxy Statement as Appendix and this summary is qualified in its entirety by reference to the

full text of the opinion You are encouraged to read the Fairness Opinion carefully in its entirety for description

of the assumptions made matters considered and limitations on the review undertaken

At the May 25 2010 meeting of our Board of Directors Howe Barnes presented its analysis and rendered to

our Board of Directors its opinion that based on and subject to the matters described in the Fairness Opinion the

consideration to be received by the Company and the existing holders of common stock in the private placement

is fair to the Company from financial point of view

No limitations were imposed upon Howe Barnes by our Board of Directors with respect to the investigations

made or procedures
followed by Howe Barnes in rendering its opinion Howe Barnes has not been requested and

does not intend to update revise or reaffirm its Fairness Opinion including but not limited to to reflect any

circumstances or events that have occurred since May 25 2010 You should understand that the Fairness Opinion

speaks only as of its date Events that could affect the fairness of the consideration received by the Company in

the private placement from financial point of view include adverse changes in industry performance or changes

in market conditions and changes to our business financial condition and results of operations

Howe Barnes made such reviews analyses and inquiries as it deemed necessary to assess the fairness from

financial point of view of the consideration to be received by the Company and our common shareholders in

the private placement In arriving at its Fairness Opinion Howe Barnes reviewed and considered such financial

and other matters as it deemed relevant including among other things

Reviewed the Stock Purchase Agreement

Participated in discussions with representatives of the Company concerning the Companys financial

condition businesses assets earnings prospects and regulatory relationships including discussions

with senior management as to its views regarding future financial performance

Reviewed the Companys recent filings with the SEC including its proxy statement filed on April 30

2010 annual reports on Form 10-K for the three years ended December 31 2009 2008 and 2007 and

quarterly reports on Form 10-Q for the quarters ended March 31 2010 September 30 2009 and

June 30 2009

Reviewed current reports to shareholders of the Company as filed on Form 8-K with the SEC from

January 2007 to the date of the Fairness Opinion

Reviewed the publicly available historical pricing
metrics for certain comparable transactions

involving issuers of common stock in recapitalization
transactions with similar financial characteristics

as the Company
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Reviewed various internal loan asset quality loan loss reserve calculations liquidity and other

financial reports of the Company

Reviewed the April 2010 report of an independent third party regarding the Companys loan

portfolio and credit risk management practices the Third Party Report

Reviewed regulatory and compliance reports of the Company

Reviewed financial projections developed by the management of the Company

Reviewed the results of the Companys capital raising efforts

Studied the pro forma impact of the private placement on the assets equity net income earnings per

share and book value per share of the Company and

Reviewed such other information and performed such other studies and analyses as Howe Barnes

considered relevant

No material relationship existed between Howe Barnes and us or our affiliates none has since developed

and none is mutually understood to be contemplated other than Howe Barnes received $50000 fee in

conjunction with an engagement in 2009 to market for sale pool of nonperforming loans The Company has

agreed to pay Howe Barnes an amount equal to 6.0% of the gross proceeds of the private placement raised from

investors introduced to the Company by Howe Barnes plus 3.0% of the gross proceeds of the private placement

raised from officers directors and local investors identified by the Company the Placement Fee Upon the

delivery of the Fairness Opinion the Company paid Howe Barnes an opinion fee of $250000 In the event that

the private placement is consummated $250000 will be fully credited against the Placement Fee payable to

Howe Barnes In the event the private placement is not consummated Howe Barnes will be paid an advisory fee

of up to $100000 for its services as the Companys financial advisor The Companys Board was aware of this

fee structure and took it into account in considering Howe Barnes Fairness Opinion and in approving the private

placement In addition the Company has agreed to reimburse Howe Barnes for its reasonable expenses incurred

by it on the Companys behalf and to indemnify Howe Barnes against liabilities arising out of the private

placement including the rendering of Howe Barnes Fairness Opinion

In connection with rendering its opinion to the Companys Board of Directors Howe Barnes performed

variety of financial and comparative analyses which are briefly summarized below Such summaries do not

purport to be complete description of the analyses performed by Howe Barnes Howe Barnes relied primarily

on the market validation analysis and gave significantly less weight to the other analyses The emphasis on

fairness was focused on the extensive marketing process that was undertaken to obtain the offering price The

ranges of values resulting from any particular analysis described below should not be taken to be Howe Barnes

view of the Companys actual value Moreover Howe Barnes believes that the analyses must be considered as

whole and that selecting portions of the analyses and the factors considered including information presented in

tabular form without considering all of the analyses and factors could create an incomplete understanding of the

process underlying the analyses and more importantly misleading or incomplete view of its opinion as to

fairness from financial point of view that is based on those analyses

Market Validation

The Company conducted an extensive process to raise capital through private placement of its common

stock Over period of approximately five months 56 potential lead and other investors were contacted many of

whom conducted thorough due diligence of the Company Key terms and pricing for the private placement were

negotiated with several potential lead investors An initial letter of intent was received indicating purchase price

of $2.00 per share or $28.1 million in aggregate for 24.9% pro forma ownership of the Company The CapGen

offer overall was determined to be the best transaction alternative
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Comparable Precedent Transaction Analysis

Howe Barnes reviewed and compared recent offerings of common stock by bank issuers in transactions

deemed to have similar financial and other characteristics as the Company and the private placement The

following were key criteria considered in selecting comparable precedent transactions

Common stock offerings announced since January 2009

Issuers with between $1.0 billion and $10.0 billion in assets that were unprofitable and had

nonperforming assets as percentage of total assets greater than 3.00%

Common stock offerings deemed to be recapitalizations and

Preference for common stock offerings involving private investors

Howe Barnes identified three comparable precedent transactions which are summarized in following table

along with certain key transaction information

Gross Market of

Annc Proceeds Prem Dis Pro Forma

Company Name Headquarters Date $MMs Shares

Hampton Roads Bankshares Inc Norfolk VA 05/24/10 275 74.3 97.0

Pacific Capital Bancorp Santa Barbara CA 04/29/10 677 95.1 98.3

Seacoast Banking Corp of Florida Stuart FL 08/10/09 89 11.8 67.4

Median 275 74.3 970

Palmetto Bancshares Inc.2 Greenville SC 100 64.1 85.6

Reflects the impact of $20.0 million rights offering

Does not reflect the impact of the Follow-On Offering

Source SNL Financial LC and Howe Barnes calculations

The Hampton Roads transaction announced on May 24 2010 provided the most recent relevant comparison

The Seacoast offering in italics below provided the closest comparisons based on asset size transaction size

and structure and location and therefore was focus of Howe Barnes analysis for valuation purposes Pricing

ratios for the private placement were compared to these two transactions with more emphasis on the Seacoast

transactions historical and pro forma offering price-to-book value ratios and offering price-to-tangible

book value ratios as seen below

Issuer Financials Historical Pro Forma

Offering Offering

Total LTM NPAs Total Offering Price Offering Price

Assets ROAA Assets Cap Ratio Price BV TBV Price BV TBV
Company Name $MMs

Hampton Roads Bankshares

Inc.12 3016 5.84 9.22 6.55 45.0 107.9 78.1 80.6

Pacific Capital Bancorp2 7369 6.24 6.34 9.60 9.1 9.6 69.9 70.3

Seacoast Banking Corp of Florida 2137 4.12 7.78 13.41 41.4 43.4 70.3 72

Median 3016 5.84 7.78 9.60 41.4 43.4 70.3 72.1

Palmetto Bancshares Inc.3 1348 3.32 10.54 8.09 23.8 25.1 71.3 72.9

Reflects the impact of $20.0 million rights offering

Pro forma pricing ratios reflect the impact of exchanging preferred stock including shares issued under

TARP for common stock in the offering

Does not reflect the impact of the Follow-On Offering

Source SNL Financial LC and Howe Barnes calculations
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Howe Barnes noted that the pro forma offering price-to-book value and offering price-to-tangible book

value ratios for the private placement 71.3% and 72.9% respectively were very similar to the ratios for the

Seacoast transaction 70.3% and 72.1% respectively

Discounted Cash Flow Analysis

Howe Barnes utilized three-year earnings projections provided by the management of the Company to

estimate range of per share values for the Companys common stock based on present value calculations Howe

Barnes relied upon the management of the Company as to the reasonableness and achievability of such

projections

The three-year earnings projections were adjusted to reflect possible loss scenarios of $47.5 million $75

million and $90 million that were developed based on management and third party loan reviews including the

Third Party Report as well as the impact of $100 million capital raise In this analysis for each possible loss

scenario Howe Barnes determined the potential market capitalizations of the Company at the end of the third

year by capitalizing projected earnings at forward price-to-earnings multiples of 8.Ox lO.Ox l2.Ox and 15.Ox

Howe Barnes used discount rates of 20.0% and 30.0% representing range of investor return expectations to

determine the future values of $100 million capital raise over three-year time horizon The per share present

value and the corresponding percentage of ownership were calculated from the future values and the discount

rates

Assuming that forward price-to-earnings multiples of 10.Ox and l2.Ox were the most likely as was the

possible loss scenario of $75 million the implied per share present value of the Companys common stock

ranged from $0.00 to $10.54 Howe Barnes noted that the offering price was within the range of values suggested

by the discounted cash flow analysis Howe Barnes noted that the discounted cash flow analysis was considered

because it is widely used valuation methodology but that the results of the methodology are not conclusive and

are highly dependent upon the numerous assumptions that must be made

Other Matters Considered

In performing its analyses Howe Barnes made numerous assumptions with respect to industry performance

general business and economic conditions and other matters many of which are beyond the Companys control

The analyses performed by Howe Barnes are not necessarily indicative of actual values or actual future results

which may be significantly more or less favorable than those suggested by those analyses Howe Barnes drew

from its past experience in similar transactions as well as its experience in the valuation of securities and its

general knowledge of the banking industry as whole Estimates of company valuations do not purport to be

appraisals or to necessarily reflect the prices at which companies or their respective securities actually may be

sold Accordingly those analyses and estimates are inherently subject to uncertainty being based upon numerous

factors or events beyond the control of the parties or their respective advisors and Howe Barnes does not assume

any responsibility if future results are materially different from those projected

Based on the analyses described above which should be read in conjunction with the full text of the

Fairness Opinion and with consideration to the various assumptions and limitations set forth in the Fairness

Opinion Howe Barnes determined that as of the date of the Fairness Opinion the consideration to be received

by the Company and its existing common shareholders in connection with the private placement is fair to the

Company from financial point of view

In conducting its review and arriving at its opinion Howe Barnes with the Companys consent assumed

and relied without independent investigation upon the accuracy and completeness of all financial and other

information provided by the Company or which is publicly available While Howe Barnes did meet with the

management of the Company to review and discuss the analyses and forecasts provided by management Howe

Barness assumption as to the accuracy and completeness of such analyses and forecasts was based on
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contractual provisions in its engagement letter with the Company dated May 21 2010 pursuant to which Howe
Barnes was entitled to rely upon the accuracy and completeness of all information furnished by the Company In

addition Howe Barnes did not conduct nor assume any obligation to conduct any physical inspection of the

properties or facilities of the Company Howe Barnes relied upon the assurance of the management of the

Company that it was unaware of any facts that would make the information provided to Howe Barnes incomplete

or misleading in
any respect Howe Barnes with the Companys consent assumed that the financial forecasts

which they examined were reasonably prepared by the management of the Company on the basis reflecting the

best currently available estimates and good faith judgments of management as to the future performance of the

Company The Board of Directors reviewed the financial forecasts prepared by the Company and posed

questions regarding their accuracy and completeness at the May 25 2010 Board meeting and based on its

review the Board determined that Howe Barness reliance upon the forecasts was reasonable at that time

Howe Barnes does not purport to be an expert in the evaluation of loan portfolios or the allowance for loan

losses with respect to loan portfolios and accordingly assumed that the Companys aggregate allowances for

loan losses set forth in the balance sheet of the Company at March 31 2010 were adequate to cover such losses

and complied fully with applicable law regulatory policy and sound banking practice as of the date of such

financial statement however Howe Barnes noted that based on its review of the Third Party Report and

discussions with management the Company will be required to maintain elevated provision expenses this year

and into 2011 In addition Howe Barnes was not retained to and Howe Barnes did not conduct physical

inspection of
any

of the properties or facilities of the Company did not make any independent evaluation or

appraisal of the assets liabilities or prospects of the Company were not furnished with
any such evaluation or

appraisal and did not review any individual credit files

Howe Barnes did not make or obtain any independent evaluations valuations or appraisals of the assets or

liabilities of the Company nor was it furnished with such materials With respect to all legal matters relating to

the Company Howe Barnes relied on the advice of legal counsel to the Company Howe Barness services to the

Company in connection with the transaction contemplated by the Stock Purchase Agreement have been to bring

both potential investors and acquirers to the Company assist management in those negotiations and render an

opinion from financial point of view with respect to the consideration offered in the private placement Howe
Barness opinion is necessarily based upon economic and market conditions and other circumstances as they

existed on May 25 2010 It should be understood that although subsequent developments may affect Howe

Barness opinion Howe Barnes does not have any obligation to update revise or reaffirm its opinion and

expressly disclaims any responsibility to do so

For purposes of rendering its opinion Howe Barnes assumed in all respects material to its analysis that the

representations and warranties of each party contained in the Stock Purchase Agreement were true and correct

that each party will perform all of the covenants and agreements required to be performed by it under the Stock

Purchase Agreement and that all conditions to the consummation of the transaction contemplated in the Stock

Purchase Agreement will be satisfied without waiver thereof Howe Barnes also assumed that all governmental

regulatory and other consents and approvals contemplated by the Stock Purchase Agreement will be obtained and

that in the course of obtaining those consents and approvals no restrictions will be imposed or waivers made that

would have an adverse effect on the contemplated benefits of the private placement

Howe Barness opinion does not constitute recommendation to any shareholder of the Company to take

any action in connection with the transactions contemplated by the Investment Agreements or otherwise Howe

Barnes has not been requested to opine as to and its opinion does not in any manner address the Companys
underlying business decision to effect the transactions contemplated by the Investment Agreements Furthermore

Howe Barnes expressed no view and specifically currently expresses no view as to the market liquidity price

or trading range for shares of the common stock of the Company following the consummation of the transactions

contemplated by the Investment Agreements
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Potential Consequences if the Amendments are Approved

If the Amendments to our Amended and Restated Articles of Incorporation are approved by the shareholders

at the Meeting and all other conditions to closing the private placement are satisfied or waived by the parties we

expect to consummate the private placement promptly after obtaining such approvals and satisfying or waiving

such conditions

Imp roved Balance Sheet and Regulatory Capital Levels

Upon consummation of the private placement the Company will receive aggregate gross proceeds from the

institution investors of approximately $103 million With the proceeds of the private placement our balance

sheet will be strengthened and our regulatory capital levels will exceed the minimum capital levels required to be

categorized as well capitalized For additional information regarding the effect of the private placement on our

balance sheet and our regulatory capital ratios please see the section of this Proxy Statement captioned Pro

Forma Financial Information

Market Effects

The investors will have registration rights with respect to the shares of our common stock issuable to them

upon consummation of the private placement Any such shares of our common stock if and when registered for

resale pursuant to an effective registration statement will be freely transferable without restriction under the

Securities Act of 1933 The shares of common stock may also be transferable under Rule 144 under the

Securities Act of 1933 subject in some cases to limitations imposed by Rule 144 If large quantities of our

common stock are sold or if it is perceived that they may be sold into the public market the trading price of our

common stock could be materially adversely affected In addition the registration of the common stock would

cause us to incur significant expense related to such registration including the ongoing compliance costs related

to such registration

Dilution

The private placement will have dilutive effect on both the earnings per share of our common stock and

the book value per share of our common stock In addition our existing shareholders will incur substantial

dilution to their voting interests and will own smaller percentage of the outstanding capital stock of the

Company For additional information regarding the dilutive effect of the private placement please see the section

of this Proxy Statement captioned Pro Forma Financial Information

Concentration of Ownership

If the private placement is consummated CapGen will own approximately 45.4% Patriot will own

approximately 19.2% the other institutional investors collectively will own approximately 20.7% and all other

directors and executive officer collectively will own approximately 2.7% of our common stock In the

aggregate all such shareholders will own approximately 88.0% of our common stock Such concentration of

control may have the effect of discouraging delaying or preventing change in control and may also have an

adverse effect on the market price of our common stock

Potential Consequences if the Amendments are Not Approved

In the event the Amendments to our Amended and Restated Articles of Incorporation are not approved by

our shareholders at the Meeting then the investors will have the right to terminate the Stock Purchase Agreement

in which case we would not consummate the private placement

Capitalization

If we are unable to successfully consummate the private placement we will be required to seek additional

capital from other sources which will likely be on less favorable terms Our ability to raise additional capital will
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depend on conditions in the capital markets economic conditions and number of other factors many of which

are beyond our control and on our financial performance Accordingly we cannot be assured of our ability to

raise additional capital on terms acceptable to us or at all If we cannot raise additional capital it may have

material adverse effect on our financial condition results of operations and prospects

PRO FORMA FINANCIAL INFORMATION

Basis of Presentation

The unaudited pro forma consolidated balance sheet tables and pro forma earnings per share tables

presented below have been prepared by the Company to illustrate the impact of the private placement On

June 2010 the Company entered into the Investment Agreements with seven separate institutional investors

pursuant to which the investors will acquire an aggregate of approximately $103 million of newly issued

common stock of the Company

The net proceeds of the private placement after assumed estimated direct expenses of $8.5 million would

be $94.5 million of which approximately $1.5 million will be retained by the Company and approximately

$93.0 million will be contributed to the Bank as capital contribution

Balance Sheet

The following tables present the Companys unaudited
pro

forma consolidated balance sheets adjusted for

the pro forma impacts of the capital raise for the periods shown The
pro

forma consolidated balance sheets as of

March 31 2010 and December 31 2009 assume the Company completed the capital raise on January 2009
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PALMETTO BANCSHARES INC AND SUBSIDIARY

Pro Forma Consolidated Balance Sheet Data and Capital Ratios

dollars in thousands

March 31 2010

Adjustments
for Capital

Actual Raise As Adjusted

Assets

Cash and cash equivalents

Cash and due from banks 156984 95300 252284

Total cash and cash equivalents 156984 95300 252284

FHLB stock at cost 7010 7010

Investment securities available for sale at fair value 115893 115893

Mortgage loans held for sale 1121 1121

Loans gross 1010247 1010247

Less allowance for loan losses 28426 28426

Loans net 981821 981821

Premises and equipment net 30225 30225

Goodwill net 3691 3691

Accrued interest receivable 4221 4221

Real estate acquired in settlement of loans 28867 28867

Income tax refund receivable 738 738

Other 17892 303 17589

Total assets $1348463 94997 1443460

Liabilities and shareholders equity

Liabilities

Deposits

Noninterest-bearing 139454 139454

Interest-bearing 989159 989159

Total deposits 1128613 1128613

Retail repurchase agreements 21417 21417

Commercial paper Master notes 18948 18948

Long-term borrowings 96000 96000

Convertible debt 380 380
Accrued interest payable 1528 1528

Other 10599 10599

Total liabilities 1277485 380 1277105

Shareholders equity

Preferred stock

Common stock 32295 367 32662

Capital surplus 2677 95010 97687

Retained earnings 41802 41802

Accumulated other comprehensive loss net of tax 5796 5796

Total shareholders equity 70978 95377 166355

Total liabilities and shareholders equity $1348463 94997 1443460

Common stock issued and outstanding 6495130 39880863 46375993

Tier capital 72310 95377 167687

Total capital 85758 95373 181131

Risk-weighted assets 1060655 307 1060348

Average assets quarterly 1364485 94997 1459482

Total capital to risk-weighted assets ratio 8.09% 17.08%

Tier capital to risk-weighted assets ratio 6.82 15.81

Tier leverage ratio 5.30 11.49

Assumes that the cash proceeds are initially retained for liquidity

Result of expenses of offering paid as of March 31 2010 that were initially deferred and included in Other assets being

reclassified against the gross proceeds of the offering
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PALMETTO BANCSHARES INC AND SUBSIDIARY

Pro Forma Consolidated Balance Sheet Data and Capital Ratios

dollars in thousands

December 312009

Adjustments for

Capital Raise and

Actual Debt Conversion As Adjusted

Assets

Cash and cash equivalents

Cash and due from banks 188084 95479 283563

Total cash and cash equivalents 188084 95479 283563

FHLB stock at cost 7010 7010
Investment securities available for sale at fair value 119986 119986

Mortgage loans held for sale 3884 3884

Loans gross 1040312 1040312
Less allowance for loan losses 24079 24079

Loans net 1016233 1016233

Premises and equipment net 29605 29605
Goodwill net 3691 3691
Accrued interest receivable 4322 4322
Real estate acquired in settlement of loans 27826 27826
Income tax refund receivable 20869 20869
Other 14440 102 14338

Total assets $1435950 95377 1531327

Liabilities and shareholders equity

Liabilities

Deposits

Noninterest-bearing 142609 142609

Interest-bearing 1072305 1072305

Total deposits 1214914 1214914

Retail repurchase agreements 15545 15545
Commercial paper Master notes 19061 19061
Long-term borrowings 101000 101000
Convertible debt

Accrued interest payable 2020 2020
Other 8395 8395

Total liabilities 1360935 1360935

Shareholders equity

Preferred stock

Common stock 32282 367 32649
Capital surplus 2599 95010 97609
Retained earnings 47094 47094
Accumulated other comprehensive loss net of tax 6960

__________
6960

Total shareholders equity 75015 95377 170392

Total liabilities and shareholders equity $1435950 95377 1531327

Common stock issued and outstanding 6495130 39880863 46375993
Tier capital 79046 95377 174423
Total capital 93298 95380 188678
Risk-weighted assets 1130323 281 1130604
Average assets quarterly 1423769 95377 1519146

Total capital to risk-weighted assets ratio 8.25% 16.69%
Tier capital to risk-weighted assets ratio 6.99 15.43

Tier leverage ratio 5.55 11.48

Assumes that cash proceeds of capital raise are initially
retained for liquidity

Result of expenses of offering paid as of December 31 2009 that were initially deferred and included in Other assets

being reclassified against the gross proceeds of the offering
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Earnings Per Share

The following table presents the Companys unaudited pro forma earnings per
share adjusted for the pro

forma impacts of the capital raise for the periods shown The pro
forma consolidated earnings per share

calculations assume no material pro forma impacts to net income loss for the periods shown Pro forma

earnings per
share assumes the Company completed the capital raise on January 2009

PALMETTO BANCSHARES INC AND SUBSIDIARY

Pro Forma Consolidated Statements of Income Loss

dollars in thousands except per share data

For the quarter ended March 31 2010

Adjustments

for Capital

Actual Raise As Adjusted

Net income loss 5292 5292

Net income lossbasic 0.82 0.11

Net income lossdiluted 0.82 0.11

Weighted average common shares outstandingbasic 6455598 39880863 46336461

Weighted average common shares outstandingdiluted 6455598 39880863 46336461

PALMETTO BANCSHARES INC AND SUBSIDIARY

Pro Forma Consolidated Statements of Income Loss

dollars in thousands except per share data

For the year ended December 31 2009

Adjustments
for Capital

Actual Raise As Adjusted

Net income loss 40085 40085

Net income lossbasic 6.21 0.87

Net income lossdiluted 6.21 0.87

Weighted average common shares outstandingbasic 6449754 39880863 46330617

Weighted average common shares outstandingdiluted 6449754 39880863 46330617
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ITEM3
ELECTION OF DIRECTORS

Director Nominees for Election

The Board of Directors currently has 15 members divided into three classes Our current directors and their

classes are

Terms Expiring at the 2010 Terms Expiring at the 2011 Terms Expiring at the 2012

Annual Meeting Annual Meeting Annual Meeting

David George John Gramling II Leon Patterson

Michael Glenn John Hopkins Jr Sam Phillips Jr

Fred Davis Jr Edward Snead III Stewart Spinks

Lee Dixon Jane Sosebee David Wasson Jr

Samuel Erwin

Albert Smith

Ann Smith

In connection with the private placement the Company is required to reduce the size of the Board from 15

members to 11 members upon consummation of the private placement As part of this reduction two of our

current directors whose terms expire at the Meeting David George Jr and Albert Smith have concluded

not to stand for reelection at the Meeting As result these two directors will cease to be directors after the

Meeting and the Board will then be reduced to 13 directors Each directors decision to not stand for reelection

was voluntary and did not arise or result from any disagreement with the Company on any matters relating to the

Companys operations policies or practices Mr George and Mr Smith served as directors of the Company for

37 and years respectively The Company appreciates each directors contribution to the Company and the

Bank during his service as director

The remaining current directors whose terms expire at the Meeting Michael Glenn Fred Davis Jr

Lee Dixon Samuel Erwin and Ann Smith have been nominated by the Board to be elected at the

Meeting to hold office until their term expires and until their successors are elected and qualified The nominees

have told us that they are willing to serve as directors If any nominee is no longer candidate for director at the

Meeting the proxy holders will vote for the rest of the nominees and may vote for substitute nominee in their

discretion In October 2009 in light of their additional management responsibilities and efforts leading the

Strategic Project Plan adopted by the Board in June 2009 the Board elected to the Board Messrs Dixon and

Erwin as directors All other nominees have been previously elected by the shareholders

In addition prior to the closing of the private placement the Company has agreed to appoint subject to the

closing two designees of CapGen and one designee of Patriot to serve on the Boards of Directors of each of the

Company and the Bank For so long as CapGen or Patriot as applicable owns more than 9.9% of the Companys

outstanding shares of common stock and subject to satisfaction of all legal and governance requirements

applicable to all Board members regarding service as director of the Company the Company will be required to

nominate two people designated by CapGen and one person designated by Patriot for election to the Board at

each annual meeting of shareholders at which the term of each such director expires or upon the death

resignation removal or disqualification of each such director if earlier After the closing of the private

placement but prior to the election and qualification of CapGen or Patriots designees as applicable CapGen
will have the right to designate two non-voting observers and Patriot will have the right to designate one

non-voting observer to the Boards of Directors of each of the Company and the Bank CapGen has notified the

Company that it will designate John Sullivan and Robert Goldstein to serve on the Boards and Patriot has

notified the Company that it will designate James Lynch to serve on the Boards Information regarding each of

the designees is included below
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Based on terms of the private placement after the Meeting and assuming the private placement transaction

described herein is consummated the Board of Directors would be comprised of 16 directors and would be

required to be reduced to 11 directors immediately following the consummation of the private placement

transaction Accordingly the current Board of Directors is currently evaluating the expected composition of the

Board in preparation for the required reduction in size to 11 directors

As described under Corporate GovernanceProcess for Evaluating Director Candidates the Board has

identified certain qualifications for its directors The Board believes that these particular qualifications provide

our directors with substantial experience relevant to serving as director of our Company including in areas

such as financial management risk management strategic planning human resources including management

succession planning business development corporate governance and business operations The Board has

determined that except for Lee Dixon Samuel Erwin and Leon Patterson who are executive officers of

both the Company and its subsidiary each nominee for election as director at the Meeting is an independent

director as discussed below under Corporate GovernanceDirector Independence

Each of our nominees satisfies our director qualifications and during the course of their business and

professional careers has acquired business management experience in these and other areas In addition the

Corporate Governance and Nominating Committee and the Board believe that each nominee brings to the Board

their own unique background and particular expertise knowledge and experience that provide the Board as

whole with the necessary and appropriate mix of skills characteristics and attributes that enable the Board to

work together in professional and collegial atmosphere and that are required for the Board to fulfill its oversight

responsibility to the Companys shareholders

The Board recommends you vote FOR each of the nominees set forth below

The following provides information regarding each of our directors who have been nominated by the Board

of Directors for reelection at the Meeting including their age and the year in which they first became director

of the Company the
year

in which their term expires their business experience for at least the past five years the

names of other publicly-held where they currently serve as director or served as director during the past five

years and additional information about the specific experience qualifications attributes or skills that led to the

Boards conclusion that such person should serve as director for the Company

Nominees for Reelection as Director at the 2010 Annual Meeting of Shareholders

Michael Glenn

Age 69 Business Experience Mr Glenn has been engaged in the practice of law since

Director Since 1994 1965 He has worked as an active trial attorney since 1978 with concentration in

Term Expiring 2012 complicated business and class action litigation Mr Glenn has been partner with

the law firm of Glenn Haigler McClain Stathakis LLP since 1993

Other Public Company Directorships None

Additional Information During his career Mr Glenn served on numerous boards

and commissions upon appointment by the South Carolina Supreme Court and the

South Carolina Bar Association and has served on numerous private and public

agency boards In addition he has served in three judgeships for ten years

Additionally Mr Glenns professional experience as business owner provides the

board with business insight and analytical skills that are necessary to manage the

Companys affairs in this difficult economic environment Mr Glenn graduated

from Furman University and received his law degree from the University of South

Carolina Mr Glenns law experience and education provides him with additional

perspective on the legal regulatory and risk matters impacting the Company
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Fred Davis Jr

Age 66 Business Experience Mr Davis was owner and President of Palmetto Spinning

Director Since 1978 Corporation where he was employed from 1969 to 1995 Mr Davis retired in 1995

Term Expiring 2013

Other Public Company Directorships None

Additional Information Through his business experience Mr Davis brings

business management experience to the Board Additionally Mr Davis

professional experience as business owner provides the board with business

insight and analytical skills that are necessary to manage the Companys affairs in

this difficult economic environment As member of the Board since 1978

Mr Davis has extensive knowledge and experience regarding our business In

addition Mr Davis provides unique insight into the Companys Laurens County

market Mr Davis is graduate of Clemson University

Lee Dixon

Age 44 Business Experience Mr Dixon has served as Chief Operating Officer of Palmetto

Director Since 2009 Bancshares Inc and The Palmetto Bank since July 2009 In addition subject to

Term Expiring 2013 regulatory approval effective July 2010 Mr Dixon will assume the role of

Chief Financial Officer of Palmetto Bancshares Inc and The Palmetto Bank

Mr Dixon was appointed Chief Risk Officer of Palmetto Bancshares Inc and The

Palmetto Bank in October 2009 Mr Dixon served as Senior Executive Vice

President of Palmetto Bancshares Inc and The Palmetto Bank from May 2009

through June 2009 Mr Dixon served as Chief Operating Officer of First

Presbyterian Church of Winston-Salem from July 2006 through May 2009 He was

employed in the Banking and Capital Markets practice of PricewaterhouseCoopers

LLP from January 1989 through June 2006 admitted as Partner in July 1999

Other Public Company Directorships None

Additional Information Mr Dixon brings extensive accounting and financial

reporting expertise to the Board from his 22 years
of business experience 18 years

of which he served in the Banking and Capital Markets practice at

PricewaterhouseCoopers LLP Mr Dixon has worked with banking clients ranging

from small community banks to some of the largest national banks and he has

extensive operational experience covering all aspects of banking and financial

services Mr Dixons background with PricewaterhouseCoopers LLP has provided

him with substantial banking regulatory financial reporting and risk management

experience Mr Dixon also has extensive leadership and business management

experience and skills Mr Dixon is certified public accountant in North Carolina

and South Carolina Mr Dixon graduated magna cum laude from the University of

South Carolina with majors in Accounting and Finance and graduated with

distinction from the Stonier Graduate School of Banking

Samuel Erwin

Age 42 Business Experience Mr Erwin has served as Chief Executive Officer and

Director Since 2009 President of The Palmetto Bank since July 2009 In addition Mr Erwin was

Term Expiring 2013 appointed Chief Executive Officer of Palmetto Bancshares Inc in January 2010

Mr Erwin served as Senior Executive Vice President of Palmetto Bancshares Inc

and The Palmetto Bank from March 2009 through June 2009 Mr Erwin began his

banking career at First Union National Bank now Wachovia in July 1990 At the
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time of his departure in January 1997 he served as Vice President and City

Executive in Orangeburg South Carolina He worked with First National Bank

now South Carolina Bank and Trust from January 1997 until January 2000

where he held the position of Senior Vice President and Region Executive in

Orangeburg South Carolina From January 2000 until June 2002 he held the

position of Senior Vice President and Market President in Columbia South

Carolina with First Union National Bank now Wachovia From June 2002 until

December 2004 he served as Senior Vice President and Commercial Relationship

Manager for Carolina National Bank start-up bank in Columbia South Carolina

Most recently Erwin served as Chief Executive Officer of Community

Bancshares Inc in Orangeburg South Carolina

Other Public Company Directorships None

Additional Information Mr Erwin has extensive knowledge and experience in

finance and the banking and financial services industry In addition to his

experience at the Company Mr Erwin has 20 years of banking experience At

Community Bankshares Mr Erwin addressed significant asset quality and

organizational issues associated with multi-bank holding company with

decentralized policies procedures and operations With Mr Erwins leadership

and experience Community Bankshares successfully resolved the asset quality

issues which ultimately resulted in sale of the bank in October 2008 at two times

book value despite depressed market Erwins experience brings unique

perspective to the Board including but not limited to banking regulatory

governmental financial and economic matters Mr Erwin is graduate of

Clemson University with bachelors of science degree in Financial Management

Ann Smith

Age 49 Business Experience Ms Smith served as the Director of Annual Giving for

Director Since 1997 Clemson University from September 1986 to December 2007 Ms Smith has

Term Expiring 2013 served as the Clemson University Program Manager for Annual Giving

Development since December 2007

Other Public Company Directorships None

Additional Information Ms Smith is active in charitable endeavors in her

community and has played critical role in the educational
system in our market

area These roles provide her with personal contacts and unique perspective of

the markets in which the company operates Ms Smith graduated with

undergraduate and graduate degrees from Clemson University

The following provides information regarding each of our other directors including their
age

and the
year

in

which they first became director of the Company the
year

in which their term expires their business

experience for at least the past five years the names of other publicly-held where they currently serve as

director or served as director during the past five
years

and additional information about the specific

experience qualifications attributes or skills that led to the Boards conclusion that such person should serve as

director for the Company

Other Members of the Board of Directors provided for informational purposes only as these Directors have

previously been elected by the Shareholders

John Gramling II

Age 69 Business Experience Since 1997 Mr Gramling has served as President of

Director Since 1984 Gramling Brothers Inc an umbrella company engaged in the operation of

Term Expiring 2011 orchards real estate development surveying and investments

Other Public Company Directorships None
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Additional Information In addition to his business experience Mr Gramling is

partial owner of River Falls Plantation and Mt Valley Development Company

Village Greens Golf Club Through his business and ownership experience

Mr Gramling brings business management experience to the Board Additionally

Mr Gramling professional experience as business owner provides the Board

with business insight and analytical skills that are necessary to manage the

Companys affairs in this difficult economic environment As member of the

Board since 1984 Mr Gramling has extensive knowledge and experience

regarding our business Mr Gramling is graduate of Wofford College

John Hopkins Jr

Age 58 Business Experience Mr Hopkins has served as owner of The Fieldstone Group

Director Since 2004 diversified investment and development company with real estate farm land

Term Expiring 2011 and timber holdings since 2000 Prior to 2000 Mr Hopkins was employed for 26

years at Owens Corning Fortune 500 company the last 10 of which he served as

an officer

Other Public Company Directorships None

Additional Information As the owner and officer of two companies during the

past 36
years including recently with company involved in real estate activities

Mr Hopkins brings leadership and business management experience to the Board

In addition he has extensive expertise that he gained through this business

experience as well as through his current service as member of the Companys

Compensation Corporate Governance and Nominating and Regulatory Oversight

Committees Mr Hopkins serves on several private boards and also provides

entrepreneurial experience to the Board which is important to our many consumer

businesses Mr Hopkins is graduate of Clemson University and the South

Carolina Bankers Association Directors College

Edward Snead III

Age 50 Business Experience Mr Snead has been employed with Snead Builders Supply

Director Since 1997 Company Inc Greenwood South Carolina based family owned and operated

Term Expiring 2011 building supply store since 1981 and has served as President since 1991

Other Public Company Directorships None

Additional Information Mr Snead brings leadership and business management

experience to the Board as the President of Snead Builders Supply Company

Mr Snead serves on several private boards and brings experience to the Board

through this service and through his service on the Audit Committee of one such

private organization Mr Snead is graduate of Presbyterian College

Jane Sosebee

Age 53 Business Experience From 2003 until November 2007 Ms Sosebee served as

Director Since 2006 regional director with ATT South Carolina formerly Southern Bell and

Term Expiring 2011 BellSouth Since November 2007 Ms Sosebee has served as Director of

ATT South Carolina communications holding company

Other Public Company Directorships None
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Additional Information Ms Sosebee brings extensive leadership and business

management skills to the Board obtained through her 31 years of employment with

ATT During her tenure she has managed various teams within South Carolina

including marketing sales and servicing organization including oversight of the

compensation plan Additionally she has managed external affairs public relations

and philanthropy Though her current capacity as director of Governmental

Relations for ATT she manages team of external lobbyists and directs public

policy for South Carolina This experience provides valuable insight to the Board on

regulatory issues Accordingly Ms Sosebee serves on the Boards Regulatory

Oversight Committee as well as the Trust Committee Ms Sosebee has served on

and chaired various community organizations in our market area developing

relationships beneficial to us With regard to one such organization Ms Sosebee

serves on the Audit Committee Ms Sosebee is graduate of Clemson University

and the South Carolina Bankers Association Directors College

Leon Patterson

Age 69 Business Experience Mr Patterson has served as Chairman of the Board of

Director Since 1971 Directors of Palmetto Bancshares Inc since April 1990 Mr Patterson served as

Term Expiring 2012 Chief Executive Officer of Palmetto Bancshares Inc from April 1990 to

December 31 2009 From June 1982 to April 1994 he served also as President of

Palmetto Bancshares Inc

Mr Patterson has served as Chairman of the Board of The Palmetto Bank since

July 2009 Prior to that Mr Patterson served as Chairman of the Board of The

Palmetto Bank from January 1978 to January 2004 In addition Mr Patterson

served as President of The Palmetto Bank from 1977 to February 1986 and as

Chief Executive Officer of The Palmetto Bank from March 1986 to January 2004

Mr Patterson was elected Senior Executive for Strategic Development of Palmetto

Bancshares Inc effective January 2010

Other Public Company Directorships None

Additional Information Mr Patterson has been employed for over 42
years

in the

banking industry and the Company in variety of management and senior

management positions and he brings to the Board tremendous experience and

knowledge regarding the financial services industry and the Companys businesses

as well as an understanding of the Companys vision and strategy Mr Patterson has

extensive leadership experience Mr Patterson serves on various community

organizations in our market area developing relationships beneficial to us With

regard to one such organization Mr Patterson serves on the Audit Committee

Mr Patterson is graduate of Wofford College Wharton Graduate School American

Bankers Association Stonier Graduate School of Banking and the American

Bankers Association Kellogg Chief Executive Officer Management Program

Sam Phillips Jr

Age 68 Business Experience Mr Phillips has been Chief Executive Officer and owner of

Director Since 2000 S.B Phillips Company Inc an umbrella organization for several other businesses

Term Expiring 2012 including Phillips Staffing Services temporary staffing agency in Greenville

South Carolina since 1968 Additionally Mr Phillips in and has been

Managing partner of Fairway Group of SC semi-private 27-hole golf

course since 2003 and as partner since 2001

38



Managing partner
of Eagle Zone LLC golf improvement center and

pro-shop since 2003 and as partner since 2001

Partner and board member of SubAir Systems LLC manufacturing

company specializing in turf management for sports fields and golf

courses since 2002 and

Partner and board member of Woodhead LLC DBA Graniteville

Specialty Fabrics textile fabric coatings company since 2006

Other Public Company Directorships None

Additional Information As result of his extensive business experience

Mr Phillips brings leadership business management entrepreneurial human

resource and sales and marketing experience to the Board Mr Phillips has

extensive investments in variety of ventures ranging from real estate to

marketing to manufacturing to textiles In addition Mr Phillips brings mergers

and acquisitions experience to the Board through his involvement with the Azalea

Fund LLC and Azalea Fund II LLC pair of local investment companies and

other transactions involving the purchase and sale of businesses In addition

Mr Phillips professional experience as business owner provides the Board with

business insight and analytical skills that are necessary to manage the Companys

affairs in this difficult economic environment Mr Phillips served as the Chairman

of the Board of Power Equipment Maintenance company providing contract

services to the power industry throughout the United States from 2003 until which

time it was sold in 2007 Additionally Mr Phillips serves and has served on

various community organizations in our market area developing relationships

beneficial to us Mr Phillips is graduate of Furman University

Stewart Spinks

Age 64 Business Experience Mr Spinks founded the Spinx Oil Company in 1972 He now

Director Since 2006 serves as The Spinx Company Inc.s Chief Executive Officer Spinx is the largest

Term Expiring 2012 privately held gasoline convenience retailer in South Carolina Mr Spinks has served

as President and Chief Executive Officer of Enigma Inc real estate development

company since 1984 Mr Spinks served as Chief Executive Officer of Spinx Foods

from 1996 until its closing in 2007 Mr Spinks has served as Treasurer of Spinks

Investments since 1990 real estate company that owns and leases properties to

internal as well as external Spinx lessees He has also served as Chief Executive

Officer of Trans Equipment Services Inc transportation leasing company since

1985 Mr Spinks founded Spinx Transportation fuel delivery company in 1994

and has served as President and Chief Executive Officer since that time

Other Public Company Directorships None

Additional Information As result of his extensive business experience and ties to

the community Mr Spinks brings leadership business management

entrepreneurial and sales and marketing experience to the Board In addition

Mr Spinks professional experience as business owner provides the board with

business insight and analytical skills that are necessary to manage the companys
affairs in this difficult economic environment Mr Spinks serves and has served

on various not-for-profit and community organization boards in our market area

developing relationships beneficial to us Additionally Mr Spinks serves on the

Audit Committee to two such organizations Mr Spinks is graduate of the

University of Tennessee
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David Wasson Jr

Age 64 Business Experience Mr Wasson has been President and Chief Executive Officer

Director Since 1979 of Laurens Electric Cooperative Inc member-owned rural electric cooperative

Term Expiring 2012 in Upstate South Carolina since 1974

Other Public Company Directorships None

Additional Information Through his service as Chief Executive Officer of

Laurens Electric over the past 35 years Mr Wasson brings leadership and

business management experience to the Board Mr Wasson possesses financial

management expertise that he gained through his position and as member of the

audit committees of nonpublic entity as well as current member of the

Companys Audit Committee As member of the Board since 1979 Mr Wasson

has extensive knowledge and experience regarding our business In addition

Mr Wasson provides unique insight into the Companys Laurens County market

Mr Wasson is graduate of Clemson University and earned graduate degree

from the University of South Carolina

The following provides information regarding CapGens designees John Sullivan and Robert

Goldstein and Patriots designee James Lynch to the Boards of Directors of each of the Company and the

Bank

CapGen and Patriot Designees to the Boa-d of Directors provided for informational purposes only as these

designees will be appointed to the Board of Directors only upon consummation of the private placement

John Sullivan

Age 54 Mr Sullivan has extensive experience and diverse background in all facets of bank

and financial management He served as Chairman President Chief Executive and

Chief Operating Officer of various financial institutions in the New York

metropolitan area including Hamilton Bancorp River Bank America East River

Savings Bank Continental Bank and the Olympian New York Corp

Mr Sullivan has gained reputation as business turnaround specialist with strong

allegiances to both investors and customers having resuscitated ailing institutions and

facilitated their mergers with stronger financial companies generating superior

returns for his investors Mr Sullivan has been first call executive for many bank

regulators when trouble surfaces at regulated entity

Mr Sullivan is senior advisor and member of the advisory board for New York

States largest de novo banking effort Signature Bank Prior to joining CapGen he

served as senior advisor to the global financial services practice of big four

accounting firm In this capacity he provides guidance and thought leadership to

some of the firms largest financial services clients on banking matters such as

merger and acquisition activity capital transactions regulatory issues credit quality

and credit risk He is frequently called upon to provide guidance and expertise in

highly complex financial and operational situations for banks and other financial

services companies

He was founding partner board member and executive officer of We Media Inc

an award-winning company providing high quality media offerings to Americas 60

million people with disabilities

Mr Sullivan is magna cum laude graduate of Niagara University and CPA
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Robert Goldstein

Age 70 Mr Goldstein is nationally recognized for his expert investing and operational

experience in turning around and implementing growth strategies for banks under the

most challenging circumstances He is also highly regarded for identifying new

opportunities for investment in community and regional banking

consistently successful investor for himself and others Mr Goldstein has been

senior executive and/or director at 14 financial institutions over career that has

spanned more than 40 years Mr Goldstein is often the first call when community

and regional banks encounter difficulties that require outside operational and

investing expertise His network of relationships in banking and financial services is

key competitive feature of the CapGen Program

Mr Goldstein recently spearheaded the merger of Bay View Capital Corp San

Mateo California and Great Lakes Bancorp Buffalo New York Bay View was the

most recent in series of turnarounds and recapitalizations which he engineered

This company was deeply troubled $5 billion bank holding company which had lost

credibility with regulators and shareholders Mr Goldstein was elected CEO of the

company in 2001 bringing with him seasoned team of banking professionals and an

infusion of $137 million of equity capital raised through institutional investors who

had participated with him in prior engagements The resultant company returned to

financial health regained credibility and provided the participants with significant

return on their investment He continues to serve on the board of directors and as

Chairman of the executive committee of Great Lakes Bancorp

Throughout his tenure first as CEO and later as Chairman of Bay View

Mr Goldstein was also fully engaged in other banking activities He co-authored the

2003 spin-off of the Florida subsidiary of F.N.B Corporation into second publicly

traded entity which has subsequently been acquired Mr Goldstein was an original

investor founder and board member of RS Group Holdings privately owned and

operated trust services company He continues to be member of that firms board of

directors

Previously Mr Goldstein successfully raised capital injected new management and

reenergized banks and thrifts in Connecticut New Jersey New York and

Pennsylvania These activities have earned him widely known and respected

reputation in the domestic financial services industry

Mr Goldstein is member of number of corporate and institutional boards and is

member of the executive compensation governance and audit committees of several

of those institutions He presently serves in various capacities on the boards of

commercial and community banks privately owned trust services company and

mortgage REIT

As private investor Mr Goldstein has also invested in de novo banks

recapitalizations of existing institutions and has recently served as one of the advisors

and directors facilitating the successful geographic spin-off of commercial bank into

separate holding company creating substantial improvement in the combined

equity value of the two related organizations

Mr Goldstein graduated magna cum laude from Texas Christian University
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James Lynch

Age 60 Mr Lynch has more than 39
years

of banking experience Prior to Patriot Mr Lynch

served as Vice Chairman of Sovereign Bancorp from 2005 to 2007 and Chairman

and Chief Executive Officer of Sovereign BankMid Atlantic Division from 2002 to

2007 From 2001 to 2002 Mr Lynch served as President and Chief Executive Officer

of Fleet Bank in Pennsylvania and Southern New Jersey From 1999 to 2001

Mr Lynch was the Chairman and Chief Executive Officer at Summit Bank in

Pennsylvania and Senior Executive Vice President at Summit Bancorp Prior to that

Mr Lynch was Chairman President and Chief Executive Officer of Prime Bank

President and Vice Chairman of Continental Bancorp and Executive Vice President

of Midlantic Bank formerly Continental Bank

graduate of LaSalle University in Philadelphia Mr Lynch is longtime member

and immediate past Chairman of the Universitys Board of Trustees In 2004

Mr Lynch received LaSalles prestigious John Finley 24 Alumni Award for his

outstanding dedication to the University In 1999 LaSalle University presented

Mr Lynch with its Leadership Award which is given annually to an individual who

has displayed outstanding leadership in corporate civic government or religious

fields He has also been inducted into the Father Judge High School and the

Archdiocese of Philadelphia Catholic Youth Organization Hall of Fame

Mr Lynch is active in several professional and civic organizations Mr Lynch is

board member and trustee of the Holy Redeemer Health System and also board

member of the Police Athletic League in Philadelphia He is an immediate past

chairman of the Central Philadelphia Development Corporation and an active member

of the corporate campaign for the United Way of Southeastern Pennsylvania

Mr Lynch is also board member for the Special OlympicsPennsylvania as well

as The Reinvestment Fund TRF He is founding board member of LaSalle

Academy private inner city elementary school serving economically disadvantaged

children in Philadelphia

Mr Lynchs strong dedication to his community has not gone unnoticed Among the

many honors that he has received Mr Lynch has been awarded the Richard Caron

Award of Excellence from the Caron Foundation was the recipient of the Boys and

Girls Club of Philadelphia Touching Life Award has received the Philadelphia

Eagles Fly for Leukemia Lifetime Achievement Award and was named Banker of the

Year by the Philadelphia chapter of the Risk Management Association for his

contributions to the commercial lending profession
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DIRECTOR COMPENSATION

The table below provides information on 2009 compensation for nonemployee directors The Company

offers reimbursement to directors for expenses
incurred in their Board service including the cost of attending

Board and committee meetings Employee directors elected prior to 2009 Mr Patterson and Mr Stringer in

2009 received compensation for their Board service Employee directors elected during 2009 Mr Dixon and

Mr Erwin in 2009 did not receive compensation for their Board service Effective January 2010 no employee

directors will receive compensation for their Board service Compensation for employees that were also directors

during 2009 is set forth in Executive CompensationExecutive Compensation TablesSummary Compensation

Table

Number of Number of

Securities Securities

Underlying Underlying

Unexercised Unexercised

Options at Options at

Fees Earned or Year End Year End

Name
Paid in Cash $1 Exercisable Unexercisable

Fred Davis Jr 28000

David George Jr 28000

Michael Glenn 28000

John Gramling JJ 28000

John Hopkins Jr 28000 1000

Sam Phillips Jr 28000 5000

Albert Smith 28000 4000 1000

AnnB Smith 28000

Keith Snead III 28000

Jane Sosebee 28000 4000 1000

Stewart Spinks
28000 2000 1000

David Wasson Jr 28000

During 2009 members of the Board received monthly fees of $1500 and an annual retainer of $10000 for

services provided as directors including but not limited to committee membership and related

responsibilities
Directors of the Company also serve on the Board of the Bank Directors receive no

additional compensation related to their service on the Banks Board If director misses more than one

Board meeting in calendar year and the Board does not excuse such absences the director forfeits his or

her monthly fee During 2009 no directors forfeited monthly fees as result of this policy

Determination of Director Compensation

With regard to compensation relative to 2009 and prior the Corporate Governance and Nominating

Committee of the Board analyzed and determined director compensation Generally the Corporate Governance

and Nominating Committee reviewed the individual components and total amount of director compensation at

least annually and historically changes in director compensation were recommended to the Board for its

approval as circumstances deem necessary
Such determination considered among other factors review of

competitive pay data for nonemployee directors of other financial services companies comparable to the

Company Additionally the Corporate Governance and Nominating Committee could recommend changes to

director compensation more or less frequently based on its analysis of this competitive data Based on review of

circumstances and competitive data the Corporate Governance and Nominating Committee maintained director

compensation for 2009 at the same level as that of 2008 The Corporate Governance and Nominating Committee

did not historically engage compensation consultant in making this determination During 2009 the

responsibility for director compensation was changed from that of the Corporate Governance and Nominating

Committee to that of the Compensation Committee as the Compensation Committee regularly reviews industry

compensation data and began discussions in 2009 with compensation consultant for potential assistance related

to director and employee compensation matters
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Equity Compensation

Directors participated in the 1997 Stock Compensation Plan and are eligible to participate in the 2008
Restricted Stock Plan The terms and conditions of grants to directors under these plans are the same as for grants
to employees See Executive CompensationCompensation Discussion and Analysis for discussion regarding
our equity incentive compensation plans No such equity-based compensation was granted to independent
directors during 2009

INFORMATION ABOUT RELATED PERSONS

Related Person Transactions

Lending and Other Ordinary Course Bank Services Transactions

During 2009 almost all of the individuals included within Beneficial Ownership of Certain Beneficial

Owners and ManagementDirectors and Executive Officers and some of their respective immediate family
members and or affiliated entities had loans other extensions of credit and or other banking or financial

services transactions such as deposit trust brokerage custody transfer agent or similar services in the

ordinary course of business with our Bank subsidiary All of these lending banking and financial services

transactions were on substantially the same terms including interest rates collateral and repayment as those

available at the time for comparable transactions with persons not related to the Company and did not involve

more than the normal risk of collectability or present other unfavorable features

Transactions with Entities Affiliated with Directors

The Company made charitable contributions in 2009
significantly less than $1 million to two tax-exempt

organizationsone for which Mr Gramling served on the board at the time of contribution and for which he
now serves as Chairman and one for which Mr Phillips served as board member and Mr Patterson served on
the executive Board at the time of contribution

Family Relationships

The Company does not employ any family members of our directors or executive officers

Related Person Transaction Policy and Procedures

The Company reviews transactions between the Company and its related
persons and or their respective

affiliated entities As bank such transactions are generally subject to various banking regulations Related

persons are defined as our directors director nominees executive officers holders of more than 5% of our
common stock and their respective immediate family members Their immediate family members include

spouses parents stepparents children stepchildren siblings mothers- and fathers-in-law sons- and

daughters-in-law and brothers- and sisters-in-law and any person other than tenant or employee who shares

the home of director director nominee executive officer or holder of more than 5% of our common stock

Related
person transactions are those listed in the Corporate GovernanceDirector Independence section

The Corporate Governance and Nominating Committee
annually reviews all such transactions related to

directors in conjunction with their determinations of director independence
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EXECUTIVE COMPENSATION

Compensation Discussion and Analysis

Compensation Discussion and Analysis

Overall Context for 2009 Compensation Committee Role and Compensation Program

During 2009 the role of the Compensation Committee the Committee and the Companys compensation

program were impacted by the following

The net losses incurred by the Company starting in the second quarter 2009 as result of the

challenging economic environment and extended recession

The adoption by the Committee in October 2009 of written Committee charter as result of self-

assessment performed by the Board in 2009

The executive management transition resulting from the planned succession plan for the retirement of

Paul Stringer Chairman of the Board and Chief Executive Officer of the Bank who also served as

the President Chief Operating Officer and Chief Accounting Officer of the Company effective

June 30 2009 and the change in role of Leon Patterson the Chairman and Chief Executive Officer

of the Company effective January 2010

Given the above the Committees role and the Companys compensation program evolved during 2009 and

are summarized below to provide context for the compensation decisions made in 2009

Role of the Compensation Committee

Prior to 2009 the Committee did not have written charter Instead it operated under written

compensation philosophy intended to attract develop and retain qualified staff by providing total reward

system which included

Clear identification of roles and accountabilities of each position

Equitable basis for establishing pay for such positions

Understandable and consistently applied performance appraisal process

Flexible and adaptable non-cash or benefits program

Competitive salary structure based on relative job responsibilities and relevant external marketplace

data and

Ability to reward performance consistent with achievement level

In October 2009 the Committee adopted charter stating that the purpose of the Committee is to discharge

the Boards responsibilities relating to the Companys compensation philosophy and practices This

responsibility includes the compensation and remuneration of the Companys Chairman of the Board Chief

Executive Officer Chief Operating Officer and other Named Executive Officers oversight of the Companys
officer incentive plans reviews and recommendations related to the Companys employee benefit plans and

recommendations related to compensation for the Board The Committee is also responsible for producing in

accordance with the rules and regulations of the SEC applicable compensation information for inclusion in the

Companys annual proxy statement

Given the financial results of the Company during 2009 the Committee refined the compensation

philosophy in 2009 to provide for greater emphasis on ensuring that the compensation practices of the Company

are aligned with sound risk management and long-term shareholder value as follows

Develop compensation policies that create direct relationship between pay levels corporate

performance and long-term return to shareholders and

Vigilantly monitor the results of such policies to assure that compensation payable to the Companys

senior executive officers provides overall competitive pay levels creates proper incentives to enhance
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shareholder value while mitigating risk to the Company rewards superior performance and is justified

by the returns available to shareholders particularly when compared to the returns received by the

shareholders of the Companys principal competitors

The Committee charter adopted in 2009 provides the Committee with the necessary authority to accomplish

the above objectives and empowers the Committee to investigate any matter within the scope
of its

responsibilities The charter further provides that the Committee has the resources and authority appropriate to

discharge its duties and responsibilities including the authority to select retain terminate and approve the fees

and other retention terms of special counsel or other experts or consultants as it deems appropriate without

seeking approval of the Board or management With respect to compensation consultants that may be retained to

assist in the evaluation of the Chairman Chief Executive Officer Chief Operating Officer or other Named

Executive Officer compensation this authority shall be vested solely in the Committee Where legally

permissible the Committee also has the authority to delegate its responsibilities as the Committee may deem

necessary or appropriate in its sole discretion

During 2009 the Compensation Committee began discussions regarding the type amount and recipients of

the overall compensation and benefits provided to employees and in particular officers of the Company As

result certain changes were made in 2009 and 2010 as described herein The Compensation Committee currently

plans to perform in 2010 more formal review of the compensation and benefits provided by the Company

likely with the assistance of compensation consultant with expertise in such matters

Compensation Philosophy and Program

The primary goal of the Companys compensation philosophy is to create long-term value for its

shareholders To this end the Company has designed compensation programs for all Company employees to

reward them for sustained financial and operating performance and leadership excellence to align their interests

with those of the Companys shareholders and to encourage them to remain with the Company for long and

productive careers Most compensation elements both cash and equity awards simultaneously fulfill one or

more of these objectives The Companys compensation program is focused on the following principles

Pay for performance pay should reflect the overall Companys financial results and individual

executive performance

Competitive market for executive talent compensation should be competitive relative to peers to

attract and retain talented executive team and

Balanced compensation structure maintain mix of fixed and variable compensation which aligns

shareholder interests with the long-term interests of the Company while mitigating risk to the

Company

Key elements of the Companys compensation program include the following each of which is described in

more detail later in this report

Base salary

Annual cash compensation under the Companys cash incentive compensation plan

Equity compensation under the Companys equity incentive compensation plan and

Benefits and perquisites

The Company generally does not adhere to rigid formulas in determining the amount and mix of

compensation elements Although the Company attempts to provide competitive compensation it does not

attempt to maintain compensation within certain target percentile comparable with peer groups to determine

compensation Instead flexibility is incorporated into compensation programs and the assessment process in

order to respond to and adjust for the evolving business environment Decisions regarding the amount of
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compensation payable in one form do not necessarily impact the decisions made regarding the amount of

compensation payable in another form Additionally the Committee does not have policy for allocating

between current and deferred compensation nor between cash and noncash compensation

Historically the Company has not defined specific weighting of compensation between current and

deferred or between cash and noncash Instead the Company has set base salaries at competitive levels and

attempted to motivate employees through its equity and cash incentive compensation plans The objective is to

administer both forms of compensation consistently for employees on the same management level while still

rewarding individual employee performance

Application of Compensation Program in 2009

In general the compensation of the Companys officers is determined at the beginning of each calendar

year Accordingly the compensation for the Companys officers in 2009 was determined primarily in January

2009 based on the 2009 corporate profit plan approved by the Board in December 2008 The 2009 corporate

profit plan including 2009 officer compensation was based on the 2008 results of operations and individual

officer performance in 2008 For the year ended December 31 2008 the Company had net income of $13.6

million and at that time was not yet experiencing the significant deterioration in credit quality that contributed to

the
poor

financial results starting in the second quarter of 2009

In the second quarter of 2009 the Committee reacted quickly to the Companys declining financial

performance and took measures to reflect those results in the compensation of its officers As result the

Company took the following actions

Froze base salaries for all employees effective May 2009 The salary freeze has continued into 2010

and is expected to continue until the Companys financial results improve

Eliminated the corporate component of the cash incentive compensation plan for all officers relative to

2009 which would normally be determined and paid in early 2010 As result no cash incentive

compensation was paid under this plan related to 2009

Reduced perquisites including reduction in the number of club memberships in 2009 elimination in

2010 of all bank-owned automobiles provided to officers reduction in coverage for annual physical

examinations for officers elimination in 2010 of Company paid life insurance premiums for certain

officers and termination of officer participation in the Supplemental Executive Retirement Plan

Base Salary Base salary for officers employed at the beginning of 2009 was determined in January 2009

Base salary is designed to provide competitive levels of compensation to the Companys employees based upon

their experience duties and
scope

of responsibility The Company utilizes base salaries as means to recruit and

retain employees Base salary levels are also important because they are used to determine other compensation

such as the target amount of cash incentive compensation awards and for computing 401k plan contributions

The Committee reviewed and considered market data when approving base salaries in January 2009 The

market data used in the analysis consisted of three financial services surveys and seven peer group banks from

the 2008 Sheshunoff Bank Executive and Director Compensation Survey

The market data surveys consisted of the following

2007/2008 Watson Wyatt Data Services

Delves Group 2008 Bank Cash Compensation Survey and

2008 Sheshunoff Bank Executive and Director Compensation Survey
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The peer group banks which were comparable to the Company based on total asset size and comparable

business operations as community banks consisted of the following

Bank of Granite Granite Falls North Carolina

BNC Bancorp Thomasville North Carolina

Capital Bank Corporation Raleigh North Carolina

Southern Communities Financial Corporation Winston-Salem North Carolina

Charter Financial Corporation West Point Georgia

Colony Bank Corporation Inc Fitzgerald Georgia and

Fidelity Southern Corporation Atlanta Georgia

The Watson Wyatt report on financial institutions compensation benchmark positions included analysis of

data presentations related to short-term compensation by geographic region asset size and functional category

as appropriate The Committee reviewed salary range structure analysis that summarized for each level of the

position the average minimum midpoint and maximum salaries Although this report included information for

other elements of compensation only base salary information was summarized The Watson Wyatt report

included data based on the responses of 603 locations reporting data on 108275 incumbents to the survey This

data was collected from 172 unique organizations in total of 113 geographic areas

The Delves Group Bank Cash Compensation Survey included cash compensation information on Ill

exempt and nonexempt positions in the banking industry The current report included data based on the responses

of 119 financial institutions that responded to the survey The survey results are reported by bank asset category

at the national and regional level

The Sheshunoff Bank Executive and Director Compensation Survey included cash compensation

information on executive officer positions and 11 functional officer positions in the banking industry The report

included data based on responses from 465 financial institutions The results are reported by bank asset category

at the national and regional level

Using these market
surveys

the Committee summarized competitive pay scales by job description for all

officer positions within the Company The Committee did not use the market survey to precisely benchmark

compensation Instead the Committee reviewed base salary information from the reports to evaluate whether the

Companys base salaries were generally competitive It is the Committees long-term objective for the officers to

earn base salaries at or above the median range The Committee did not use median salary information as

formal benchmark but only as check to ensure that the Companys base salaries are competitive generally

Market adjustments may be justified from time to time to meet this objective

The performance of the Named Executive Officers was evaluated at the end of 2008 based on management

skills long-term performance performance during 2008 individual accomplishments and performance with

respect to overall corporate goals and goals specific to that officers position For 2009 compensation decisions

Mr Stringer evaluated the performance of the Named Executive Officers except himself and Mr Patterson For

Mr Stringer and Mr Patterson the Board provided input on their performance

In its review of base salary adjustment evaluations and recommendations for 2009 the Committee

considered among other things management skills long-term performance shareholder returns operating

results asset quality asset-liability management regulatory compliance extraordinary accomplishments

economic conditions external events that impact the operations of the Company the Companys ability to pay an

appropriate and competitive salary position of salary to the competitive market median salary as outlined by the

external market data compensation necessary to recruit individuals to fill such positions with similar skills and

background and
any

added responsibilities since the officers last salary increase
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With regard to 2009 base salary compensation determined in January 2009 the Committee reviewed the

Named Executive Officers at that time and made recommendations to the full Board for the base salary

component of their compensation In addition to the market survey described previously and the 2008 individual

performance of these officers the Committee reviewed report based on publicly available information of base

salaries and cash incentive compensation plans for top executives of similar companies including direct

competitors headquartered in and around the Companys market area The Committee placed more emphasis on

the compensation of similarly sized and comparably profitable competitors

The Committee then exercised judgment in making base salary compensation decisions for these officers

after reviewing the performance of the Company in 2008 and evaluating 2008 individual performance against

established goals leadership qualities operational performance business responsibilities career with the

Company current compensation arrangements and long-term potential to enhance shareholder value Like all

officers of the Company annual compensation for the Named Executive Officers was determined at the end of

2008 and was effective January 2009

During 2009 the Company refined its performance and development program All officers of the Company
are now required to prepare written performance plans at the beginning of each year that include both objective

and subjective performance goals centered around the Companys strategic objectives departmental objectives to

achieve the Companys strategic objectives and the individuals personal developmental goals In addition each

officer also receives written performance appraisal at the end of the year The Compensation Committee

reviews and approves the annual performance plans for the Companys Chairman Chief Executive Officer and

Chief Operating Officer and with input from the Board prepares the annual performance appraisals for these

positions

Cash Incentive Compensation Plan In addition to base salary the Company normally provides cash

incentive compensation to motivate officers to meet annual performance targets set by the Board The Committee

determines performance targets at the beginning of each year and awards are determined at the end of the year

based on the results of the officers and the Companys performance during the year The officers cash incentive

compensation plan provides that members of senior management are eligible to receive up to 50% of their base

salary in cash incentive compensation if 100% of the targets approved by the Board are met and exceeded by

specified amounts

As noted above in 2009 as result of the Companys poor 2009 financial results the Board eliminated the

corporate component of the cash incentive compensation plan for all officers relative to 2009 that normally

would have been paid in January 2010 Accordingly no officers of the Company received cash incentive

compensation related to 2009

Equity Incentive Compensation Plan The Company provides equity incentive compensation in the form

of common stock awards because it believes that such compensation reflects the officers responsibilities

rewards demonstrated performance and leadership encourages future performance aligns the interests of the

recipients with the interests of shareholders and motivates recipients to remain with the Company through the

term of the awards

The Company weighs the cost of equity incentive compensation with its potential benefits as

compensation tool The Company believes that equity incentive compensation effectively balances the objectives

of rewarding prior performance and encouraging recipients to create future long-term shareholder value The

Company historically awarded equity incentive compensation in the form of stock option grants through 2007 In

2008 the Company began awarding equity incentive compensation in the form of restricted stock

Stock options have value to the extent the fair market value of Companys common stock on the exercise

date exceeds the fair market value on the grant date Therefore stock option grants result in compensation only if

the stock price grows over the term of the award When granted the exercise price of each stock option grant
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represented the fair market value of the Companys common stock on the grant date which was the date of the

Board meeting at which the option grants were approved Stock option grants became exercisable in five equal

annual installments beginning the year of the grant date and have maximum ten-year term Stock option grants

terminate prior to the expiration of their term on the date if the optionee ceases to be director of the Company

or an employee of the Company or any subsidiary of the Company unless the optionee dies becomes

permanently or totally disabled or resigns or retires with the consent of the Company in which case the

participant may exercise the previously unexercised portion of vested stock option awards at any time within

three months after the participants resignation or retirement or death to the extent the participant could have

exercised the stock option grant immediately prior to such resignation or retirement

Option recipients are required to hold any net shares of Company common stock received through the

exercise of stock options for at least six months after the option exercise date The Company prohibits the

purchase or sale of stock options or derivative securities that are directly linked to the Companys common stock

As provided in the Palmetto Bancshares Inc 1997 Stock Compensation Plan as of close of business on

December 2007 the plan expired and no new stock options were available for grant under the plan after that

date On April 15 2008 the Companys shareholders approved the Palmetto Bancshares Inc 2008 Restricted

Stock Plan Shares of restricted stock granted to employees under the plan are subject to restrictions requiring

continuous employment for specified time period following the date of grant During this period the holder is

entitled to full voting rights and dividends total of 250000 shares of common stock have been reserved for

issuance pursuant to awards under the plan subject to its anti-dilution provisions No awards were granted during

2008 and the first awards under this plan were granted in 2009

All shares issued to date under the restricted stock plan have five year vesting period and have the right to

both vote and receive dividends Awards under this plan are not transferrable except by will by the laws of

descent and distribution and pursuant to qualified domestic relations order as defined by the Internal Revenue

Code or in Title of the Employee Retirement Income Security Act or the rules of the plan With regard to

termination of employment grants under this equity incentive compensation plan contain the following

provisions

If the termination of employment is voluntary the participant will be entitled to retain all vested shares

of restricted stock but will forfeit any unvested shares of restricted stock

If termination is due to the participants disability the participant will receive the vested shares of

restricted stock and the unvested shares of restricted stock the remaining shares will vest immediately

upon the participants disability

If termination is due to the participants death the participant will receive only the vested shares of

restricted stock and the unvested shares of restricted stock will be forfeited and

In the event of change in control as defined by the plan all unvested shares of restricted stock will

fully vest immediately

Historically the Company did not grant equity awards on an annual basis Instead equity awards were

typically granted when employees were initially appointed to key management positions or when benefits under

previous equity incentive compensation plan expired Equity awards are awarded in such amounts as the Board

determines General award guidelines were determined upon inception of the respective plans To assist in the

determining of these guidelines the Company researched peer banks allocation guidelines The Committee

considered this information as well as the Companys current mix of compensation when determining awards
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General guidelines for stock option awards prior to the expiration of the plan in 2007 were as follows by

key management position

Chairman and Chief Executive Officer 36000

President 30000

Executive Vice President 24000

Senior Vice President Senior Planning Team 18000

Senior Vice President 10000

Board of Directors 5000

As previously noted the stock option plan expired in 2007 accordingly there were no stock option grants

during 2008 or 2009 although previous stock option grants remain outstanding at December 31 2009

General guidelines for restricted stock awards are as follows by key management position

President and Chief Executive Officer 10000

Chief Operating Officer 7500

Executive Vice President 5000

Senior Vice President 3500

Current Directors 2000

New Directors 1000

These are general guidelines for restricted stock awards under the plan but actual grants must still be

approved by the Committee Except as noted below no directors were awarded restricted stock awards in 2009

Four officers were awarded restricted stock awards during 2009 Effective January 2009 Mr Stringer and

Lauren Greer were granted 10000 shares and 2250 shares respectively Mr Stringers grants were consistent

with the restricted stock grant guidelines for his position on January 2009 because his previous equity

incentive compensation grant had expired Ms Greer was named Senior Vice President in January 2006 At that

time due to the amount of shares available for issue under the option plan Ms Greer received 5000 stock option

awards of the 10000 stock option awards set out in the general guidelines for such grants Ms Greer was

subsequently nathed Chief Financial Officer of the Bank on January 2008 Based on the amount of her

previous stock option grant subsequent to the Boards adoption of the Palmetto Bancshares Inc 2008 Restricted

Stock Plan on January 2009 Ms Greer was granted 2250 restricted stock awards

As part of planned succession plan the Board implemented an executive management succession plan

effective July 2009 In planning for the retirement of Mr Stringer the Company hired Mr Erwin in March

2009 and Mr Dixon in May 2009 as senior executive vice presidents Effective July 2009 the Company

named Mr Erwin Chief Executive Officer and President of the Bank and Mr Dixon as Chief Operating Officer

of the Company and the Bank Subsequently Mr Erwin also assumed the title of Chief Executive Officer of the

Company on January 2010 from Mr Patterson and Mr Dixon assumed additional responsibilities as Chief

Risk Officer of the Company on October 13 2009

Mr Stringer forfeited his restricted stock awards upon his retirement effective June 30 2009 Effective

July 2009 in conjunction with their appointments to their current positions of responsibility Mr Erwin was

granted 10000 shares of restricted stock consistent with the restricted stock grant guidelines for Chief Executive

Officer and Mr Dixon was granted 7500 shares of restricted stock consistent with the restricted stock grant

guidelines for Chief Operating Officer These grants vest in five equal annual installments beginning July

2010

Benefits and PerquisitesDefined Benefit Pension Plan Historically the Company offered

noncontributory defined benefit pension plan that covered all full-time employees having at least twelve months

of continuous service and having attained age 21 Effective January 2008 the Company froze the pension plan

and therefore ceased accruing pension benefits for employees in the plan Although no previously accrued

benefits were lost employees no longer accrue benefits for services subsequent to 2007
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The Companys defined benefit pension plan operates in the same manner for all participants Under the

Companys defined benefit pension plan participants normal retirement benefit is calculated using 1.15% of

the individuals final averaged monthly compensation multiplied by his or her years of credited service not to

exceed 35 years plus 0.65% of his or her final average monthly compensation in excess of his of her current

covered compensation multiplied by his or her years of credited service not to exceed 35 years Covered

compensation is computed based on the individuals Form W-2 wages reduced by overtime and incentive

compensation if applicable

For purposes of the above formula final average monthly compensation refers to the participants monthly

compensation averaged over his or her highest paid five consecutive calendar years of service For funding

purposes normal retirement benefit is treated as being payable in the form of life annuity with 60 guaranteed

monthly payments participant in the defined benefit pension plan may work past the age of 65 However after

this date and prior to the age of 70 /2 the participant may not begin receiving monthly retirement benefits until

employment is terminated participant may retire before reaching his or her normal retirement date if the

participant is within 10 years of his or her normal retirement date and the individual has reached age 55 and has

15 years of service An individual who qualifies for and elects early retirement whose age and years of service

with the Company total 90 years or greater will receive benefit payments based on his or her accrued benefit at

the time early retirement is elected An individual who qualifies for and elects early retirement whose age and

years of service with the Company do not total 90
years or greater will receive benefit payments based on his or

her accrued benefit at the time early retirement is elected reduced by 1/30th per year for each year between the

year early retirement is elected and the
year the individual will reach 65 years of age

The defined benefit pension plan does not allow participants to obtain extra years of credited service except

through actual years of service with the Company

Benefits and PerquisitesOther The Company offers senior management various benefits generally on

the same terms as other employees During 2009 these benefits included medical and dental benefits life

insurance long-term disability coverage and 401k retirement plan Employees also receive paid time off and

discounted loan rates under programs generally available to all full-time employees Such benefits are offered to

provide for the health welfare and future financial security of the employee as well as to align employee and

shareholder interests

Employees are given the opportunity to participate in the Companys 401k plan Under the plan the

Company makes contributions to trust fund that will pay the employee benefits at retirement Prior to

December 2009 employees were eligible to participate in this plan after completing one year of service with

the Company and reaching age 21 Effective December 2009 employees are eligible to participate in the plan

immediately when hired The 401k plan operates in the same manner for all participants

Employees may defer compensation from their base pay as indicated on an individuals Form W-2

compensation reduced by overtime and incentive compensation if applicable with certain limitations for

deposit into the trust fund Employees may terminate deferrals at any time The Company makes matching

contributions equal to each employee based on the employees deferral in percentage set by the Company prior

to the end of each plan year The employer match for 2009 was $.60 cents and for 2008 was $.50 cents for every

$1 contributed by the employee up to 6% of
pre-tax contributions The increase in the matching contribution

amount was done to incent employees to participate in the plan and fund their retirement in particular given the

freeze of the Companys defined benefit pension plan effective January 2008 The incremental expense to the

Company for the increase in the 40 1k plan match is much less than would have been incurred under the pension

plan

Officers and employees who qualify under federal regulations and normal underwriting standards are

eligible to receive various
types of loans at discounted rates from the Bank Terms conditions and discounts

vary based on loan type Timely payment is expected on all such loans and delinquent accounts may result in

disciplinary action up to and including termination
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In addition to the foregoing benefits and perquisites offered to all employees and officers the Company
offers various benefits and perquisites to its senior management brief summary of which follows

Premiums are paid on life insurance policies for select few executive officers of the Company some
of which were discontinued in April 2010 See Executive Compensation of the details for these

officers

Senior officers serving on the Companys strategic planning team are given the opportunity to undergo
an annual physical examination by the physician of their choice paid for by the Company based on the

view that the health of the Company is directly correlated with the health of its senior officers All

other officers are given the opportunity to undergo such an examination
every other year In March

2010 the program was refined to reduce the expense to the Company Going forward all officers will

pay the required co-pays and deductibles under their medical insurance plans and submit to their

insurance companies claim for the physical examination with the Company only paying the cost of

the examination not covered by medical insurance

Club Memberships are provided to the Companys senior executives to be used at their discretion for

both personal and business purposes This provides the recipient with the ongoing opportunity to

network with other community leaders customers and shareholders During 2009 the number of club

memberships was reduced with further reductions in
process for 2010 such that memberships are only

provided to officers who routinely use the clubs primarily for business
purposes to further the interests

of the Company

Historically each member of the Companys senior management was provided with the use of

Company-owned automobile The intended use of the automobiles was primarily for business

purposes However personal use of such automobiles was permitted and was considered perquisite

During 2009 in an effort to reduce expenses and base the use of Company automobiles on the roles of

the individuals rather than their titles the Company began reducing the number of employer provided
vehicles by titling over the vehicles to members of senior management once the recorded book values

were nominal In such instances the fair value of the vehicle was included in the officers 2009 Form
W-2 In April 2010 the Company eliminated all Company provided automobiles by selling the

remaining automobiles to the officers based on the fair values of the automobiles and selling any
automobiles not purchased by the officers in the open market

Determination of Compensation for Named Executive Officers Resulting from the Executive Management
Succession Plan Implemented in 2009

As part of the planned succession plan previously described the Company hired Mr Erwin in March 2009
and Mr Dixon in May 2009 as senior executive vice presidents with the original expectation that they would
assume their roles as Chief Executive Officer and Chief Operating Officer of the Company respectively on

January 2010 However with the retirement of Mr Stringer on June 30 2009 effective July 2009 the

Company named Mr Erwin Chief Executive Officer and President of the Bank and Mr Dixon as Chief

Operating Officer of the Company and the Bank

At the time of their hiring the Committee based the 2009 base salaries for Mr Erwin and Mr Dixon on the

market
surveys used earlier in the

year for the determination of officer salaries in 2009 as well compensation
data for South Carolina based community banks of comparable size and scope of business operations from the
SNL Financial Executives 2009 Compensation Review The benefits approved for Mr Erwin and Mr Dixon
were comparable to those of the other executive officers of the Company

Subsequently the Committee reviewed the role and performance of Mr Patterson Mr Erwin and
Mr Dixon and made recommendations to the Board for the base salary component of their compensation
effective January 2010 The changes in base salary were due in part to the change in their roles Mr Erwin
assumed the additional title of Chief Executive Officer of the Company on January 2010 from Mr Patterson
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and Mr Dixon assumed additional responsibilities as Chief Risk Officer of the Company on October 13 2009

Mr Patterson continues to serve as Chairman of the Board of Directors of the Company and the Bank and

effective January 2010 transitioned to the role of Senior Executive for Strategic Development of the

Company

To assist the Committee in evaluating the revised base salaries for these officers effective January 2010

the Committee again used the base salary information from the previously described market surveys
and also

received additional guidance from Matthews Young Management Consultants The Committee then exercised

their judgment in making base salary recommendations for Mr Erwin and Mr Dixon Recommendations for

base salaries for these officers were made based on the changes in their roles during 2009 and in particular after

reviewing their roles and performance in leading the Companys efforts to develop implement and execute the

Strategic Project Plan adopted by the Board in June 2009 This plan was implemented to address the issues of

credit quality liquidity earnings and capital impacting the Company

As result Mr Pattersons base salary effective January 2010 was reduced to base salary of $250000

The base salaries for Mr Erwin and Mr Dixon were increased to $275000 and $250000 respectively The

aggregate base salaries for Mr Patterson Mr Erwin and Mr Dixon at January 2010 are approximately the

same as the aggregate base salaries for Mr Patterson and Mr Stringer at January 2009

Employment and Severance Agreements

Related to the implementation of the executive management transition plan during 2009 the Board

approved and the Company entered into employment agreements with Mr Erwin and Mr Dixon on

November 24 2009 The Company entered into these agreements to retain these executives and to optimally

align the interests of the shareholders and executives The Company recognizes that the leadership and

contribution to the well being of the Company by Mr Erwin and Mr Dixon is substantial Therefore the Board

desired to provide for their continued employment to reinforce and encourage their continued dedication to the

Company

Pursuant to the terms of the employment agreements unless terminated earlier each employment agreement

provides for three-year term of employment Each agreement will automatically extend for an additional year

beginning on the third anniversary of the agreement unless written notice is given by either the Company or the

executive within six months prior to the termination date

Each employment agreement may be terminated for death disability and with or without cause by the

Company or the executive If the Company terminates Mr Erwin or Mr Dixon without cause the Company will

pay severance compensation to the executive in an amount equal to 100% of his then current annual base salary

Provided the Company has not provided Mr Erwin or Mr Dixon with written notice of the termination of this

provision if required upon the occurrence of change in control each executive is entitled to lump sum cash

payment in an amount equal to his then current annual base salary as defined under Section 280G of the Internal

Revenue Code the Code multiplied by two plus any
bonus earned or accrued through the date of change in

control In addition any restrictions on any outstanding equity incentive awards granted to the executives will

lapse and such incentive awards will immediately become 100% percent vested If any severance payments are

deemed to constitute excess parachute payments within the meaning of Section 2800 of the Code then such

payments shall be reduced to an amount the value of which is $1.00 less than the maximum amount that could be

paid to the Executive without the compensation being treated as excess parachute payments under

Section 280G

Each employment agreement also contains provisions relating to non-solicitation of customers and

personnel and non-competition during the term of employment and 12 months thereafter as well as provision

relating to the protection of confidential information and trade secrets These non-solicitation and non-compete

provisions do not apply following change of control
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Compensation Committee Report

Notwithstanding any statement in any of the Companys previous orfuture filings under the Securities Act of

1933 as amended or the Securities Exchange Act of 1934 as amended incorporating future or past filings

including this Proxy Statement in whole or in part the following Compensation Committee Report shall not be

incorporated by reference into any such filing other than the Companys Annual Report on Form 10-K for the

year ended December 31 2009 unless the incorporation specifically lists the following Compensation Committee

Report

The Compensation Committee has reviewed the foregoing Compensation Discussion and Analysis and

discussed that analysis with management Based on its review and discussions with management the

Compensation Committee recommended to the Companys Board of Directors that the foregoing Compensation
Discussion and Analysis be included in the Companys 2010 Proxy Statement This report is provided by the

following independent directors who comprise the committee

John Hopkins Jr

Sam Phillips Jr

David Wasson Jr Chairperson

Executive Compensation Tables

Summary Compensation Table

The table below summarizes the compensation and benefits paid to the Companys named executive officers

during 2009 The table is comprised of those who were considered the executive officers of Company during
2009 those who receive the five highest amounts of total compensation in 2009 and the officers who certified

the Companys quarterly and annual financial statements in 2009

Nonequity
Incentive Plan Change in Pension All Other

Salary Stock Awards Compensation Value Compensation Total
Name and Principal Position Year $7 $8 $9 $IO

Leon Patterson 2009 414423 165711 80548 660682

2008 387500 38750 74857 501107

2007 387845 122063 16763 67891 594562

Paul Stringer 2009 223077 420000 2740 65430 705767

2008 362500 36250 102372 501122

2007 363030 114188 125366 142616 745200

Samuel Erwin2 2009 190835 219500 85198 495533

Lee Dixon3 2009 126923 164625 86735 378283

George Douglas Jr.4 2009 216104 10765 42948 269817
2008 208100 20810 35612 264522
2007 202389 63650 42185 43054 351278

Teresa Knight5 2009 174239 14339 15690 204268

2008 162225 16226 11678 190129

2007 157789 49613 78554 5331 291287

Lauren Greer6 2009 118846 94500 28 10101 223419

Note As required by new SEC rules the value of the option awards for 2007 and 2008 previously reported
have been recalculated from prior proxy statements to reflect their respective total grant date fair value
rather than the amount of compensation expense for options recognized in our financial statements for the

years 2007 and 2008 as provided in the SEC rules in effect for those
years As provided in the 1997 Stock
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Compensation Plan as of close of business on December 2007 the plan expired and no options have

been granted under the plan after that date However the termination did not impact options previously

granted under the plan Additionally no options were granted to Leon Patterson Paul Stringer or

George Douglas Jr during 2007 prior to this expiration

See Election of DirectorsDirector Nominees for Election for discussion regarding the principal positions

during 2009 of Mr Patterson Mr Stringer Mr Erwin and Mr Dixon

Mr Stringer served as Chairman of the Board of Directors and Chief Executive Officer of The Palmetto

Bank from January 2004 until his retirement in June 2009 He served as President and Chief Operating

Officer of The Palmetto Bank from March 1986 to December 2003 Mr Stringer served as Executive Vice

President of The Palmetto Bank from May 1981 to February 1986 as Senior Vice President from July 1978

to April 1981 and as Vice President from January 1977 to June 1978

Mr Erwin became an executive officer of the Company during 2009 The Summary Compensation Table

shows Mr Erwins compensation only for 2009 the first year he served as an executive dfficer

Mr Dixon became an executive officer of the Company during 2009 In addition to Mr Dixons service as

Chief Risk Officer and Chief Operating Officer of Palmetto Bancshares Inc and The Palmetto Bank

subject to regulatory approval effective July 2010 Mr Dixon will assume the role of Chief Financial

Officer of Palmetto Bancshares Inc and The Palmetto Bank The Summary Compensation Table shows

Mr Dixons compensation only for 2009 the first year
he served as an executive officer

Mr Douglas was appointed Vice Chairman for Retail Banking on July 2009 Mr Douglas served as

President and Chief Retail Officer of the Bank from January 2004 to June 2009 Mr Douglas served as

Executive Vice President of the Bank from September 1999 to December 2003 and as Senior Vice President

of the Bank from July 1993 to August 1999

Ms Knight was appointed Executive Vice President Bank Administration Human Resources and

Marketing of the Bank in September 1999 She served as Senior Vice President of the Bank from January

1993 to August 1999 From July 1987 to December 1993 she served as Vice President of the Bank

Ms Greer was appointed Chief Financial Officer of the Bank in January 2008 and was appointed Senior

Vice President of the Bank in January 2006 On June 22 2010 Ms Greer announced that she will be

transitioning to new position within the Bank as the Banks Director of Accounting and Finance As

result she will be resigning her current position as the Chief Financial Officer of the Bank effective June 30

2010 Ms Greer served as Vice President of the Bank from January 2005 to December 2005 From June

2002 to December 2004 Ms Greer served as the Banks Accounting and Finance Manager Ms Greer did

not meet the definition of Named Executive Officer relative to 2007 or 2008

The 2009 stock awards included for each individual above consists of restricted stock awards granted in

accordance with our 2008 Restricted Stock Plan The value for each of these awards is its grant date fair

value calculated by multiplying the number of shares subject to the award by the market price per share on

the date such award was granted The following table summarizes the number of restricted stock awards

granted the grant date and the per share fair value used to calculate the total grant date fair value for the

stock awards reported

of Per Share fair Total Grant Date

Name Shares Grant Date Value Fair Value

Paul Stringer 10000 1/6/2009 42.00 420000

Samuel Erwin 10000 10/20/2009 21.95 219500

Lee Dixon 7500 10/20/2009 21.95 164625

Lauren Greer 2250 1/6/2009 42.00 94500

Mr Stringer forfeited his restricted stock awards upon his retirement on June 30 2009 For more

information about our restricted stock awards refer to our 2009 financial statements included in our Annual

Report on Form 10-K for the year ended December 31 2009 filed with the SEC

For purposes of the summary compensation table all nonequity incentive compensation amounts included

for particular year were actually paid in the first quarter of the following year
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135

5331

74

Short-term bridge financing for the purchase of home on the same terms as those available to all employees

The payment of customary home
selling

and purchasing closing Costs such as real estate commissions title and
appraisal fees and other routine

closing costs

The purchase of the former residence at appraised market value

The payment of expenses related to moving household goods and

The reimbursement or gross-up of the amount of taxes paid on the taxable portion of amount of relocation expenses paid to the executive

The amounts reported in the Change in Pension Value column are comprised entirely of changes in the actuarial present
value of the accumulated pension benefits under the Companys defined benefit pension plan for each of the Named
Executive Officers The Named Executive Officers receive pension benefits under the same formula applied to all

employees The values reported in the Change in Pension Value column are theoretical as those amounts are calculated

based on assumptions used in preparing the Companys audited financial statements for the years then ended The change
in pension values from

yeas to yeas as reported in the Summary Compensation Table is subject to market volatility and

may not represent the value that Named Executive Officer will actually accrue under the Companys defined benefit

pension plan during any given year

The change in Mr Pattersons pension value was the result of change in discount rate as well as an actuarial increase

due to the deferral of his benefit beyond normal retirement age

The change in Mr Stringers pension value was the result of change in discount rate as well as his election and

commencement of payments during 2009

During the fourth quarter of 2007 we notified employees that effective 2008 the Company would cease accruing

pension benefits for employees with regard to our noncontributory defined benefit pension plan Although no previously
accrued benefits were lost employees no longer accrue benefits for service subsequent to 2007 As such Mr Dixon and

Mr Erwin accrued no benefits for their services during 2009 Refer to the Companys Annual Report on Form 10-K for

the year ended December 31 2009 for further discussion of the defined benefit pension plan curtailment

The change in Mr Douglas Mrs Knights and Ms Greers pension value was the result of change in discount rate as

well as the passage of time such as reduced interest and mortality discounts

10 The following table summarizes the compensation components included within the All Other Compensation column of

the Summary Compensation Table for 2009 Other compensation typically available to all of the Companys employees is

excluded from this table Such exclusions from the following table include medical and dental benefits life insurance

long-term disability coverage paid time off and other benefits that are offered to all employees

Amounts
Grossed

Dividends Up
Personal on Reimbursed Board Company

Use of Restricted for the of Automobile
Club Company Physical Relocation Stock 401k Payment of Insurance Director Titled atName Memberships Automobiles Examinations Benefits2 Awards Match Taxes Premiums3 Compensation Retirement Total

Leon Patterson 9947 446 600 6750 168 34.636 28000 80548
Paul Stringer 5102 495 623 600 135 27460 19000 12015 65430
Samuel Erwin 19698 2561 37315 19166 6458 85198
Lee Dixon 2027 51209 277 26523 6700 86735
GeorgeA.DouglasJr 6028 608 728 4034 159 31391 42948
TeresaW Knight 1428 2567 6273 91 15690
Lauren Greer 845 5087 3960 10101

As disclosed in Compensation Discussion and Analysis in addition to memberships to civic professional and industry organization dues for

memberships directly related to their job responsibilities senior executives are also provided with memberships to country clubs and social organizations
to be used for both personal and business purposes as this provides the recipient with the ongoing opportunity to network with other community leaders

customers and shareholders Because it is difficult to allocate such memberships dues between personal and business purposes included in the table above
is 100% of memberships to country clubs and social organizations paid by the Company on the named executives officers behalf during 2009

During 2009 the Company provided relocation benefits to Mr Erwin and Mr Dixon consistent with normal relocation programs for executives with their

roles and
responsibilities such as the following
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The Company paid the following insurance premiums during 2009 with respect to life insurance and deferred compensation agreements

for the benefit of named executive officers

Supplemental Total

Supplemental Executive Insurance

Name Long-Term Care Life Retirement Premiums

Leon Patterson 14336 20300 34636

Paul Stringer
11989 15471 27460

Samuel Erwin 6458 6458

Lee Dixon 6700 6700

George Douglas Jr 12164 1803 17425 31391

Teresa Knight 4921 410 5331

Lauren Greer

During 2009 the Company paid premiums on supplemental life insurance policies
with respect to Mr Douglas and Ms Knight The

face amount of each policy is $250 thousand payable to the beneficiary designated by the insured Effective May 2010 the Company

will no longer pay the premiums for the supplemental life insurance policies for Mr Douglas and Ms Knight

In 1995 the Company entered into collateral split
dollar life insurance agreements with Messers Patterson and Stringer which provide

retirement income and death benefits The face amount of each policy is $1.5 million for Mr Patterson and $750 thousand for

Mr Stringer The
policies provide that at retirement the executive will begin to receive income from the policy for the duration of his

and his spouses life Upon reaching age 65 the executives death benefit is $500 thousand for Mr Patterson and $300 thousand for

Mr Stringer Upon the death of the second insured the Bank will recover at least its cumulative premium outlay The plans allow the

executives to retire after age 65 but the Bank will not continue to pay premiums on the policies after age 65 Additionally the

retirement benefit derived from the plans will not increase due to retirement after age 65 As result of Messers Patterson and Stringer

reaching age 65 prior to 2009 the Bank did not pay premiums on their collateral split dollar life insurance agreements during 2009 As

result of his retirement effective June 30 2009 Mr Stringer received his payment from the policy on January 2010

In 2006 the Company entered into supplemental executive retirement plan funded using joint survivor life insurance policy with

respect to Mr Douglas Supplemental executive retirement plan income and death benefits provided by the plan are provided from the

underlying life insurance policy The face amount of this policy is $325 thousand Provided that Mr Douglas continues to be employed

by the Bank until retirement or is terminated on account of disability the annual benefit upon the later of separation from service or

attainment of age 65 shall be $20 thousand If Mr Douglas retires after age 65 the annual benefit will increase by $1 thousand for each

year of completed service after age 65 While Mr Douglas is employed the Bank will be entitled to receive death benefit equal to the

greater of the total cumulative premiums paid or Y2 the death benefit and Mr and Mrs Douglas estate will receive the remainder

Upon Mr Douglas termination or retirement the death benefit endorsement will be terminated and the Bank will become the sole

owner and beneficiary of the policy On May 24 2010 Mr Doulas participation
in the supplemental retirement plan was terminated by

the Compensation Committee of the Board of Directors As result Mr Douglas will be paid lump sum amount of $181713 in May

2011 which represents the present value of the annual benefit Mr Douglas would have received under the plan based on certain

mortality and interest rate assumptions

Grants of Plan-Based Awards

Cash incentive plan compensation for 2009 was originally based on the Companys achievement of different

performance indicators in relation to its operating plan However as described in more detail in Compensation

Discussion and Analysis as 2009 progressed the Companys financial results began to deteriorate and the

Company reported net loss starting in the second quarter of 2009 As result among other things the Company

eliminated the corporate component of the cash incentive compensation plan for all officers relative to 2009

which would normally be determined and paid in early 2010 As result no incentive compensation was paid

under this plan related to 2009

The following table summarizes information regarding grants of equity awards made during 2009

All Other Stock

Awards Number Grant Date Fair

of Shares of Exercise of Base Value of Stock

Stocks or Units Price of Option and Option

Name Grant Date Awards $/Sh Awards

Paul Stringer 1/6/2009 10000 42.00 420000

Samuel Erwin 10/20/2009 10000 21.95 219500

Lee Dixon 10/20/2009 7500 21.95 164625

Lauren Greer 1/6/2009 2250 42.00 94500
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Options Exercised and Stock Vested

STOCK AWARDS

Number
of Market

Shares Value of

or Units Shares

of Stock or Units

That of Stock

Have That

Not Have Not

Vested Vested

10000 120000

7500 90000

1800 21600

The following table summarizes each vesting of stock during 2009 for each of the named executive officers

No options were exercised during 2009 by the named executive officers

STOCK AWARDS

Name

Lauren Greer

Number of

Shares Acquired

on Vesting

450

Value Realized

on Vesting

5400

Number of Years

Credited Service

40

39

Present Value of

Accumulated

Benefit

1811055

1420507

Years of credited service reflects service credited under the defined benefit pension plan prior to the plan

benefit curtailment For purposes of calculating the present value of accumulated benefit in the preceding table

discount rate of 5.9% was used Refer to the Companys Annual Report on Form 10-K for the year ended

December 31 2009 for discussion of the defined benefit pension plan curtailment For description of the material

terms and conditions of payment and benefits under the plan see the description of the plan in Compensation

Discussion and Analysis under the heading Benefits and PerquisitesDefined Benefit Pension Plan above

Mr Stringer forfeited his restricted stock awards upon his retirement on June 30 2009 For more

information about our restricted stock awards refer to our 2009 financial statements included in our Annual

Report on Form 10-K for the year ended December 31 2009 filed with the SEC

Outstanding Equity Awards at Fiscal Year-End

The following table summarizes unexercised options stock that has not vested and equity incentive

compensation plan awards for each named executive officer outstanding at December 31 2009

OPTION AWARDS

Number of Number of

Securities Securities

Underlying Underlying Option

Unexercised Unexercised Exercise

Options Options Price

Exercisable UnexercisableName

Samuel Erwin

Lee Dixon

George Douglas Jr

Teresa Knight

Lauren Greer

Option

Expiration

Date

24000

22010

4000 1000

23.30

20.00

27.30

12/31/2013

12/31/2012

12/31/2015

Pension Benefits

The following table summarizes pension benefit information relative to our defined benefit pension plan

which provides for payments at following or in connection with retirement

Name

Leon Patterson

Paul Stringer

Samuel Erwin

Lee Dixon

George Douglas Jr

Teresa Knight

Lauren Greer

Payments During
Last Fiscal Year

66029

15

27

337929

489971

11420
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BENEFICIAL OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

Directors and Executive Officers

34717

15511

16730

19000

92175

27488

1836

6200

19295

2590

2100

12800

Options

Exercisable

within 60 days

of April 20
2010

34717

15511

16730

19000

93175

32488

5836

6200

19295

6590

4100

12800

7600

24000 41700

10000

4000 6500

22010 54230

564650

1.4

8.7

Unless otherwise stated in the footnotes below each of the named individuals and each member of the

group has sole voting and investment power for all shares of common stock shown in the table

For the following directors named executive officers and for all directors and executive officers as group

the share amounts shown in column of the table include certain shares over which they may have shared

voting and investment power

The number of shares of common stock beneficially owned by Mr Davis includes 14800 shares

owned with his wife and 15209 shares held in an IRA account

The number of shares of common stock beneficially owned by Mr Glenn includes 9500 shares held in

an IRA account

The number of shares of common stock beneficially owned by Mr Gramling includes 9000 shares

held in an IRA account

The following table shows how many shares of common stock our current directors and nominees for

director our executive officers named in the Summary Compensation Table in this Proxy Statement our named

executive officers and all directors and executive officers as group owned on June 25 2010 and the number of

shares they had the right to acquire within 60 days of that date This table also shows as of June 25 2010 the

number of common stock units credited to the accounts of our nonemployee directors named executive officers

and all directors and executive officers as group under the terms of the applicable benefit available to them

Common Stock

Owned2

Common
Stock

Units3

Percent of

Common
Total Stock4Name

Nonemployee Directors and Director Nominees

Fred Davis Jr

David George Jr

Michael Glenn

John Gramling II

John Hopkins Jr

Sam Phillips Jr

Albert Smith

Ann Smith

Keith Snead III

Jane Sosebee

Stewart Spinks

David Wasson Jr

Named Executive Officers

Lee Dixon

George Douglas Jr

Samuel Erwin

Lauren Greer

Teresa Knight

Leon Patterson

Directors and Named Executive Officers as

Group 18 people

Also director

1000

5000

4000

4000

2000

100 7500

17700

700

32220

564650

10000

1800

865812 19300 66010 951122 14.6
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The number of shares of common stock beneficially owned by Mr Hopkins includes 5000 shares held

in an IRA account 1225 shares owned by Mr Hopkins wife and 500 shares held as custodian for

each of his son and daughter

The number of shares of common stock beneficially owned by Ms Smith includes 500 shares owned

within trust accounts for each of her two sons as to which she acts as custodian

The number of shares of common stock beneficially owned by Mr Snead includes 4034 total shares

owned within separate trust accounts for his two sons and one daughter as to which he acts as

custodian Also included are 1510 shares owned by Mr Sneads wife and 1575 shares in trust for

which he serves as trustee

The number of shares of common stock beneficially owned by Ms Sosebee includes 990 held in her

name as trustee for the benefit of herself and 1500 shares held in her husbands name as trustee for the

benefit of her husband

The number of shares of common stock beneficially owned by Mr Wasson includes 5400 shares

owned with his wife

The number of shares of common stock beneficially owned by Mr Douglas includes 264 shares owned

with his wife and 1436 shares held in an IRA account

The number of shares of common stock beneficially owned by Ms Knight includes 8910 shares held

in her 401k account and 2120 shares owned with her husband

Of these shares of common stock beneficially owned 31490 shares are held in Mr Pattersons 401k
account Mr Pattersons wife owns 54014 shares and Mr Pattersons wife and her mother own

20537 shares

The amounts shown for named executive officers include unvested shares of common stock allocated to the

account of each executive officer under the Companys 2008 Restricted Stock Plan as of June 25 2010 The

following table summarizes the vesting of these shares of common stock

Name Vesting Terms

Lee Dixon 1500 shares vest annually on July beginning on July 2010

Samuel Erwin 2000 shares vest annually on July beginning on July 2010
Lauren Greer 450 shares vested on December 31 2009 The remaining shares vest

annually on December 31 beginning on December 31 2010

The percentages of beneficial ownership have been calculated based on 6495130 outstanding shares of our

common stock as of June 25 2010

This director or named executive officer does not beneficially own more than 1% of our outstanding

common stock

Although included in his her beneficial ownership the following shares have been pledged

Sam Phillips Jr.27488 shares

Albert Smith1836 shares

David Wasson Jr.12800 shares

George Douglas Jr.1 1500 shares

Teresa Knight5000 shares

Principal Shareholders

We inquire of directors regarding their knowledge of beneficial owners who may own more than five

percent of our common stock In addition our Secretary reviews ownership records to determine any beneficial
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owners that may own greater than five percent of our common stock As of December 31 2009 the registrant

knows of no persons or groups other than Leon Patterson who beneficially owned more than five percent of

the outstanding shares of our common stock Mr Pattersons ownership information is summarized in the

preceding beneficial ownership table in his capacity as one of our named executive officers and directors

Section 16a Beneficial Ownership Reporting Compliance

Section 16a of the Securities Exchange Act of 1934 and related regulations require our directors executive

officers and anyone holding more than 10% of our common stock to report their initial ownership of our

common stock and any changes in that ownership to the SEC and the NYSE We are required to disclose in this

proxy statement the failure to file these reports by any reporting person when due Except as described in this

paragraph all reporting persons
of the Company satisfied these filing requirements with regard to 2009 initial

ownership and ownership change reporting As result of nontimely communication of the transaction

required Form was not filed timely to report purchase by Leon Patterson in February 2009 At the time of the

transaction Mr Patterson served as an executive officer and Chairman of the Board for the Company As result

of an EDGAR OnlineForms Management error required Form 3s were not filed timely to report the initial

ownership of Lee Dixon and Samuel Erwin both executive officers Additionally required Form 4s were

not filed timely to report the grant of restricted stock awards to Lee Dixon and Samuel Erwin both

executive officers In each such case the reports were promptly filed after becoming aware of the transactions or

the submission errors
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CORPORATE GOVERNANCE

The Board is committed to sound and effective
corporate governance principles and practices During 2009

as part of its ongoing self-assessment
process and in light of the negative financial results for the year the Board

focused on its governance roles and
processes to improve the risk management oversight of the Company refine

the roles and responsibilities of the Board and Board committees and to support an overall healthy corporate

culture The Board performed self-assessment facilitated by an external consultant including comparisons to

best practices from recognized authorities such as the Business Roundtable Ca1PERS and the national stock

exchanges The results of the Boards self-assessment and enhancements to its oversight of the Company are

described in more detail below

Each member of the Board certifies and adheres to the Code of Ethics for Executive Management and

Senior Financial Officers which states our policy and standards for ethical conduct and our expectation that all

subjected parties will act in manner that serves the best interests of the Company We also expect all of our

employees to adhere to the highest possible standards of ethics and business conduct with other employees

customers shareholders and the communities we serve and to comply with all applicable laws rules and

regulations that govern our businesses Accordingly we have in effect code of ethics for all employees

Shareholders and other interested
persons may view our Codes of Ethics on our website

www.palmettobank.com

Director Election Standard

Our Bylaws provide that directors will be elected by plurality of the votes of the shares present in person

or represented by proxy at the Meeting and entitled to vote on the election of directors This means that the

individuals who receive the highest number of votes are selected as directors up to the maximum number of

directors to be elected at the Meeting

Director Independence

significant majority of the directors on the Board and all members of the Audit Corporate Governance

and Nominating and Compensation Committees must be independent under applicable standards Each year the

Board affirmatively determines the independence of each director and each nominee for election as director

Under NYSE rules in order for director to be considered independent the Board must determine that the

director has no direct or indirect material relationship with the Company directly or as partner shareholder or

officer of an organization that has relationship with the Company In making its independence determinations

the Board considers the NYSEs bright line standards of independence

Based on the NYSE rules the Board considered information in March 2010 regarding banking and financial

services commercial charitable familial and other ordinary course nonpreferential relationships between each

director his or her respective immediate family members and or certain entities affiliated with such directors

and immediate family members on the one hand and the Company on the other to determine the directors

independence from management of the Company After reviewing the information presented to it and

considering the recommendation of the Corporate Governance and Nominating Committee the Board

determined that except for Mr Dixon Mr Erwin and Mr Patterson who are employees of the Company all

current directors and director nominees Fred Davis Jr David George Jr Michael Glenn John

Gramling II John Hopkins Jr Sam Phillips Jr Albert Smith Ann Smith Keith Snead III

Jane Sosebee Stewart Spinks and David Wasson Jr are independent under the NYSE rules The Board

determined therefore that five of the Boards seven director nominees are independent

Since our common stock is not traded on any exchange we elect to comply with the New York Stock

Exchanges definition of independence
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The Board has considered and determined that the following types of relationships between director his or

her immediate family members and or certain entities affiliated with director and his or her immediate family

members on the one hand arid the Company on the other are not material relationships for
purposes

of

determining whether director is independent

relationship transaction or arrangement involving any banking or financial services the Company

offers to its customers if such relationship transaction or arrangement is in the ordinary course of

business is on substantially the same terms as those prevailing for comparable transactions with

persons not affiliated with the Company complies with applicable banking laws and to the extent

applicable if such relationship transaction or arrangement is with an entity where the director is an

employee or an immediate family member is an executive officer the payments td or payments

received from the Company for such banking or financial services are in
any fiscal year less than the

greater of $1 million or 2% of such other entitys consolidated gross revenues

business relationship transaction or arrangement involving property or nonfinancial services or

other standard contractual arrangements including standard lease agreements for the Companys

branch offices or other premises if such relationship transaction or arrangement is in the ordinary

course of business is on substantially the same terms as those prevailing for comparable transactions

with persons not affiliated with the Company and the payments to or payments received from the

Company for such property or non-financial services or under such contractual arrangement are in

any fiscal year less than the greater of $1 million or 2% of such other entitys consolidated gross

revenues

relationship transaction or arrangement with an entity that is providing legal services to the

Company if neither the director nor the immediate family member performs the services to the

Company and such relationship transaction or arrangement is otherwise immaterial under the Boards

categorical standards

Contributions made by the Company or Company-sponsored charitable foundation to tax-exempt

organization where director or an immediate family member of the director serves or is employed as

an executive officer or where director serves as chairman of the board if the contributions in any

fiscal year excluding the Companys matching funds are less than the greater of $1 million or 2% of

the tax-exempt organizations consolidated
gross revenues

Employment by the Company of an immediate family member if the family member was not or is not

one of our executive officers does not reside in the same home as the director and we provide

compensation and benefits to the person in accordance with our employment and compensation

practices applicable to employees holding comparable positions and

Any other relationship transaction or arrangement between the Company and an entity where

director or an immediate family member serves solely as non-management board member member

of trade or other similar association an advisor or member of an advisory board trustee limited

partner an honorary board member or trustee or in any other similar capacity with such entity or

where an immediate family member is employed by such entity in non-executive officer position

In connection with making its independence determinations the Board specifically considered the following

relationships and transactions in addition to those relationships with some of our directors described under

Information About Related Persons in which it was determined that neither the director nor to the extent

applicable his or her immediate family member had direct or indirect material interest

The Companys banking subsidiary had ordinary course banking and financial services relationships in

2009 with most of our directors as well as some of their respective immediate family members and/or

certain entities affiliated with such directors and their immediate family members all of which were on

substantially the same terms including interest rates collateral and repayment as those available at

the time for comparable transactions with persons not related to the Company and none of which

involved more than the normal risk of collectability or presented other unfavorable features and
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The Company made charitable contributions in 2009 to two tax-exempt organizations one for which

Mr Gramling served on the board at the time of contribution but for which he now serves as

Chairman and one for which Mr Phillips served as board member and Mr Patterson served on the

executive Board at the time of contribution which involved contributions to each of such organizations

of significantly less than $1 million

The Board determined that each of the foregoing relationships as well as those relationships with some of

our directors described under Information About Related Persons satisfied the NYSE bright line independence

standards and was immaterial in the determination of Board independence

Board Leadership Structure and Independent Lead Director

The Board does not have fixed policy regarding the separation of the offices of Chairman and Chief

Executive Officer and believes that it should maintain the flexibility to select the Chairman and its Board

leadership structure based the criteria that it deems to be in the best interests of the Company and its

shareholders However at this time the offices of the Chairman of the Board and the Chief Executive Officer are

separate with Mr Patterson serving as Chairman and Mr Erwin serving as Chief Executive Officer Prior to

2010 Mr Patterson held both positions for the Company

We believe it is the Chief Executive Officers responsibility to manage the day to day operations of the

Company and the Chairmans responsibility to lead the Board In making the decision to separate these two roles

we believed it was beneficial to have chairman whose sole job is leading the Board and providing oversight to

management Additionally the Board considered the time that Mr Erwin will be required to devote as Chief

Executive Officer in the curreni economic environment By having another director serve as chairman of the

Board Mr Erwin will be able to focus his attention on managing the Company This will also ensure there is no

duplication of effort between the Chief Executive Officer and the Chairman We believe this structure provides

strong leadership for the Board while also positioning the Chief Executive Officer as the leader of the Company
in the eyes of our customers employees and other stakeholders

The Company is financial institution and both Mr Patterson and Mr Erwin have extensive years of

banking experience at the Company as well as other financial institutions see Election of DirectorsDirector

Nominees for Election for discussion regarding the business experience of Mr Patterson and Mr Erwin and

have the knowledge expertise and experience to understand the opportunities and challenges facing the

Company as well as the leadership and management skills to promote and execute the Companys values and

strategy particularly during the current difficult economic environment The Board believes that separating the

Chairman and Chief Executive Officer positions is the right corporate governance structure for the Company at

this time because it most effectively utilizes Mr Pattersons and Mr Erwins experience and knowledge

regarding the Company and the financial services industry including by allowing them to lead and participate in

respectively board discussions regarding the Companys business and strategy

The Board recognizes the importance of strong independent leadership on the Board Accordingly in

addition to maintaining significant majority of independent directors in 2006 the Board enhanced the Boards

corporate governance practices by creating the new position of Lead Director In 2006 the independent directors

elected Michael Glenn an independent director to serve as the Boards Lead Director The Board believes

that the Lead Director structure provides the same independent leadership oversight and benefits for the

Company and the Board that would be provided by an independent Chairman The duties and responsibilities of

the Lead Director include the following

Together with the Chairman and CEO with input from the other directors approving Board meeting

agendas

Together with the Chairman and CEO with input from the other directors approving meeting

schedules to assure that there is sufficient time for discussion of all agenda items
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Presiding at executive sessions or special meetings of independent directors and as appropriate

providing feedback to the Chairman and CEO and otherwise serving as liaison between the

independent directors and the Chairman and CEO

Calling executive sessions of the Board of the independent directors and advising the Chairman and

CEO of actions or deliberations at such sessions

Working with committee chairs to ensure coordinated coverage
of Board responsibilities

Facilitating communication between the Board and management including advising the Chairman or

the CEO of the Boards informational needs and approving the types and forms of information sent to

the Board

Serving as an additional point of contact for Board members and shareholders

Acting as sounding board and mentor to the Chairman and CEO

Staying informed about the strategy and performance of the Company and reinforcing that expectation

for all Board members

The Boards Role in Risk Oversight

The Board performs its risk oversight function primarily through its committees which report to the Board

As described under Election of DirectorsCommittees of the Board each of the Boards committees is

responsible for oversight of specific risks as outlined in each of its charters To provide appropriate oversight of

risk without
unnecessary duplication the committee chairs communicate as they deem advisable regarding risk

issues and directors are usually members of more than one committee to foster cross-committee communication

Each Board committee and its chair work with management in overseeing risk and each committee receives

reports and information regarding risk issues directly from management Committee chairs also talk with

management outside of regular committee meetings and receive updates on risk issues as appropriate The full

Board receives reports at each of its meetings from the committee chairs about committee activities

In addition the Board focuses on the most significant risks facing the Company and the Companys general

risk management strategy ensuring that risks undertaken by the Company are consistent with the Boards

appetite for risk While the Board oversees the Companys risk management management is responsible for the

day-to-day risk management processes We believe this division of responsibility is the most effective approach

for addressing the risks facing our Company and that our Board leadership structure supports this approach

In response to the challenging economic environment and the Companys negative financial results in June

2009 the Board adopted and began executing proactive and comprehensive Strategic Project Plan to address the

issues related to credit quality liquidity earnings and capital Execution of the plan is being overseen by newly

created committee of the Board the Regulatory Oversight Committee and the Board engaged external expertise

to assist with its implementation

To improve further the Companys risk management approach in 2009 the Board also appointed Chief

Risk Officer for the Company The Chief Risk Officer reports to the Board at each regular Board meeting and

also attends most committee meetings of the Board to discuss risk and control issues

Communications from Shareholders to Directors

The Board believes that it is important that direct and open line of communication exist between the Board

and its shareholders and other interested parties Therefore the Board has established the procedures described

below for shareholder communications with directors
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Shareholders may communicate with the chairperson of the Boards committees or with the directors as

group by sending an email to directorcommunications@palmettobank.com or by sending written correspondence

to 306 East North Street Greenville South Carolina 29601 Attention Director Communications The email or

written correspondence should specify which of the foregoing is the intended recipient All communications

received in accordance with these procedures will be forwarded to the intended recipient unless it is determined

that the communication does not relate to the business or affairs of the Company or the functioning or

constitution of the Board or any of its committees relates to routine or insignificant matters that do not warrant

the attention of the Board is an advertisement or other commercial solicitation or communication is frivolous or

offensive or is otherwise not appropriate for delivery to the intended recipient

The recipient who ultimately receives any such communication has discretion to determine whether the

subject matter of the communication should be brought to the attention of the full Board or one of its committees

and whether any response to the person sending the communication is appropriate Any such
response

will be

made in accordance with the Companys policies and procedures and applicable law and regulations relating to

the disclosure of information

Process of Evaluating Director Candidates

The Corporate Governance and Nominating Committee is responsible for managing the director nomination

process which includes identifying evaluating and recommending for nomination candidates for election as

new directors and incumbent directors The goal of the Corporate Governance and Nominating Committees

nominating process
is to assist the Board in attracting and retaining competent individuals with the requisite

management financial and other expertise who will act as directors in the best interests of the Company and its

shareholders As required by its charter the Corporate Governance and Nominating Committee reviews the

composition of the Board in light of its understanding of the backgrounds industry professional experience and

various geographic and demographic communities represented by current members The Corporate Governance

and Nominating Committee also reviews Board self-evaluations and information with respect to the business and

professional expertise represented by current directors in order to identify any specific skills desirable for future

Board members It also monitors the expected service dates of Board members any planned retirement dates and

other anticipated events that may impact directors continued ability to serve

Although the Corporate Governance and Nominating Committee does not have specific policy regarding

diversity the Corporate Governance and Nominating Committee will consider in identifying first-time

candidates nominees for director or evaluating individuals recommended by shareholders the current

composition of the Board in light of the communities and geographies we serve and the interplay of the

candidates or nominees diverse individual experience education skills background and other qualities and

attributes with those of the other Board members The Corporate Governance and Nominating Committee

incorporates this broad view of diversity into its review and evaluation of new candidates and incumbent

nominees in its director nomination
process to ensure that the Boards composition reflects the particular needs

of the Board and the Company and the Corporate Governance and Nominating Committee and the Board

monitor its effectiveness through the Corporate Governance and Nominating Committees and Boards self-

evaluation
process

As described under Election of DirectorsDirector Nominees for Election the Corporate

Governance and Nominating Committee and the Board believe that the current composition of the Board reflects

group of highly talented individuals with diverse backgrounds skills professional and industry experience and

other personal qualities and attributes best suited to perform oversight responsibilities for the Company and its

shareholders

The Corporate Governance and Nominating Committee identifies potential candidates for first-time

nomination as director primarily through recommendations it receives from our current Board members our

Chairman and/or Chief Executive Officer and our contacts in the communities we serve The Corporate

Governance and Nominating Committee also has the authority to conduct formal search using an outside search

firm selected and engaged by the Corporate Governance and Nominating Committee to identify potential
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candidates As discussed previously many of the members of our Board have served for many years As such it

has not been necessary to formalize the process for evaluating new director nominees However given the

changing environment in which the Company operates the Corporate Governance and Nominating Committee

recognizes the need to formalize this process In the future if the Corporate Governance and Nominating

Committee identifies potential new director nominee it anticipates obtaining publicly available information on

the background of the potential nominee to make an initial assessment of the candidate in light of the following

factors

Whether the individual meets the qualifications for director nominees described below

Whether there are any apparent conflicts of interest in the individuals serving on our Board and

Whether the individual would be considered independent as described above under Corporate

GovernanceDirector Independence

The Corporate Governance and Nominating Committee and the Board strive to maintain Board that

demonstrates objectivity and the highest degree of integrity on an individual and collective basis The Corporate

Governance and Nominating Committee considers the needs of the Board and the Company in light of the

current mix of director skills and attributes The Corporate Governance and Nominating Committee seeks the

following qualifications and characteristics when evaluating director candidate

reptitation for integrity honesty candor fairness and discretion

high degree of expertise in his or her chosen field of endeavor which area of expertise should have

some relevance to banking

knowledge or willingness and ability to obtain knowledge of the critical aspects of banking and or

Experience and skill in serving as competent overseer of and trusted advisor to senior management

of publicly-held corporation

Additionally nominees for the Board should contribute to the mix of skills core competencies and

qualifications of the Board of through expertise in one or more of the following areas

Banking and other financial services

Accounting and finance

Legal

Mergers and acquisitions

Leadership business and management

Strategic planning

Government relations

Investor relations

Executive leadership development and

Executive compensation

The Corporate Governance and Nominating Committee will determine in its discretion after considering all

factors it considers appropriate whether potential nominee meets these qualifications and also will consider the

composition of the entire Board in light of the various other factors described above If candidate passes this

initial review the Corporate Governance and Nominating Committee will arrange an introductory meeting with

the candidate and our Chairman and Chief Executive Officer and the Corporate Governance and Nominating
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Committee Chair and/or another director to determine the candidates interest in serving on our Board If the

candidate is interested in serving on our Board members of the Corporate Governance and Nominating

Committee together with several members of the Board our Chairman and Chief Executive Officer and if

appropriate other key executives of the Company then conduct an interview with the candidate If the Board and

the candidate are both still interested in proceeding the candidate will provide us additional information for use

in determining whether the candidate satisfies the applicable requirements applicable to members of the Board

and its committees and for making any required disclosures in our proxy statement Assuming satisfactory

conclusion to the
process

outlined above the Corporate Governance and Nominating Committee then presents

the candidates name for approval by the Board or for nomination for approval by the shareholders at the next

shareholders meeting as applicable

The Corporate Governance and Nominating Committee will consider an individual recommended by one of

our shareholders for nomination as new director if the shareholder making the recommendation follows the

procedures for submitting proposed nominees name required by our Bylaws and as described under

Shareholder Information for Future Annual MeetingsAdvance Notice Procedures In order for the Corporate

Governance and Nominating Committee to consider shareholder-proposed nominee for election as director

the shareholder must submit the name of the proposed nominee in writing by sending an email to

directorcommunications@palmettobank.com or written notice to 306 East North Street Greenville South

Carolina 29601 Attention Director Communications All such submissions must include the following

information

The shareholders name and address and the number of shares of our common stock he or she

beneficially owns

The name of the proposed nominee and the number of shares of our common stock he or she

beneficially owns

Sufficient information about the nominees experience and qualifications for the Corporate Governance

and Nominating Committee to make determination whether the individual would meet the

qualifications for directors and

Such individuals written consent to serve as director of the Company if elected

Based on preliminary assessment of candidates qualifications the Corporate Governance and

Nominating Committee may conduct interviews with the candidate and request additional information from the

candidate The Corporate Governance and Nominating Committee uses the same process
for evaluating all

nominees including those recommended by shareholders

Our Corporate Secretary will present all shareholder-proposed nominees to the Corporate Governance and

Nominating Committee for its consideration The Corporate Governance and Nominating Committee has the

right to request and the shareholder will be required to provide any additional information with respect to the

shareholder nominee as the Corporate Governance and Nominating Committee may deem appropriate or

desirable to evaluate the proposed nominee in accordance with the nomination process
described above

Board and Committee Meetings Annual Meeting Attendance

We have not established formal policy regarding director attendance at annual meetings of shareholders

however all directors are expected to attend each annual shareholders meeting Directors are also expected to

attend all Board meetings and meetings of committees on which they serve Each director and nominee for

director attended the annual shareholder meeting in May 2009 One director was absent from the special

shareholder meeting in September 2009

The Board held twelve regular meetings during 2009 Director attendance at meetings of the Board and its

committees averaged 96% during 2009 Each director attended at least 75% of the total number of 2009 meetings

of the Board and committees on which he or she served As part of its enhanced governance practices in 2009
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during each Board meeting the Board now meets in executive session without management and chaired by the

independent Lead Director executive sessions were held during eight of its 2009 meetings

Committees of the Board

The Board has established six committees These committees act on behalf of the Board and report on their

activities to the entire Board through written meeting minutes and oral reports The following table provides

independent membership information for each of the Boards committees as of the date of this Proxy Statement

The Regulatory Oversight Committee was formed in June 2009 to oversee regulatory compliance serve as the

liaison between the banking regulatory agencies and the Board and to oversee the development and execution of

the Strategic Project Plan adopted by the Board in June 2009 to address issues related to credit quality liquidity

capital earnings governance regulatory examinations and communication

Corporate
Governance and Regulatory

Name Audit Compensation Nominating Credit Oversight Trust

Fred Davis Jr

David George Jr

Michael Glenn

John Gramling II

John Hopkins Jr

Sam Phillips Jr

Albert Smith

Ann Smith

Keith Snead III

Jane Sosebee

Stewart Spinks

David Wasson Jr

Meetings during 2009 10 10

Committee Chair

Each Committee of the Board operates under written charter that addresses its purpose authority and

responsibilities and contains other provisions relating to among other matters membership and meetings The

committee charters require the committees to review their performance annually During 2009 the committees

also reviewed and assessed the adequacy of their charters and the Board approved all charter amendments in

2009 We have since posted the committee charters to our website which may be viewed on our website at

www.palmettobank.com

Audit

The Audit Committees primary role is to assist the Board in fulfilling its oversight of the accounting and

financial reporting processes of the Company including the preparation of the Companys financial statements in

accordance with generally accepted accounting principles rules of the SEC and banking regulatory rules The

Audit Committees primary roles are to

Monitor the integrity of the Companys financial statements and the financial reporting process

including the Companys internal control over financial reporting

Monitor the Companys compliance with legal and regulatory requirements including the Companys
disclosure controls and procedures

Monitor the independent registered public accounting firms qualifications independence and

performance
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Monitor the performance of the Companys internal audit function and

Appoint compensate approve and oversee the work of any independent registered public accounting

firm

The Audit Committee also performs the Audit Committee and fiduciary functions required for our bank

subsidiary in accordance with federal banking regulations Additionally the Audit Committee
prepares the Audit

Committee Report included in our annual proxy statement in accordance with SEC rules

The Audit Committee has the authority to conduct any investigation appropriate to fulfilling its

responsibilities and it has direct access to the independent registered public accounting firm as well as anyone in

the organization The Audit Committee has the ability to retain at the Companys expense special legal

accounting or other consultants or experts it deems necessary in the performance of its duties

Under its charter the Audit Committee must have minimum of three independent members No Audit

Committee members serve on the audit committee of other public companies The Audit Committee meets at

least quarterly and may call special meetings As permitted by its charter the Audit Committee has delegated

preapproval authority for audit and permissible nonaudit services to Audit Committee Chairperson for time-

sensitive engagements

During 2009 the Audit Committee began meeting regularly in executive session with the Chief Internal

Auditor and with the independent registered public accounting firm

Audit Committee Financial Expert

Although the Board of Directors has determined that the Audit Committee does not have an Audit

Committee financial expert nor does the Board believe that the current Board of Directors includes an

independent individual who qualifies as an Audit Committee financial expert as that term is defined by

applicable SEC rules the Board believes that the current members of the Audit Committee are capable of

satisfying their Audit Committee responsibilities based on their experience and background Audit Committee

members each individually have many of the attributes used by the SEC to define an Audit Committee financial

expert through past or current service as noted in each members business experience included herein The Audit

Committee members are able to read and understand fundamental financial statements have an understanding of

generally accepted accounting principles have an understanding of internal controls and procedures for financial

reporting and understand their responsibilities as Audit Committee members In addition for these and other

responsibilities the Audit Committee is authorized to use consultants to provide financial accounting expertise

when members of the Audit Committee believe such assistance would be useful

The Board believes that Lee Dixon is financial expert as that term is defined by applicable SEC rules

with such expertise being part of the rationale for appointing Mr Dixon to the Board of Directors in 2009
however as member of management Mr Dixon is not an independent director and therefore does not meet the

requirements to be considered an Audit Committee Financial Expert within the meaning of Item 407d5ii
of Regulation S-K It is currently an objective of the Board to recruit an independent financial expert to the Board

to serve on the Audit Committee

Compensation

The purpose of the Compensation Committee is to discharge the Boards responsibilities relating to the

Companys compensation philosophy and practices This responsibility included the

Compensation and remuneration of the named executive officers

Oversight of the Companys officer incentive plans

Reviews and recommendations related to the Companys employee benefit plans and

Recommendations related to compensation for the Board
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The Compensation Committee is also responsible for producing in accordance with the rules and

regulations of the SEC applicable compensation information for inclusion in the Companys annual proxy

statement

The Compensation Committees guiding philosophy is as follows with focus on ensuring compensation

practices are aligned with sound risk management

Use its best efforts to develop compensation policies that create direct relationship between pay

levels corporate performance and long-term return to shareholders and

Vigilantly monitor the results of such policies to assure that compensation payable to the Companys

senior executive officers provides overall competitive pay levels creates proper incentives to enhance

shareholder value rewards superior performance and is justified by the returns available to

shareholders particularly when compared to the returns received by the shareholders of the Companys

principal competitors

In discharging its duties the Compensation Committee is empowered to investigate any matter within the

scope of its responsibilities The Compensation Committee has resources and authority appropriate to discharge

its duties and responsibilities including the authority to select retain terminate and approve the fees and other

retention terms of special counsel or other experts or consultants as it deems appropriate without seeking

approval of the Board or management With respect to compensation consultants retained to assist in the

evaluation of the Chairman Chief Executive Officer Chief Operating Officer or named executive officer

compensation this authority shall be vested solely in the Compensation Committee

Where legally permissible the Compensation Committee also has the authority to delegate its

responsibilities as the Compensation Committee may deem necessary or appropriate in its sole discretion

Under its charter the Compensation Committee must have minimum of three independent members The

Compensation Committee meets at least annually and may call special meetings

Information about the Compensation Committees process and procedures for establishing director

compensation appears
below under Director Compensation

Actions taken during 2009 by the Compensation Committee are described in Executive Compensation

Compensation Committee Interlocks and Insider Participation

During 2009 no member of the Compensation Committee was an employee officer or former officer of the

Company None of our executive officers served in 2009 on the board of directors or compensation committee

or other committee serving an equivalent function of any entity that had an executive officer serving as

member of our Board or the Compensation Committee See Information About Related Persons for discussion

of Compensation Committee members that had banking or financial services transactions in the ordinary course

of business with our banking subsidiary

Corporate Governance and Nominating

The Corporate Governance and Nominating Committees primary role is to assist the Board in fulfilling its

responsibilities with respect to Board and Board committee membership shareholder proposals and corporate

governance practices consistent with the Companys intention to voluntarily adopt various best practices The

Corporate Governance and Nominating Committees primary duties and responsibilities are to

Establish criteria for Board and Board committee membership and recommend to the Board proposed

nominees for election to the Board and for membership on committees of the Board

Make recommendations to the Board regarding proposals submitted to the Board and/or Corporate

Governance and Nominating Committee and nominees for director proposed or recommended by

shareholders of the Company

72



Make recommendations to the Board regarding corporate governance practices

Monitor the Boards and the Companys compliance with any commitments made to the Companys

regulators or otherwise regarding changes in corporate governance policies and

Lead the Board in its annual review of the Boards performance

Under its charter the Corporate Governance and Nominating Committee must have minimum of three

members the majority of whom must be independent The Corporate Governance and Nominating Committee

meets at least annually and may call special meetings

During 2009 the Corporate Governance and Nominating Committee facilitated the previously described

Board self-assessment and refinement of Committee charters and also reviewed the Companys Articles of

Incorporation and Bylaws which the Board updated to reflect the current and future size structure and business

activities of the Company

Credit

The Credit Committees primary role is to ensure consistency in the assessment and management of credit

risk The Credit Committee is loan

Overview body that monitors the Banks loan approval process and its loan review system

Monitoring body that monitors the Banks reserve for loan losses and its problem loan management

system

Policy-generating and monitoring body including matters such as bank-wide credit policy and risk

management guidelines concentration limits and imposition of limitations on lending categories or

sub-groups and

Approval body

Under its charter the Credit Committee must have minimum of two independent members The Credit

Committee typically holds monthly meetings and may call special meetings

During 2009 the Credit Committee reviewed the Companys Loan Policy and the Board approved changes

in June and October to address the issues that contributed to the deteriorated credit quality of the loan portfolio

The Committee also enhanced the monthly credit quality reporting to the Board and began meeting in executive

session with the independent loan review firm engaged to review the Companys loan portfolio

Regulatory Oversight

The
purpose

of the Regulatory Oversight Committee is to

Oversee regulatory compliance

Serve as the liaison between the banking regulatory agencies and the Board and

Oversee the development and execution of the Strategic Project Plan adopted in 2009 to address issues

related to credit quality liquidity capital earnings governance regulatory examinations and

communication

The Regulatory Oversight Committees charter does not set minimum of independent members However

the Regulatory Oversight Committees membership includes five independent members as of the date of this

Proxy Statement including the independent Lead Director and the Chairs of the Credit and Audit Committees

Additionally its charter notes that the Regulatory Oversight Committee will meet as often as considered

necessary in the judgment of such Committee and the Committee currently meets monthly
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During 2009 the Regulatory Oversight Committee facilitated the preparation of the Strategic Project Plan

adopted by the Board in June 2009 to address the issues related to credit quality liquidity capital earnings

governance regulatory examinations and communication

Trust

The purpose of the Trust Committee is to discharge the Boards responsibilities relating to monitoring of the

Companys Trust Department

Under its charter the Trust Committee must have four members The Trust Committees charter does not set

minimum meeting annual requirement but requires that regular meetings of the Trust Committee shall be held

and special meetings may be held at any time upon call of the Chairman of the Trust Committee Additionally

the Trust Committees Charter requires that Company Vice President assigned to the Trust Department or

Trust Officer shall attend all meetings of the Trust Committee

Auditing and Related Fees

The following table summarizes fees paid to Elliott Davis LLC or to be paid to Elliott Davis LLC for

professional audit services associated with the audit of our financial statements for the years
ended December 31

2009 and 2008

2009 2008

Audit Fees $246895 $217800

Audit-Related Fees2 27000 25800

Audit Fees and Audit Related Fees 273895 243600

Tax Fees3 24298 25633

All Other Fees

Total Fees $298193 $269233

Audit fees include fees for the audit of annual financial statements the review of quarterly financial

statements and required procedures performed with regard to our internal controls over financial reporting

relative to the applicable year but which may have been paid in the subsequent year

Audit-related fees consisted of fees for audits of our employee benefit plans relative to the applicable year

but which may have been paid in the subsequent year

During 2009 tax fees consisted of fees for tax consultation planning and compliance services provided in

conjunction with the preparation of our tax returns During 2008 tax fees consisted of fees for tax

consultation planning and compliance services provided to the Company in conjunction with the

preparation of our tax returns and the Internal Revenue Service audit performed in 2008

Audit Committee Preapproval Policy

The Audit Committee has in place Preapproval of Independent Registered Public Accounting Firm

Services Policy The policy addresses the protocol for preapproval of both audit and nonaudit services provided

by its independent registered public accounting firm Generally the policy requires that all auditing services and

nonaudit services including nonprohibited tax services provided by its independent registered public accounting

firm be preapproved by the Audit Committee in accordance with the following guidelines

Preapproval by the Audit Committee must be in advance of the work to be completed

The Audit Committee or designated Audit Committee member must perform preapproval and it cannot

delegate the preapproval responsibility to member of management
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The Audit Committee cannot preapprove services based upon broad nondetailed descriptions e.g tax

compliance services and preapproval requests must be accompanied by detailed explanation of each

particular service to be provided so the Audit Committee knows precisely what services it is being

asked to preapprove and can make well reasoned assessment of the impact of the service on the

independent registered public accounting firms independence and

Monetary limits alone may not be established as the only basis for the preapproval of deminimus

amounts There has to be clear specific explanation provided as to what the particular services are to

be provided subject to the monetary limit to ensure that the Audit Committee is fully informed about

each service

The policy provides that the Audit Committee may delegate to one or more designated members of the

Audit Committee the authority to grant required preapprovals The decision of any member to whom authority is

delegated to preapprove an activity shall be presented to the full Audit Committee at its next scheduled meeting

The Audit Committee appoints member annually to have the authority to grant required preapprovals The

policy also provides for deminimus exceptions to the preapproval requirements With regard to the approval of

nonauditing services the Audit Committee considers when applicable various factors including but not limited

to whether it would be beneficial to have the service provided by the independent registered public accounting

firm and whether the service could compromise the independence of the independent registered public

accounting firm The Audit Committee either in its entirety or through its designee preapproved all of the

engagements for the audit audit-related engagements and tax engagements of Elliott Davis LLC related to the

years ended December 31 2009 and December 31 2008 Additionally during these years there were no fees

billed for professional services described in Paragraph c4 of Rule 2-01 of Regulation S-X rendered by Elliott

Davis LLC

Audit Committee Report

Notwithstanding any statement in any of the Companys previous or future filings under the Securities Act of

1933 as amended or the Securities Exchange Act of 1934 as amended incorporating future or past filings

including this Proxy Statement in whole or in part the following Audit Committee Report shall not be

incorporated by reference into any such filing unless the incorporation specifically lists the following Audit

Committee Report

Management is responsible for the Companys internal controls and financial reporting process The

Companys independent registered public accounting firm is responsible for performing independent audits of

the Companys internal control over financial reporting and financial statements in accordance with the standards

of the Public Company Accounting Oversight Board United States and issuing reports thereon One of the

Audit Committees responsibilities is to monitor and oversee these processes Other duties and responsibilities of

the Audit Committee are to monitor the integrity of the Companys financial statements including the financial

reporting process
and systems of internal controls regarding compliance with generally accepted accounting

principles the compliance by the Company with legal and regulatory requirements including the Companys

disclosure controls and procedures the performance of the Companys internal audit function the appointment

compensation and approval of the external independent registered public accounting firm the independence and

performance of its external independent registered public accounting firm reports prepared by the internal

auditors and employee shareholder or other complaints regarding accounting audit or internal control matters

full description of the Audit Committees responsibilities is included in the Audit Committees Charter The

Audit Committee has the authority to conduct or authorize investigations appropriate to fulfilling its

responsibilities and has the ability to retain at the Companys expense special legal accounting or other

consultants or experts it deems necessary in the performance of its duties

In fulfilling its responsibilities the Audit Committee reviewed and held discussions with management and

the independent registered public accounting firm regarding the audited financial statements included in the

Companys Annual Report on Form 10-K for the year ended December 31 2009 The Audit Committee
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discussed with the independent registered public accounting firm matters required to be discussed by American

Institute of Certified Public Accountants Professional Standards Volume AU Section 380 The Auditors

Communication With Those Charged With Governance as adopted by the Public Company Accounting

Oversight Board

The Companys independent registered public accounting firm also provided to the Audit Committee the

written disclosures and letters required by applicable requirements of the Public Company Accounting Oversight

Board and the Audit Committee discussed with the independent registered public accounting firm that firms

independence In particular the Audit Committee considered whether the provision of the services set forth in

Auditing and Related Fees on the preceding page is compatible with maintaining the independence of the

independent registered public accounting firm and determined that no independence issues arose as result of

such services Services to be provided by Elliott Davis LLC to the Company are preapproved by the Audit

Committee or its designee as set forth in Audit Committee Preapproval Policy to ensure that such services do not

impair the independent registered public accounting firms independence with the Company

Based on the foregoing reviews and discussions the Audit Committee recommended that the Board of

Directors include the Companys audited financial statements in its Annual Report on Form 10-K for the year

ended December 31 2009 filed with the Securities and Exchange Commission

The following independent directors who comprise the Audit Committee provide this
report

Ann Smith Chair

Fred Davis Jr

Stewart Spinks

David Wasson Jr
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ITEM

APPROVAL OF POTENTIAL ADJOURNMENT OR POSTPONEMENT OF THE MEETING

proposal may be submitted to shareholders at the Meeting to authorize the chairperson of the Meeting to

adjourn or postpone the Meeting if necessary in order to solicit additional proxies in the event that there are not

sufficient affirmative votes present at the Meeting to adopt the Amendment or approve any other matters that

may be considered and acted upon at the Meeting Any adjournment or postponement of the Meeting may be

made without notice other than by an announcement made at the Meeting Any adjournment or postponement of

the Meeting for the purpose of soliciting additional proxies will allow shareholders who have already sent in their

proxies to revoke them at any time prior to their use

If quorum is present this proposal will be approved if the number of shares of common stock voted in

favor of this proposal exceeds the number of shares voted against this proposal

The Board of Directors recommends that shareholders vote FOR the approval of this proposal

OTHER MATTERS

The Board of Directors knows of no other business to be presented at the Annual Meeting of Shareholders

If matters other than those described herein should properly come before the Meeting the persons named in the

enclosed form of proxy intend to vote at such meeting in accordance with their best judgment on such matters If

you specify different choice on your proxy your shares will be voted in accordance with the specifications so

made
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FINANCIAL STATEMENTS AND OTHER MATTERS

Financial Statements

Our Audited Consolidated Financial Statements including Notes thereto at December 31 2009 and 2008

and for each of the
years in the three-year period ended December 31 2009 are included in our Annual Report

on Form 10-K for the fiscal
year

ended December 31 2009 and are incorporated by reference herein copy of

our Annual Report on Form 10-K for the fiscal year ended December 31 2009 which was filed with the SEC on

February 26 2010 is being delivered to our shareholders with this Proxy Statement Our Unaudited Consolidated

Financial Statements including Notes thereto at March 31 2010 and for the three-month periods ended March

31 2010 and March 31 2009 are attached to this Proxy Statement as Appendix and thereby incorporated by

reference herein

Managements Discussion and Analysis of Financial Condition and Results of Operations

Managements Discussion and Analysis of Financial Condition at December 31 2009 and December 31
2008 and Results of Operations for each of the

years
in the three-year period ended December 31 2009 is

included in our Annual Report on Form 10-K for the fiscal
year ended December 31 2009 and is incorporated by

reference herein copy of our Annual Report on Form 10-K for the fiscal year ended December 31 2009
which was filed with the SEC on February 26 2010 is being delivered to our shareholders with this Proxy

Statement Managements Discussion and Analysis of Financial Condition at March 31 2010 and December 31
2009 and Results of Operations for the three-month periods ended March 31 2010 and March 31 2009 is

attached to this Proxy Statement as Appendix and thereby incorporated by reference herein

Changes in Disagreements with Accountants on Accounting and Financial Disclosure

There have been no changes in or disagreements with our accountants required to be disclosed pursuant to

Item 304 of Regulation S-K

Quantitative and Qualitative Disclosures About Market Risk

Information regarding our quantitative and qualitative disclosures about market risk at December 31 2009

is contained in our Annual Report on Form 10-K for the fiscal year ended December 31 2009 in the section

thereof entitled Quantitative and Qualitative Disclosures About Market Risk and is incorporated by reference

herein copy of our Annual Report on Form 10-K for the fiscal
year

ended December 31 2009 which was

filed with the SEC on February 26 2010 is being delivered to our shareholders with this Proxy Statement

Information regarding our quantitative and qualitative disclosures about market risk at March 31 2010 is

attached hereto as Appendix and thereby incorporated by reference herein

SELECTED ADDITIONAL MATTERS RELATED TO CHANGES OF CONTROL

Articles of Incorporation Requirement for Mergers Consolidations Exchanges or Sales of Assets

Involving Related Corporation

The Companys Amended and Restated Articles of Incorporation provide that merger or consolidation

with or securities issuance the sale of all or significant part of our property and assets to related

corporation which is generally defined as corporation that is an affiliate or 10% shareholder of the Company
must be approved by the affirmative vote of holders of 80% of our outstanding shares unless at the time of such

approval no related person as defined in the Amended and Restated Articles of Incorporation beneficially owns

10% or more of our outstanding common stock or at least two-thirds of the members of the Board of Directors

have approved and proposed the transaction Consequently unless two-thirds of our directors favor such plan

or resolution it may be very difficult to effect any such transaction

Business Combination Statute

The South Carolina business combinations statute provides that 10% or greater shareholder of resident

domestic corporation cannot engage in business combination as defined in the statute with such corporation

for period of two years following the date on which the 10% shareholder became such unless the business
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combination or the acquisition of shares is approved by majority of the disinterested members of such

corporations board of directors before the 10% shareholders share acquisition date This statute further provides

that at no time even after the two-year period subsequent to such share acquisition date may the 10%

shareholder engage in business combination with the relevant corporation unless certain approvals of the board

of directors or disinterested shareholders are obtained or unless the consideration given in the combination meets

certain minimum standards set forth in the statute The law is very broad in its scope and is designed to inhibit

unfriendly acquisitions but it does not apply to corporations whose articles of incorporation contain provision

electing not to be covered by the law Our Articles of Incorporation do not contain such provision An

amendment of our Amended and Restated Articles of Incorporation to that effect would however permit

business combination with an interested shareholder although that status was obtained prior to the amendment

This statute would apply to us as long as we continue to have class of securities registered under Section 12 of

the Securities Exchange Act of 1934 The proposed private placement transaction including CapGen proposed

purchase of 45.4% of the Companys outstanding shares of common stock following the closing of the private

placement was unanimously approved by the Companys Board of Directors including the disinterested

members of the Board to render the South Carolina business combinations statute inapplicable

Control Share Acquisitions Statute

South Carolina law also contains provisions that under certain circumstances would preclude an acquiror

of the shares of South Carolina corporation who crosses one of three voting thresholds 20% 33-1/3% or 50%
from obtaining voting control with respect to such shares unless majority in interest of the disinterested

shareholders of the corporation votes to accord voting power to such shares

The legislation provides that if authorized by the articles of incorporation or bylaws prior to the occurrence

of control share acquisition the corporation may redeem the control shares if the acquiring person
has not

complied with certain procedural requirements including the filing of an acquiring person
statement with the

corporation within 60 days after the control share acquisition or if the control shares are not accorded full voting

rights by the shareholders We are not authorized by our Amended and Restated Articles of Incorporation or

bylaws to redeem control shares

We have opted out of the Control Share Acquisitions Act

Classified Board of Directors

Our Amended and Restated Articles of Incorporation and bylaws could also make it difficult for anyone to

purchase us without the approval of our Board of Directors For example our Amended and Restated Articles of

Incorporation divide the Board of Directors into three classes of directors serving staggered three-year terms with

approximately one-third of the Board of Directors elected at each annual meeting of shareholders This

classification of directors makes it more difficult for shareholders to change the composition of the Board of

Directors As result at least two annual meetings of shareholders would be required for the shareholders to

change majority of the directors whether or not change in the Board of Directors would be beneficial and

whether or not majority of shareholders believe that such change would be desirable

SHAREHOLDER INFORMATION FOR FUTURE ANNUAL MEETINGS

Shareholder Proposals for 2011 Annual Meeting

Shareholders interested in submitting proposal for inclusion in the proxy statement for the Companys

annual meeting of shareholders in 2011 may do so by following the procedures prescribed in SEC Rule 14a-8 To

be eligible for inclusion shareholder proposals must be received by our Chairman President and Chief Executive

Officer or Corporate Secretary at 306 East North Street Greenville South Carolina 29601 no later than
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December 31 2010 To ensure prompt receipt by the Company the proposal should be sent certified mail return

receipt requested Proposals must comply with our bylaws related to shareholder proposals in order to be

included in our proxy materials

Advance Notice Procedures

Under our Bylaws shareholder who wishes to nominate an individual for election to the Board directly or

to propose any business to be considered at an annual meeting must deliver advance notice of such nomination or

business to the Company following the procedures in the Bylaws The shareholder must be shareholder of

record as of the date the notice is delivered and at the time of the annual meeting The notice must be in writing

and contain the information specified in the Bylaws for director nomination or other business It is our policy

that any such shareholder proposal to be made at the annual meeting but which is not requested to be included in

our proxy materials must be delivered no later than 90 days in advance of the annual meeting for director

nomination and no later than 45 days in advance of the annual meeting for any other matter to our Chairman

President and Chief Executive Officer or Corporate Secretary at 306 East North Street Greenville South

Carolina 29601 The Chairman or other officer presiding at the annual meeting has the sole authority to

determine whether any nomination or other business has been properly brought before the meeting in accordance

with our Bylaws Management and any other person duly named as proxy by shareholder will have the

authority to vote in their discretion on any nomination for director or any other business at an annual meeting if

the Company does not receive notice of the nomination or other business matter within the time frames described

above

The requirements described above are separate from the procedures you must follow to submit nominee

for consideration by the Corporate Governance and Nominating Committee for recommendation to the Board for

election as director as described under Corporate GovernanceProcess of Evaluating Director Candidates and

from the SECs requirements that shareholder must meet in order to have shareholder proposal included in

our proxy statement pursuant to SEC Rule 14a-8
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FORWARD LOOKING STATEMENTS

Statements contained in this Proxy Statement that are not purely historical are forward-looking statements

including but not limited to statements regarding our expectations hopes beliefs intentions or strategies

regarding the future Actual results could differ materially from those projected in any forward-looking

statements as result of number of factors including without limitation those described in this Proxy

Statement The forward-looking statements are made as of the date of this Proxy Statement and we undertake no

obligation to update or revise the forward-looking statements or to update the reasons why actual results could

differ materially from those projected in the forward-looking statements

We caution you not to place undo reliance on any forward-looking statements made by or on behalf us in

this Proxy Statement or in any of our filings with the SEC or otherwise Additional information with respect to

factors that may cause the results to differ materially from those contemplated by forward-looking statements is

included in our Annual Report on Form 10-K for the fiscal year ended December 31 2009 and in our other

current and subsequent filings with the SEC
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Appendix

AMENDMENT TO
INCREASE THE NUMBER OF AUTHORIZED SHARES OF THE COMPANYS COMMON STOCK

AND REDUCE THE PAR VALUE OF THE COMPANYS COMMON STOCK

Article Four of the Corporations Articles of Incorporation is hereby deleted in its entirety and replaced with the

following

ARTICLE FOUR STOCK

The Corporation shall have the authority exercisable by its Board of Directors to issue up to 75000000
shares of common stock par value $.01 per share and to issue up to 2500000 shares of preferred stock par

value $.01 per share The Board of Directors shall have the authority to specify the preferences limitations and

relative rights within the limits set forth in Section 33-6-101 of the South Carolina Business Corporation Act of

1988 or any successor provision or redesignation thereof as applicable of the preferred stock or one or more

series within the class of preferred stock Without limiting the foregoing and notwithstanding anything to the

contrary in these Article of Incorporation with respect to directors generally whenever the holders of preferred

stock or one or more series of preferred stock issued by the Corporation shall have the right voting separately

or together by class or series to elect one or more directors at an annual or special meeting of shareholders the

election term of office terms of removal filling of vacancies and other features of such directorships shall be

governed by the rights of such preferred stock as set forth in the articles of amendment adopted by the Board of

Directors that determines the preferences limitations and relative rights of such class or series Except as

otherwise required by law holders of preferred stock including any series of preferred stock shall be entitled

only to such voting rights if any as shall be expressly granted thereto by these Articles of Incorporation

References to these Articles of Incorporation refer to the Corporations Articles of Incorporation as the same

shall be amended from time to time including without limitation amendments adopted by the Board of

Directors that determine the preferences limitations and relative rights of the preferred stock or one or more

series within the class of preferred stock

The following assumes both Amendments to the Amended and Restated Articles of Incorporation are

approved at the Annual Meeting of Shareholders lithe Authorized Common Shares Amendment is approved

but the Par Value Amendment is not approved then upon the filing of the Articles of Amendment with the

South Carolina Secretary of State the number of authorized shares of common stock will be increased to

7S000000 and the par value per share of common stock will remain at $5.00 per share If the Par Value

Amendment is approved but the Authorized Common Shares Amendment is not approved then upon the

filing of the Articles of Amendment with the South Carolina Secretary of State the par value per share of

common stock will be reduced to $.0l per share and the number of authorized shares of common stock will

remain at 25000000
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STOCK PURCHASE AGREEMENT

BY AND AMONG
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STOCK PURCHASE AGREEMENT

This Stock Purchase Agreement dated as of May 25 2010 this Agreement is by and among
PALMETIO BANCSHARES INC South Carolina corporation the Company and CAPGEN CAPITAL
GROUP LP Delaware limited partnership CapGen and each of the respective other investors set forth

on the signature pages to this Agreement collectively with CapGen the Investors

The Company seeks to issue and sell to CapGen and CapGen seeks to purchase the Investment
21153846 shares of common stock par value $5.00 per share of the Company the Common Stock at

purchase price of $2.60 per share on the terms and subject to the conditions set forth in this Agreement The

Company is also selling pursuant to this Agreement Common Stock in the aggregate amount of $45.0 million to

other Accredited Investors in each case at purchase price per share of $2.60 collectively with the Investment
the Private Placement The shares of Common Stock to be sold in the Private Placement are collectively

referred to herein as the Purchased Shares The number of Purchased Shares to be purchased by each Investor

hereunder is set forth on such Investors signature page Each of CapGen and the other Investors are acting

separately

The Company will use substantially all the proceeds from the Private Placement to increase the capital of

the Companys wholly-owned subsidiary The Palmetto Bank the Bank

In consideration of the premises and other good and valuable consideration the receipt of which is

acknowledged the parties intending to be legally bound agree as follows

ARTICLE

PURCHASE AND SALE OF THE PURCHASED SHARES

Section 1.01 Issuance Sale and Delivery of the Purchased Shares Subject to the terms and conditions

set forth in this Agreement at the Closing the Company shall issue sell and deliver to each Investor and each

Investor shall severally and not jointly purchase from the Company the Purchased Shares set forth on such

Investors signature page free and clear of all liens pledges security interests charges and other encumbrances

including any restrictions on voting such Purchased Shares Liens other than those placed thereon by or on

behalf of an Investor with respect solely to such Investors Purchased Shares and restrictions on transfer arising

under U.S federal and state securities laws such issuance sale and purchase of the Purchased Shares along with

the other commitments by each party to the other set forth in this Agreement and the transactions contemplated

hereby the Transaction

Section 1.02 Closing The parties shall consummate the Transaction at mutually agreeable location upon
satisfaction or waiver other than waiver of

any
condition set forth in Section 4.06 of all conditions to Closing as

defined below provided that such consummation may not occur prior to the end of the 15-day period commencing
on the date of issuance of notice by CapGen to its investors to call funds required to purchase the Purchased

Shares that CapGen is acquiring the Investor Call and provided further that CapGen shall issue such notice no
later than five days after receipt of the last regulatory approval including the expiration without adverse action by
the United States Department of Justice during any statutory waiting period and the satisfaction or permissible
waiver of all other conditions to closing set forth in this Agreement The closing the Closing of the purchase of

the Purchased Shares by the Investor shall occur no sooner than the time set forth in the preceding sentence or at

such other date and time as may be mutually agreed upon by the Investors and the Company the Closing Date
At the Closing subject to the terms and conditions hereof the Company shall issue and deliver to each Investor the

Purchased Shares set forth on such Investors signature page in accordance with Section 1.01 in certificate form or

in uncertificated book-entry form pursuant to instructions of such Investor provided to the Company at least three

Business Days in advance of the Closing Date
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Section 1.03 Payment of Purchase Price As payment in full for the Purchased Shares on the Closing

Date each Investor shall deliver to the Company an aggregate amount equal to $2.60 per
Purchased Share to be

acquired by each Investor hereunder such aggregate amount the Purchase Price Payment of the Purchase

Price shall be made on the Closing Date in immediately available funds by wire transfer versus delivery of

certificates representing the Purchased Shares At least three Business Days in advance of the Closing Date the

Company shall designate and give notice to Investors of the bank account to which the Purchase Price shall be

wired

Section 1.04 Anti-Dilution If between the date of this Agreement and the Closing Date the outstanding

shares of Common Stock are changed or exchanged for different number of kind of shares or securities as

result of any reorganization recapitalization reclassification stock dividend stock split reverse stock split or

other substantially similar transaction the parties shall make an appropriate and proportionate adjustment to the

number of Purchased Shares or the Purchase Price

Section 1.05 Transaction Fees and Expenses The Company has agreed as of the date hereof whether or

not the Private Placement is consummated to reimburse CapGen for legal fees and expenses
in the amount of

$250000 and ii reimburse CapGen for all legal fees and expenses incurred with respect to negotiating this

Agreement the Registration Rights Agreement and the other terms of the Private Placement including the

Transaction with Investors other than CapGen

ARTICLE II

REPRESENTATIONS AND WARRANTIES OF THE COMPANY

The Company represents and warrants to each Investor as follows and understands that each Investor is

relying on these representations and warranties

Section 2.01 Organization and Standing

The Company is corporation duly organized validly existing and in good standing under the

laws of the State of South Carolina and is registered as bank holding company under the Bank Holding

Company Act of 1956 as amended the BHCA The Company is duly qualified to do business and is in

good standing as foreign corporation in each jurisdiction where the ownership or operation of its assets or

properties or conduct of its business requires such qualification except where the failure to be so qualified

or in good standing is not reasonably likely to have individually or in the aggregate
Material Adverse

Effect

Schedule sets forth all Subsidiaries of the Company The Company owns directly or indirectly

all of the capital stock of each Subsidiary free and clear of any and all Liens and all the issued and

outstanding shares of capital stock of each Subsidiary are validly issued and are fully paid non-assessable

and free of preemptive and similar rights to subscribe for or purchase securities The Companys principal

Subsidiary and sole banking Subsidiary is the Bank which is South Carolina state-chartered commercial

bank the Bank Each Subsidiary is duly organized validly existing and in good standing under the laws

of its jurisdiction of organization or incorporation Each Subsidiary is wholly-owned by the Company

directly or indirectly and is duly qualified to do business and is in good standing as foreign corporation

in each jurisdiction where the ownership or operation of its assets or properties or conduct of its business

requires such qualification except where the failure to be so qualified or in good standing is not reasonably

likely to have individually or in the aggregate Material Adverse Effect The Banks deposits are insured

up to applicable limits by the Federal Deposit Insurance Corporation FDIC and all FDIC insurance

premiums and assessments required to be paid have been paid when due

Section 2.02 Corporate Power The Company and each Subsidiary has all requisite power and authority

corporate and other to carry on its business as it is now being conducted and to own lease or operate all its

properties and assets and to conduct its business as contemplated hereby The Company has all requisite
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corporate power and authority and has taken all corporate action necessary subject to the receipt of the

Shareholder Approvals described in this Agreement in order to execute deliver and perform its obligations

under this Agreement and to consummate the Private Placement including the Transaction

Section 2.03 Corporate Authority

This Agreement has been duly executed and delivered by the Company and assuming the due

authorization execution and delivery of this Agreement by each Investor this Agreement is valid and

legally binding agreement of the Company enforceable against the Company in accordance with its terms

subject to bankruptcy insolvency reorganization moratorium fraudulent transfer and similar laws of

general applicability relating to or affecting creditors rights or to general equity principles

The Board including the independent members of the Board at meeting or meetings duly

called and held has unanimously determined that this Agreement and the Private Placement including

the Transaction are in the best interests of the Company and its shareholders ii resolved to recommend

the approval of the amendment and restatement of the Companys Articles of Incorporation by the

shareholders of the Company as described in Section 5.04 of this Agreement the Company Board

Recommendation and iii irrevocably taken all necessary steps to render the provisions of Sections

35-2-201 through 35-2-226 of the South Carolina Code the SCC regarding business combinations with

interested shareholders and Sections 35-2-101 through 35-2-111 of the SCC regarding control share

acquisitions as well as similar provisions set forth in the Companys articles of incorporation or other

organizational documents inapplicable to the execution and delivery of this Agreement and the

consummation of the Private Placement including the Transaction Giving effect to the Board actions

described in this Section 2.03b no moratorium control share acquisition business combination

fair price or other form of anti-takeover laws or regulations of the State of South Carolina such laws or

regulations Takeover Laws are applicable to the execution delivery or performance of this Agreement

or the consummation of the Private Placement including the Transaction The Company has no

shareholder rights plan poison pill or similararrangement relating to accumulations of beneficial ownership

of Common Stock or change in control of the Company for any purpose regardless of form

No shareholder approval of the Private Placement is required under the SCC or the rules or

regulations of any stock exchange or other market that any of the Companys securities are listed quoted or

traded on

Section 2.04 Regulatory Approvals Shareholder Approvals No Violations

No consents approvals permits orders authorizations of exemptions reviews or waivers by or

notices reports filings declarations or registrations with any federal state or local court governmental

legislative judicial administrative authority Regulatory Authority as defined in Section 2.07b of this

Agreement taxing authority agency commission body or other governmental entity or self-regulatory

organization each Governmental Authority or with any third party are required to be made or obtained

by the Company the Bank or any Subsidiary of either of them in connection with the execution delivery

and performance by the Company of this Agreement or the consummation of the sale of the Purchased

Shares or any other
aspect of the Transaction except for the

necessary approvals of CapGen to purchase

the Purchased Shares and become bank holding company controlling the Company as required by the

Transaction and notices to the Board of Governors of Federal Reserve System or its delegee the Federal

Reserve of the proposed purchases by the other Investors ii those already obtained or made and

iiiany securities or blue sky filings of
any state

The only vote of the holders of outstanding securities of the Company required by the Companys
articles of incorporation or bylaws Applicable Law or otherwise to consummate the sale of the Purchased

Shares and approve the adoption of the Amended and Restated Articles of Incorporation as defined below
is the affirmative vote of the holders of not less than 66 %3% vote of all outstanding shares of Common
Stock voting together as single class in favor of the adoption of the Amended and Restated Articles of
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Incorporation the Requisite Shareholder Vote Otherwise any Proposals if any required in connection

with the Private Placement including the Transaction require vote of the holders of majority of the

outstanding shares of Common Stock voting together as single class

The execution delivery and performance of this Agreement by the Company does not and

assuming the Requisite Shareholder Vote is obtained the consummation by the Company of the Private

Placement including the Transaction will not constitute or result in breach or violation of or default

under the acceleration of any obligations or penalties or the creation of any Lien or exception to title of any

kind on the assets of the Company or any
Subsidiaries with or without notice lapse of time or both

pursuant to agreements binding upon the Company or any Subsidiary or to which the Company or any

Subsidiary or any of their respective properties is subject or bound or any law regulation judgment or

governmental or non-governmental permit or license to which the Company or any Subsidiary or any
of

their respective properties is subject except in the case of this clause for any breach violation default

acceleration debt repayment trigger or creation that individually or in the aggregate is not reasonably

likely to have Material Adverse Effect or ii constitute or result in breach or violation of or default

under the articles of incorporation or the bylaws of the Company or the organizational documents of
any

Subsidiary in each case effective as of the Closing Date

Section 2.05 Company Capital Stock Purchased Shares As of the date hereof the authorized

capital stock of the Company consists solely of 25000000 shares of Common Stock of which 6495130 shares

are issued and outstanding excluding shares of unvested time-based stock options representing 132810 shares

of Common Stock and 2500000 shares of preferred stock par value $0.01 per share of which no shares have

been designated or are issued or outstanding As of the date hereof 204960 shares of Common Stock are

reserved for issuance under the Companys 2008 Restricted Stock Plan and 132810 shares of Common Stock

have been reserved for issuance upon exercise of stock options with weighted-average exercise price of $22.54

which have been granted and remained outstanding as of December 31 2009 and 146154 shares of Common

Stock are issuable upon the conversion of outstanding unsecured convertible promissory notes with an aggregate

principal balance of $380000 the Convertible Notes The outstanding shares of Common Stock have been

duly authorized and are validly issued fully paid and nonassessable and are not subject to preemptive rights and

were not issued in violation of any preemptive rights No options rights or warrants have been granted with

respect to shares of Common Stock since December 31 2009 except for the Convertible Notes

The Purchased Shares have been duly authorized by all necessary corporate action on the part of

the Company subject to the receipt of the Requisite Shareholder Vote and when issued and delivered as

provided in this Agreement will be duly and validly issued fully paid and nonassessable and the issuance

thereof will not be subject to any preemptive rights except in favor of the Investors as provided herein

Except with respect to the options and restricted stock described in Section 2.05a the Convertible Notes

and the issuance of Common Stock pursuant to this Agreement neither the Company nor any Subsidiary has

and is bound by any outstanding subscriptions options warrants calls commitments or agreements of any

character calling for the purchase or issuance of or securities or rights convertible into or exchangeable for

any shares of capital stock of the Company or any securities representing the right to purchase or otherwise

receive
any

shares of capital stock of the Company including any rights plan or agreement There are no

outstanding securities or instruments of the Company or which contain any redemption or similar

provisions and there are no contracts commitments understandings or arrangements by which the

Company is or may become bound to redeem security of the Company There are no securities or

instruments containing anti-dilution or similar provisions that will be triggered by the issuance of the

Purchased Shares

Section 2.06 Company Reports Financial Statements Etc

The Company and each Subsidiary has filed or furnished as applicable on timely basis all

forms filings registrations submissions statements certifications reports and documents required to be

filed or furnished by it with the SEC under the Exchange Act or the Securities Act since December 31

2008 Such forms statements reports and documents filed or furnished since December 31 2009 including

B-4



any amendments thereto are called the Company Reports Each of the Company Reports to the SEC at

the time of its filing or being furnished complied as to form in all material respects with the applicable

requirements of the Securities Act and the Exchange Act applicable to the Company Reports As of their

respective dates or if amended as of the date of such amendment the Company Reports did not contain

any untrue statement of material fact or omit to state material fact required to be stated therein or

necessary to make the statements made therein in light of the circumstances in which they were made not

misleading

The Companys consolidated financial statements including in each case any notes thereto

contained in the Company Reports were prepared in accordance with GAAP applied on consistent

basis throughout the periods indicated except as may be indicated in the notes thereto or in the case of

interim consolidated financial statements where information and footnotes contained in such financial

statements are not required under the rules of the SEC to be in compliance with GAAP and ii complied

as to form as of their respective filing dates in all material
respects with applicable accounting

requirements and with the published rules and regulations of the SEC with respect thereto Such

consolidated financial statements fairly present in all material respects in accordance with GAAP the

consolidated financial position consolidated results of operations consolidated changes in shareholder

equity and consolidated cash flows of the Company and its consolidated Subsidiaries as of the respective

dates thereof and for the respective periods covered thereby subject in the case of unaudited statements to

normal year-end adjustments that were not and that are not expected to be individually or in the aggregate

material to the Company and its consolidated Subsidiaries taken as whole All annual financial statements

of the Company included in the Company Reports have been audited by an independent registered public

accounting firm

The Company maintains disclosure controls and procedures required by Rule l3a-15 or 15d-15

under the Exchange Act Such disclosure controls and procedures are designed to ensure that information

required to be disclosed by the Company in the
reports that it files or submits under the Exchange Act or

otherwise is recorded processed summarized and reported within the time periods specified in the SECs
rules and forms Such disclosure controls and procedures include without limitation controls and

procedures designed to ensure that information required to be disclosed by the Company in the reports that

it files or submits under the Exchange Act is accumulated and communicated to the Companys

management including its principal executive and principal financial officers as appropriate to allow timely

decisions regarding required disclosure The Company maintains internal control over financial reporting

as defined in Rule 13a-15 or l5d-15 as applicable under the Exchange Act Such internal control over

financial reporting is designed to provide reasonable assurance regarding the reliability of financial

reporting and the preparation of financial statements for external purposes in accordance with GAAP and

includes those policies and procedures that pertain to the maintenance of records that in reasonable

detail accurately and fairly reflect the transactions and dispositions of the assets of the Company
ii provide reasonable assurance that transactions are recorded as necessary to permit preparation of

financial statements in accordance with GAAP and that receipts and expenditures of the Company are being

made only in accordance with authorizations of management and directors of the Company and iiiprovide

reasonable assurance regarding prevention or timely detection of unauthorized acquisition use or

disposition of the Companys assets that could have material effect on its financial statements

The Company has disclosed based on the most recent evaluation of its chief executive officer and

its chief financial officer prior to the date hereof to the Companys auditors and the audit committee of the

Board any significant deficiencies and material weaknesses in the design or operation of its internal

control over financial reporting that are reasonably likely to adversely affect the Companys ability to

record process summarize and report financial information and has identified for the Companys auditors

and audit committee of the Board any material weaknesses in internal control over financial reporting and

ii any fraud whether or not material that involves management or other employees who have significant

role in the Companys internal control over financial reporting Since December 31 2008 no material

complaints allegation assertion or claim whether written or oral from any source regarding accounting
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internal accounting controls or auditing matters and no concerns from the Company employees regarding

questionable accounting or auditing matters have been received by the Company No attorney representing

the Company or any Subsidiary whether or not employed by the Company or any Subsidiary has reported

evidence of violation of securities laws breach of fiduciary duty or similar violation by the Company or

any of its officers directors employees or agents to the Companys chief legal officer audit committee or

other committee designated for the purpose of the Board or the Board pursuant to the rules adopted

pursuant to Section 307 of the Sarbanes-Oxley Act of 2002

There is no transaction arrangement or other relationship between the Company or any

Subsidiary and an unconsolidated or other off-balance sheet entity that is required to be disclosed by the

Company in its Exchange Act filings and is not so disclosed

Section 2.07 Compliance with Applicable Laws Regulatory Filings Permits

Neither the Company nor its Subsidiaries is in violation of and has not violated or been charged

with violation of any Applicable Law except for the matters disclosed in Section 2.07a of the

Disclosure Schedule or ii such violations as would not have Material Adverse Effect

Except for Currency and Foreign Transaction Reports that were filed untimely in 2009 and early

2010 as described in Section 2.07e of the Disclosure Schedule and which have since been filed the

Company and the Subsidiaries have timely filed all reports and statements together with any amendments

required to be made with respect thereto the Regulatory Reports that they were required to file since

December 31 2008 with the Federal Reserve the FDIC the South Carolina Board of Financial Institutions

the South Carolina Board each Regulatory Authority or any
other Governmental Authority having

jurisdiction over its business or any of its assets or properties and have timely paid all fees and assessments

due and payable in connection therewith As of their respective dates such reports and statements complied

in all material respects with all the laws rules and regulations of the applicable Regulatory Authority with

which they were filed As of their respective dates or if amended as of the date of such amendment the

Regulatory Reports did not contain any untrue statement of material fact or omit to state material fact

required to be stated therein or necessary to make the statements made therein in light of the circumstances

in which they were made not misleading

The Company and the Subsidiaries hold all material registrations licenses permits and franchises

Permits as are required to conduct their respective businesses as now conducted including without

limitation any insurance or securities activities and all such licenses permits and franchises are valid and

in full force and effect No suspension or cancellation of any such Permits has been initiated or threatened

and all filings applications and registrations with respect thereto are current

The Company and the Subsidiaries are in compliance with Section 409A of the Internal Revenue

Code of 1986 as amended the Code and Applicable Laws and rules and policies of applicable

Regulatory Authorities with respect to any bank-owned life insurance BOLl or similar insurance

regardless of where the insurance is held

Except for Currency and Foreign Transaction Reports that were filed untimely in 2009 and early

2010 and as further described on Section 2.07e of the Disclosure Schedule but which have since been

filed the operations of the Company and Subsidiaries are and have been conducted at all times in

compliance with applicable financial recordkeeping and reporting requirements of the Currency and Foreign

Transactions Reporting Act of 1970 as amended the Bank Secrecy Act the USA Patriot Act the money

laundering statutes of all applicable jurisdictions the rules and regulations thereunder and any related or

similar rules regulations or guidelines issued administered or enforced by any governmental agency

collectively the Money Laundering Laws and no action suit or proceeding by or before any court or

governmental agency authority or body or any arbitrator involving the Company or any Subsidiary with

respect to the Money Laundering Laws is pending or to the knowledge of the Company threatened except

in each case as would not reasonably be expected to have Material Adverse Effect
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Neither the Company nor Subsidiary nor to the knowledge of the Company any director officer

agent employee or affiliate of the Company or any Subsidiary is currently subject to any
U.S sanctions

administered by the Office of Foreign Assets Control of the U.S Treasury Department OFAC and the

Company will not directly or indirectly use the proceeds of the offering or lend contribute or otherwise

make available such proceeds to any subsidiary joint venture partner or other person or entity for the

purpose of financing the activities of any person currently subject to any U.S sanctions administered by

OFAC

Neither the Company nor any of its Subsidiaries nor any directors officers nor to the Companys

knowledge employees agents or other Persons acting at the direction of or on behalf of the Company or

any of its Subsidiaries has in the course of its actions for or on behalf of the Company directly or

indirectly used any corporate funds for unlawful contributions gifts entertainment or other unlawful

expenses relating to foreign or domestic political activity made any direct or indirect unlawful payments

to any foreign or domestic governmental officials or employees or to any foreign or domestic political

parties or campaigns from corporate funds violated any provision of the Foreign Corrupt Practices Act

of 1977 as amended or made any other unlawful bribe rebate payoff influence payment kickback or

other material unlawful payment to any foreign or domestic government official or employee

The Company has no knowledge of any facts and circumstances and has no reason to believe that

any facts or circumstances exist that would cause any of its Subsidiary banking institutions to be

assigned CRA rating by federal or state banking regulators lower than satisfactory or ii to be deemed

to be operating in violation in any material respect of the Money Laundering Laws

Section 2.08 No Undisclosed Liabilities Neither the Company nor the Subsidiaries have any liabilities

of any nature whether accrued absolute matured or unmatured contingent or otherwise and whether existing or

reasonably possible to be incurred except liabilities that have been disclosed in financial statements of related

footnotes contained in the Companys Annual Report on Form 10-K for the year ended December 31 2009 or its

Quarterly Report on Form 10-Q for the quarter ended March 31 2010 or have arisen since March 31 2010 in the

ordinary course of business are properly reflected in the Companys most recent consolidated financial

statements contained in the Company Reports and the Regulatory Reports to the extent required to be so reflected

or reserved against in accordance with GAAP or requirements of the Governmental Authorities or are

disclosed in this Agreement including the related Disclosure Schedules

Section 2.09 Absence of Certain Changes Except as described in Section 2.09 of the Disclosure

Schedule since December 31 2009 the Company and Subsidiaries have conducted their respective

businesses in all material respects in the ordinary course consistent with prior practice and no event or

events have occurred that have had or would be reasonably likely to have individually or in the aggregate

Material Adverse Effect unless such changes are contemplated herein

Section 2.10 Tax Matters

For purposes of this Section 2.10 the following definitions shall apply

The term Group means individually and collectively the Company the Bank
the affiliated group as defined in Section 1504a of the Code of which the Bank is or has been

member at any time and any individual trust corporation partnership limited liability company

or any other entity as to which the Company or the Bank is liable for Taxes incurred by such individual

or entity either as transferee or pursuant to Treasury Regulations Section 1.1502-6 or pursuant to

any other provision of federal territorial state local or foreign law or regulations including without

limitation as part of combined or unitary group

ii The term Taxes means all taxes however denominated including without limitation any

interest penalties or other additions that may become payable in respect thereof imposed by any

Governmental Authority which taxes shall include without limiting the generality of the foregoing all

income or profits taxes including without limitation federal income taxes and state income taxes
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alternative or add-on minimum taxes estimated taxes payroll and employee withholding taxes

back-up withholding and other withholding taxes unemployment insurance social security taxes sales

and use taxes value added taxes ad valorem taxes excise taxes franchise taxes gross receipts taxes

business license taxes occupation taxes real and personal property taxes stamp taxes environmental

taxes transfer taxes workers compensation and Pension Benefit Guaranty Corporation premiums self

dealing or prohibited transactions taxes- customs duties capital stock taxes and other obligations of

the same or of similar nature to any of the foregoing which the Group is required to pay withhold or

collect whether disputed or not

iii The term Returns means all reports estimates declarations of estimated tax claims for

refund information statements and returns required to be- prepared or filed in connection with any

Taxes employee agreement or Plan including any schedule or attachment thereto and including any

amendment thereof

All Returns required to be filed by or on behalf of any members of the Group prior to the Closing

Date have been or will be duly filed on timely basis subject to any applicable extensions Such Returns

are true correct and complete in all material respects provided that the Federal Income Tax Returns on

Form 1120 for the tax years ended December 31 2009 and 2007 will be amended to reflect reduction of

the Companys 2009 net operating loss by approximately $1.9 million which is anticipated to result in

payment of tax and interest of approximately $0.7 million for which the Bank is responsible and will make

payment pursuant to tax sharing agreement between the Company and the Bank All material Taxes owed

by any members of the Group whether or not shown on any Return have been paid in full on timely basis

or have been adequately provided for in the financial statements of the Company in accordance with GAAP
and no other material Taxes are owing or payable by the Group with respect to items or periods covered by

such Returns or with respect to any taxable period ending on or before the date of this representation and

warranty for which Return was due prior to such date No claim has ever been made by any Governmental

Authority for any jurisdiction in which any member of the Group does not file Returns that it is or may be

subject to taxation by that jurisdiction that has not since been resolved No material security interests liens

encumbrances attachments or similar interests exist on or with respect to any of the assets of the Group that

arose in connection with any failure or alleged failure to pay any Taxes except for statutory liens for current

Taxes not yet due Each member of the Group has withheld and paid all Taxes required to have been

withheld and paid in connection with amounts paid or owing to any and all officers directors employees

and agents including without limitation any independent contractor foreign person or other third person

in compliance with all tax withholding provisions of applicable federal state local and foreign law

including without limitation income social security employment tax withholding and withholding under

Sections 1441 through 1446 of the Code The Bank has timely complied with all requirements under

Applicable Laws relating to information reporting and withholding and other similar matters for customer

and other accounts including back-up withholding and furnishing of Forms 1099 and all similar reports

The amount of the Groups liability for unpaid Taxes for all periods ending on or before the last

day of the month before the Closing Date including accruals for any exposure item shall not in the

aggregate exceed the amount of the liability accruals for Taxes as such accruals are reflected on the

Groups most recent consolidated balance sheet contained in the Company Reports All such accruals are or

will be recorded in accordance with GAAP

The Company has made and caused the Bank or any other member of the Group to make

available to the Investor true correct and complete copies of all federal and state income tax Returns for all

periods that are open for federal and state tax purposes and all other Returns including without limitation

income tax audit reports statements of income or gross receipts tax franchise tax sales tax and transfer tax

deficiencies and closing or other agreements relating to income or gross receipts tax franchise tax sales tax

and transfer tax received by the Group or on behalf of the Group as well as draft Returns for the Group for

all Taxes for all periods ending on or before the Closing Date

No deficiencies that are material individually or in the aggregate
have -been asserted with

respect to Taxes of the Group that remain unpaid ii the Group is not party to any action or proceeding
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for assessment or collection of Taxes and no such action or proceeding has been asserted or threatened

against the Group or any of its assets and iii no waiver or extension of any statute of limitations is in

effect with respect to any Taxes or Returns of the Group Except for the Federal Income Tax Returns on

Form 1120 for the tax years 2007 and 2006 which were audited by the Internal Revenue Service the

Returns of the Group for all tax years for which the statute of limitations has not expired have never been

audited by Governmental Authority nor is any such audit in
process pending or to the knowledge of the

Company threatened Neither the Company nor any director or officer or employee responsible for Tax

matters of any other member of the Group is aware of any facts or circumstances that if known by any

Governmental Authority would be reasonably likely to cause the Governmental Authority to assess any

additional Taxes for any period for which Returns have been filed

No member of the Group has been or shall be required to include any adjustment in taxable

income for any Tax period or portion thereof ending after the Closing in accordance with Section 481 of

the Code or any comparable provision under state or foreign Tax laws as result of transactions or events

occurring prior to the Closing except as specified in Section 2.10g below ii filed any disclosure under

Section 6662 of the Code or comparable provisions of state local or foreign Law to prevent the imposition

of penalties with respect to any
Tax reporting position taken on any

Tax Return iii engaged in

reportable transaction as defined in Treasury Regulation Section 1.6011-4b iv ever been member of

consolidated combined unitary or aggregate group
of which the Company or the Bank was not the

ultimate parent company been the distributing corporation or the controlled corporation in each

case within the meaning of Section 355al of the Code with respect to transaction described in

Section 355 of the Code within the two-year period ending as of the date of this Agreement or in

distribution that would otherwise constitute part of plan or series of related transactions within the

meaning of Section 355e of the Code vi incurred any actual or potential liability under Treasury

Regulations Section 1.1502-6 or any comparable or similar provision of federal state local or foreign

Law as transferee or successor as result of
any

contractual obligation or otherwise for any Taxes of

any Person other than the Company or the Bank or vii ever been United States real property holding

corporation within the meaning of Section 897 of the Code

No member of the Group shall be required to include any item of income in or exclude any item

of deduction from taxable income for any period or any portion thereof ending after the Closing Date as

result of any installment sale or other open transaction disposition made on or prior to the Closing Date

ii prepaid amount received on or prior to the Closing Date iii closing agreement described in

Section 7121 of the Code or any corresponding provision of state of foreign Tax Law executed on or prior to

the Closing Date or iv any change in method of accounting for taxable period or portion thereof ending

on or before the Closing Date except for the changes in method filed with respect to loan origination fees

filed for the tax year ending December 31 2007

There has been no ownership change as defined in Section 382 of the Code with respect to any

member of the Group provided that the Closing is expected to result in such an ownership change

Section 2.11 Transactions with Affiliates Except as disclosed in the Company Reports since

December 31 2008

no current officer director or employee of the Company or the Subsidiaries any of their

respective immediate family members as defined in SEC Regulation S-K or any insider or related

interests as defined in Federal Reserve Regulation any other corporation or organization of which any of

the foregoing persons is an officer director or beneficial owner of 10% or more of any class of its equity

securities or any trust or other estate in which any of the foregoing persons has substantial beneficial

interest or as to which such person serves as trustee or in similar capacity nor any current or former

affiliate of the Company or the Subsidiaries has any
material interest in any property real or personal

tangible or intangible used in or pertaining to the business of the Bank or in any transaction or series of

similar transactions to which the Bank is party
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no such person if any is indebted to the Company or the Subsidiaries except for normal business

expense advances and except for loans and extension of credit made in the ordinary course of the Banks

business ii on substantially the same terms including interest rates and collateral as those prevailing at

the time for comparable loans with unrelated persons iii that did not involve more than the normal risk of

collectability or present other unfavorable features and iv which are not disclosed as nonaccrual past due

troubled debt restructuring or potential problem loans in the Companys filings with any Governmental

Authority

neither the Company nor the Subsidiaries are indebted to any
such

person except for amounts due

under normal salary or reimbursement or ordinary business expenses

no such person is party to material agreement as described in Section 2.14 with the Company

or the Subsidiaries other than agreements
related to employment or service as director

no such person has any other relationship or has engaged or engages
in any other transaction or

series of similar transactions that would be required to be disclosed pursuant to Item 404 of Regulation S-K

promulgated by the SEC and

all of the transactions referred to in this Section 2.11 are transactions entered into in the ordinary

course of business on an arms-length business pursuant to normal business terms and conditions

Section 2.12 Loans With respect to each outstanding loan lease or other extension of credit or

commitments to extend credit by the Bank ai the Bank has duly performed in all material respects generally

with respect to the loan portfolio its obligations thereunder to the extent that such obligations to perform have

accrued ii the Bank maintains systems and procedures designed to insure that all documents and agreements

necessary for the Bank to enforce such loans leases or other extension of credit and needed for the practical

realization in all material respects of the contractual obligations of such loans leases or other extensions of credit

are in existence and in the Banks possession iii no claims counterclaims set-off rights or other rights have

been asserted against the Bank nor to the knowledge of the Company do the grounds for any such claim

counterclaim set-off rights or other rights exist with respect to any such loans leases or other extensions of

credit which could impair the collectability thereof except as disclosed in Section 2.12 of the Disclosure

Schedule and iv the Bank maintains systems and procedures intended to insure that each such loan lease and

extension of credit has been in all material respects originated and serviced in accordance with the Banks then-

applicable underwriting guidelines and policies the terms of the relevant credit documents and agreements and

Applicable Law including Federal Reserve Regulations and and applicable limits on loans to one

borrower under Applicable Law

There are no loans leases other extensions of credit or commitments that are material in amount

individually or in the aggregate that to the Companys knowledge should have been in accordance with

applicable regulatory policies and the Companys pOlicies classified by the Bank or its regulatory

examiners auditors or other credit examination personnel as watch other assets or loans especially

mentioned substandard doubtful classified criticized loss or any comparable classification

which have not been so classified

Except as disclosed in the Companys Quarterly Report for the quarter ended March 31 2010 as

of March 31 2010 there are no loans due to the Bank as to which any payment of principal interest or any

other amount is 90 days or more past due

The allowances for possible loan and lease losses shown on the financial statements included in

any Company Report were on the respective filing dates adequate in all respects under the requirements of

GAAP and applicable regulatory accounting practices in each case consistently applied to provide for

probable loan and lease losses as of such filing date and were in accordance with the safety and soundness

standards administered by and the practices procedures requests and requirements of the applicable

Regulatory Authority
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Section 2.13 Other Activities of the Company and the Bank Except as described in Section 2.13 of the

Disclosure Schedule neither the Company nor the Bank nor any officer director or employee of the Company

or the Bank acting in an agency capacity on behalf of the Company or Bank is authorized to engage in or

conduct and does not engage in or conduct any securities sales underwriting brokerage management or

dealing activities whether as principal or agent either directly or under contractual or other arrangements with

third parties The Bank is authorized to and exercises trust and fiduciary powers

Section 2.14 Material Agreements No Defaults There are no material breaches violations defaults or

events that have occurred that with notice lapse of time or the happening or occurrence of any other event would

constitute default or allegations or assertions of any of the foregoing by the Company or the Subsidiaries as

the case may be or to the knowledge of the Company any other party with respect to any contract or agreement

to which the Company or any of its Subsidiaries is party that is material contract within the meaning of

Item 601 10 of Regulation S-K and that is to be performed in whole or in part after the date of this

Agreement and each such contract or agreement has been filed as an exhibit to the Companys SEC filings

pursuant to Item 601 of Regulation S-K

Section 2.15 Company Benefit Plans For purposes of this Agreement Benefit Plan means all

employee welfare benefit plans within the meaning of Section 31 of the Employee Retirement Income Security

Act of 1974 as amended ERISA all employee pension benefit plans within the meaning of Section 32 of

ERISA including but not limited to plans that provide retirement income or result in deferral of income by

employees for periods extending to termination of employment or beyond and plans that provide medical

surgical or hospital care benefits or benefits in the event of sickness accident disability death or

unemployment and all other employee benefit agreements or arrangements including but not limited to all

bonus incentive deferred compensation vacation stock purchase stock option stock award severance

employment change of control golden-parachute consulting dependent care cafeteria employee assistance

scholarship or fringe benefit or similar plans programs agreements or policies in each case sponsored or

maintained by the Company or each person that together with the Company would be treated as single

employer under Section 414 of the Code such person an ERISA Affiliate or to which the Company or an

ERISA Affiliate contributes on behalf of its employees in all cases whether written unwritten or otherwise

funded or unfunded and whether or not ERISA is applicable to such plan program agreement or policy

With respect to each Benefit Plan the Company and each ERISA Affiliate as well as each

Benefit Plan have complied and are now in compliance in all material respects with all provisions of

ERISA the Code and all laws and regulations applicable to such Benefit Plan including the Pension

Protection Act of 2006 except as described in Section 2.15b of the Disclosure Schedule Each Benefit

Plan has been administered in all material respects in accordance with its terms and all laws and regulations

applicable to such Benefit Plan including ERISA and the Code Each Benefit Plan intended to be qualified

under Section 401a of the Code has obtained favorable determination or opinion letter as to its qualified

status under the Code or application for such letter will be timely filed or if the Benefit Plan intended to be

qualified under Section 401a of the Code is maintained pursuant to prototype or volume submitter plan

document the sponsor of the prototype or volume submitter document has obtained from the National

Office of the Internal Revenue Service an opinion or notification letter stating that the form of the prototype

or volume submitter document is acceptable for the establishment of qualified retirement plan under

Section 401a of the Code

Except for liabilities appropriately reserved for in accordance with GAAP or identified in the

financial statements contained in the Company Reports no claim is pending or to the knowledge of the

Company threatened against the Company or any ERISA Affiliate related to the employment and

compensation of employees or any Benefit Plan including any claim related to the purchase of employer

securities or to expenses paid under any defined contribution pension plan and ii no event has occurred

and there exists no condition or set of circumstances which could reasonably be expected to subject the

Company or any Subsidiary to any liability under the terms of or with respect to any Benefit Plan or under

ERISA the Code or any other Applicable Law
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Neither the Company nor any ERISA Affiliate has ever maintained established sponsored

participated in or contributed to any
Benefit Plan that is or was subject to Title IV of ERISA or

Section 412 of the Code except The Palmetto Bank Pension Plan and Trust Agreement which is sponsored

by the Bank and which has been frozen effective January 2008 ii multiemployer plan as defined in

Section 4001a3 of ERISA iiimultiple employer plan within the meaning of Section 4001a3 of

ERISA or subject to Section 413c of the Code or iv welfare benefit fund within the meaning of

Section 419 of the Code The Company and the Bank do participate in the South Carolina Bankers

Employee Benefits Trust as to certain health benefits

None of the execution and delivery of this Agreement nor the consummation of the Private

Placement including the Transaction will result in any payment including severance unemployment

compensation excess parachute payment within the meaning of Section 280G of the Code forgiveness

of indebtedness or otherwise becoming due to any current or former employee officer or director of the

Company or any Subsidiary from the Company or any ERISA Affiliate under any Benefit Plan or otherwise

ii increase
any

benefits otherwise payable under any Benefit Plan iii result in any acceleration Of the

time of payment or vesting of any such benefits iv require the funding or increase in the funding of any

such benefits or result in any limitation on the right of the Company or any ERISA Affiliate to amend

merge terminate or receive reversion of assets from any Benefit Plan or related trust The Company and

to the extent necessary
for enforceability of such Company action each counterparty or beneficiary will not

deem or designate the Private Placement including the Transhction as change in control for any purpose

regardless of form or similar event will waive and terminate
any

and all rights and remedies Onder such

Benefit Plans or otherwise that may result from the Transaction if it were deemed such change in control

or similar event

The Company has provided true and complete copies of acknowledgments executed by each of

Samuel Erwin Lee Dixon and George Andy Douglas Jr and ii each other holder of restricted

stock issued by the Company in each case to the effect that the Transaction does not constitute change

in control of the Company for any purpose regardless of form including reorganization in which the

Company does not survive or the Bank under any agreement to which he or she is party or Benefit Plan to

which he or she is participant and to the extent the Transaction is deemed to be change in control

such person has effectively waived any such claims and entitlements arising as result of such change in

control

The Compensation Committee of the Companys board of directors has unanimously adopted

resolution confirming that for purposes of any outstanding options to purchase Common Stock issued by

the Company and any Benefit Plan the Private Placement including the Transaction shall not constitute

change in control for any purpose regardless of form and will not result in the acceleration of any vesting or

any payment

Neither the Company nor any ERISA Affiliate has taken or permitted to be taken any action that

required and no circumstances exist that will require the funding or increase in the funding of any
benefits

or resulted or will result in any limitation on the right of the Company or any ERISA Affiliate to amend

merge terminate or receive reversion of assets from any Benefit Plan or related trust

Other than Benefit Plans with respect to options to purchase Common Stock and restricted stock

issued by the Company no Benefit Plans nor any securities issued by the Company and held by or

purchased on behalf of any Benefit Plan require registration under the Securities Act

Section 2.16 Environmental Matters For purposes of this Section 2.16 Environmental Law
means any applicable federal state local or foreign statute law regulation order decree permit or

authorization relating to the protection of human health or the environment and natural resources the

handling use presence disposal release or threatened release of any Hazardous Substance or noise odor

indoor air employee exposure wetlands pollution contamination or any injury or threat of injury to persons or

property relating to any Hazardous Substance and ii Hazardous Substance means any
substance that is

listed classified or regulated as such pursuant to the Comprehensive Environmental Response
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Compensation and Liability Act 40 U.S.C 960 et seq any petroleum product or by-product asbestos-

containing material lead-containing paint or plumbing polychlorinated biphenyls radioactive material or radon

and any other substance in concentrations that are subject to reporting investigation removal or remediation

pursuant to any regulation of any Government Authority for the protection of human health or the environment

and natural resources

Except as individually or in the aggregate has not had or would not be reasonably expected to

have Material Adverse Effect and except as disclosed on Schedule 2.16b of the Disclosure Schedule the

Company and the Subsidiaries are in compliance with all applicable Environmental Laws and to the

knowledge of the Company no real property currently owned or operated by the Company or any of its

subsidiaries has been and remains contaminated with any Hazardous Substance ii no real property

formerly owned or operated by the Company or any of its subsidiaries has been and remains contaminated

with any Hazardous Substance iiineither the Company nor any of its subsidiaries has been deemeclby any

Government Authority to be the owner or operator under any Environmental Law of any property which is

or has been contaminated with any Hazardous Substance and iv no Hazardous Substance has been

transported from any of the properties owned or operated by the Company or one of the Subsidiaries or is

continuing to he transported other than as permitted under applicable Environmental Law Since January

2006 neither the Company nor any of the Subsidiaries has received any written notice from any

Governmental Authority or any third party indicating that the Company or any of the Subsidiaries is in

violation of any Environmental Law other than with respect to any matter that has been resolved and such

violation if any would not individually or in the aggregate be reasonably expected to have Material

Adverse Effect The Company and the Subsidiaries are not subject to any court order administrative order

or decree or any indemnity or other agreement arising under or related to any Environmental Law except as

disclosed in Section 216b of the Disclosure Schedule

Section 2.17 Labor Matters No employees of the Company or any of the Subsidiaries are represented by

any labor union nor are any collective bargaining agreements otherwise in effect with respect to such employees

No labor organization or group of employees of the Company or any of the Subsidiaries has made pending

demand for recognition or certification and there are no representation or certification proceedings or petitions

seeking representation proceeding presently pending or to the knowledge of the Company threatened to be

brought or filed with the National Labor Relations Board or any other labor relations tribunal or authority There are

no organizing activities strikes work stoppages slowdowns lockouts material arbitrations or material grievances

or other material labor disputes pending or threatened against or involving the Company or any of the Subsidiaries

The Company is in material compliance with all U.S federal state local and foreign laws and regulations relating

to employment and employment practices terms and conditions of employment and wages and hours

Section 2.18 Insurance The Company and each of the Subsidiaries are presently insured and since

December 31 2008 have been insured for reasonable amounts with financially sound and reputable insurance

companies against such risks as companies engaged in similar business would in accordance with good

business practice customarily be insured As of the date hereof all such insurance policies are in full force and

effect and no written notice of cancellation has been received There is no existing material default by any

insured thereunder The Company maintains directors and officers liability insurance DO Insurance in the

amounts specified in Section 2.18 of the Disclosure Schedule and has provided the Investors with copy of its

policy of DO Insurance as part of Section 2.18 of its Disclosure Schedule

Section 2.19 No Integration Neither the Company nor the Subsidiaries nor any of their respective

affiliates nor any person acting on their behalf has issued any securities of the Company that would be

integrated with the sale of the Purchased Shares for purposes of the Securities Act nor will the Company or the

Subsidiaries or affiliates take any action or steps and neither have they taken any action or steps that would

require registration of any of the Purchased Shares under the Securities Act or cause the offering of the

Purchased Shares to be integrated with other offerings Assuming the accuracy of the representations and

warranties of the Investors the offer and sale of the Purchased Shares by the Company to the Investor pursuant to

this Agreement will be exempt from the registration requirements of the Securities Act
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Section 2.20 No Change in Control The issuance of the Purchased Shares to the Investors as

contemplated by this Agreement will not trigger any payment termination or rights under any change in

control provision in any agreements to which the Company the Bank or any of the Subsidiaries is party or is

bound

Section 2.21 Properties

Except in any such case as is not individually or in the aggregate reasonably likely to have

Material Adverse Effect with respect to the real personal and mixed property owned by the Company or

the Subsidiaries the Company or one of the Subsidiaries has valid title to such real property free and clear

of any liens and there are no outstanding options to purchase real property

The Company has made available to the Investors copies of all material leases subleases and

ofher
agreements under which the Company or any of the Subsidiaries uses or occupies or has the right to

use or occupy now or in the future any real personal or mixed property the Leases including all

modifications amendments supplements waivers and side letters thereto Except as has not had and would

not reasonably be expected to have individually or in the aggregate Material Adverse Effect each

Lease is valid binding and in full force and effect and ii to the knowledge of the Company no

termination event or condition or uncured default of material nature on the part of the Company or if

applicable any of the Subsidiaries exists under any Lease The Company and each of the Subsidiaries has

good and valid leasehold interest in each parcel of real property leased by it free and clear of all Liens

except for Liens which do not interfere with the use or materially affect the value of the property subject to

the Lease Neither the Company nor any of the Subsidiaries has received written notice of any pending and

to the knowledge of the Company there is no threatened condemnation or similarproceeding with respect to

any property leased pursuant to any
of the real property leases

The Company and the Subsidiaries have good and valid title to their material owned assets and

properties or in the case of assets and properties they lease license or have other rights in good and valid

rights by lease license or other agreement to use all material assets and properties in each case tangible

and intangible necessary to permit the Company and the Subsidiaries to conduct their respective businesses

as currently conducted except in all cases as would not be reasonably expected to have individually or in

the aggregate Material Adverse Effect

Section 2.22 Computer and Technology Security The Company and the Subsidiaries have in place

reasonable safeguards of the information technology systems utilized in the operation of the business of the

Company and the Subsidiaries consistent with the guidance of its Regulatory Authorities including the

implementation of procedures intended to ensure that such information technology systems are free from any

disabling codes or instructions timer copy protection device clock counter or other limiting design or routing

and any back door time bomb Trojan horse worm drop dead device virus or other software

routines or hardware components that in each case limit unauthorized access or the unauthorized disablement or

unauthorized erasure of data or other software by third party and to the Companys knowledge there have been

no successful unauthorized intrusions or breaches of the security of the information technology systems

Section 2.23 Data Privacy The Company and the Subsidiaries respective businesses have complied

with and as presently conducted are in complianºe with all Applicable Laws applicable to data privacy data

security or personal information as well as industry standards applicable to the Company and the Subsidiaries

The Company and the Subsidiaries have complied with and are presently in compliance with its and their

respective policies applicable to data privacy data security or personal information Neither the Company nor

any of the Subsidiaries has experienced any
incident in which personal information or other sensitive data was or

may have been stolen or improperly accessed and neither the Company nor any of the Subsidiaries is aware of

any
facts suggesting the likelihood of the foregoing including without limitation any breach of security or

receipt of
any

notices or complaints from any person regarding personal information or other data
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Section 2.24 No Restrictive Covenants Except as disclosed in Section 2.24 of the Disclosure Schedule

there are no contracts or agreements to which the Company or any Subsidiary is
party or by which the

Company or any Subsidiary or any of their respective properties assets directors or officers are subject or bound

which limits or purports to limit the freedom of the Company or any Subsidiary or any of their respective

directors or officers affiliates to compete in any material line of business or any geographic area to which the

Company or any Subsidiary is party or subject

Section 2.25 Litigation Other than matters in the ordinary course of its banking business and which have

not had and which are not reasonably likely to have individually or in the aggregate Material Adverse Effect

no civil criminal or administrative litigation claim action suit hearing arbitration investigation inquiry or

other proceeding before any Governmental Authority or arbitrator is pending or to the actual knowledge of any

of the executive officers of the Company threatened against the Company or any Subsidiary except for the

matters set forth on Section 2.25b of the Disclosure Schedule collectively the Regulatory Matters none of

the Company nor any Subsidiaries are party to and none of the Company nor the Subsidiaries nor any of their

respective assets or businesses are subject to or the subject of any written agreement stipulation conditional

approval memorandum of understanding notice of determination judgment supervisory agreement order

written directive consent decree or other agreement with
any Governmental Authority and except as set forth

on Section 2.25b of the Disclosure Schedule there are no facts or circumstances that could result in any claims

against or obligations or liabilities of the Company or any Subsidiary except with respect to and for

those that are not individually or in the
aggregate reasonably likely to have Material Adverse Effect

Section 2.26 No Brokers Except for the fees payable to Howe Barnes Hoefer Arnett Inc the

Placement Agent as disclosed in Section 2.26 of the Disclosure Schedule neither the Company nor any

Subsidiary nor any of their respective officers directors employees agents or representatives has employed any
broker or finder or incurred any liability for any brokerage fees commissions or finders or similar fees in

connection with the Private Placement including the Transaction

Section 2.27 Voting of Shares by Directors and Executive Officers The Companys directors and

executive officers have agreed to vote all shares of Company Common Stock which they beneficially own in

favor of approving the amendment and restatement of the Companys Articles of Incorporation the Insider

Shareholder Votes and all other matters if any with respect to the Private Placement including the

Transaction which may require approval by the Companys shareholders The Company agrees that it shall use

its reasonable best efforts to enforce such agreements consistent with Applicable Law

Section 2.28 Risk Management Instruments Except as has not had or would not reasonably be expected

to have Material Adverse Effect all material derivative instruments including swaps caps floors and option

agreements whether entered into for the Companys own account or for the account of one or more of the

Company Subsidiaries were entered into only in the ordinary course of business in accordance with

prudent practices and in all material respects with all applicable laws rules regulations and regulatory policies

and with counterparties believed to be financially responsible at the time and each of them constitutes the

valid and legally binding obligation of the Company or one of its Subsidiaries enforceable in accordance with its

terms Neither the Company nor any of its Subsidiaries nor to the knowledge of the Company any other party

thereto is in breach of
any

of its material obligations under any such agreement or arrangement

Section 2.29 Adequate Capitalization As of March 31 2010 the Bank met or exceeded the standards

necessary to be considered adequately capitalized under FDIC Regulation 325.103

Section 2.30 Investment Company Neither the Company nor any of its Subsidiaries is required to be

registered as and is not an affiliate of and immediately following the Closing will not be required to register as

an investment company within the meaning of the Investment Company Act of 1940 as amended
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Section 2.3 Price of Common Stock The Company has not taken and will not take directly or

indirectly any action designed to cause or result in or that has constituted or that might reasonably be expected

to constitute the stabilization or manipulation of the price of the Common Stock to facilitate the sale or resale of

the Purchased Shares

Section 2.32 Shell Company Status The Company is not and has never been an issuer identified in

Rule 144il

Section 2.33 Reservation of Purchased Shares Following Shareholder Approvals of the Amended and

Restated Articles of Incorporation and the filing of the Amended and Restated Articles of Incorporation with the

South Carolina Secretary of State the Company will reserve and will continue to reserve free of any preemptive

or similar rights of shareholders of the Company number of unissued shares of Common Stock sufficient to

issue and deliver the Purchased Shares at Closing

Section 2.34 Substantially Similar Agreement The Company has no other agreements with any other

Investor to purchase shares of Common Stock on terms that are not substantially similar to the terms of this

Agreement The Company has no other agreements with CapGen to purchase shares of Common Stock on terms

that are different than as set forth in this Agreement

Section 2.35 Disclosure The Company confirms that neither it nor any of its officers or directors nor any

other
person acting on its or their behalf has provided and it has not authorized any agent or representative to

provide any Investor identified on Section 2.35 of the Disclosure Schedule or its respective agents or counsel

with any
information that it believes constitutes or could reasonably be expected to constitute material

non-public information except insofar as the existence provisions and terms of the proposed transactions

hereunder including the Private Placement may constitute such information all of which will be disclosed by

the Company as contemplated by Section 6.15 The Company understands and confirms that such Investor will

rely on the foregoing representations in effecting transactions in securities of the Company No event or

circumstance has occurred or information exists with respect to the Company or any of its Subsidiaries or its or

their business properties operations or financial conditions which under applicable law rule or regulation

requires public disclosure or announcement by the Company but which has not been so publicly announced or

disclosed except for the announcement of the Private Placement pursuant to Section 6.15

Section 2.36 Indebtedness Other than as incurred under the Companys existing commercial paper

program and its Convertible Notes which will be converted into Common Stock in connection with the Private

Placement the Company has no indebtedness outstanding other than indebtedness incurred in the ordinary course

of business and the Company can satisfy its obligations under all of its outstanding indebtedness as it becomes

due

Section 2.37 Private Trading System The Palmetto Bancshares Inc Private Trading System does not

require registration as broker-dealer by the Company or any subsidiary or affiliate is not required to be

registered as an alternative market trading system and is operated in accordance with all Applicable Laws

Section 2.38 Securities Law Compliance The Company has taken and will take all steps necessary to

comply with all applicable federal and state securities laws in connection with the Private Placement and to

qualify for an exemption under Regulation of the Securities Act

Section 2.39 Fairness Opinion The Company and its Board have received an opinion as to the fairness

of the Transaction from financial point of view and the Company has delivered copy of such opinion to the

Investors
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ARTICLE III

REPRESENTATIONS AND WARRANTIES OF THE INVESTORS

Each Investor for itself and for no other Investor represents and warrants to the Company severally and

not jointly as follows and understands and agrees that the Company is relying on these representations and

warranties

Section 3.01 Organization The Investor is duly organized and validly existing under the laws of the

jurisdiction of its organization

Section 3.02 Bank Holding Company Status

Prior to Closing CapGen will have obtained all necessary approvals to own the Purchased Shares

and to thereby be bank holding company controlling the Company and the Bank under the BHCA

No Investor has or is acting in concert with any other Person Except for CapGen assuming the

accuracy of the representations and warranties of the Company and except as provided in Section 6.7g no

Investor either acting alone or together with any other Person will directly or indirectly own control or

have the power to vote after giving effect to its purchase of Purchased Shares in excess of 9.9% of the

outstanding shares of the Companys voting stock of any class or series Without limiting the foregoing

except for CapGen each Investor represents and warrants that it does not and will not as result of its

purchase or holding of the Purchased Shares or any other securities of the Company have control of the

Company or the Bank and has no present intention of acquiring control of the Company or the Bank for

purposes of the BHCA or the Change in Bank Control Act

Section 3.03 Authorization

The execution delivery and performance of this Agreement by the Investor and the

consummation of the transactions contemplated hereby have been duly authorized This Agreement has

been duly and validly executed and delivered by the Investor and assuming due authorization execution and

delivery by the Company is valid and binding obligation of the Investor enforceable against the Investor

in accordance with its terms except as enforcement may be limited by applicable bankruptcy insolvency

reorganization moratorium fraudulent transfer and similar laws of general applicability relating to or

affecting creditors rights or by general equity principles

Neither the execution delivery and performance by the Investor of this Agreement nor the

consummation of the Transaction nor compliance by the Investor with any
of the provisions hereof will

violate conflict with or result in breach of any provision of or constitute default or an event which

with notice or lapse of time or both would constitute default under or result in the termination of or

accelerate the performance required by or result in right of termination or acceleration of or result in the

creation of any lien upon any of the properties or assets of the Investor under any of the terms conditions or

provisions of its certificate of limited partnership or partnership agreement or other organizational or

governing documents or ii any note bond mortgage indenture deed of trust license lease agreement or

other instrument or obligation to which the Investor is party or by which it may be bound or to which the

Investor or any
of the properties or assets of the Investor may be subject or subject to compliance with

the statutes and regulations referred to in the next paragraph and assuming the
accuracy

of the

representations and warranties of the Company and the performance of the covenants and
agreements

of the

Company contained herein violate any Applicable Law except in the case of clauses Aii and for

such violations conflicts and breaches as would not reasonably be expected to materially and adversely

affect the Investors ability to perform its respective obligations under this Agreement or consummate the

Transaction

Assuming the accuracy of the other representations and warranties of the Company and the

performance of the covenants and agreements of the Company contained herein except as disclosed on

Section 3.03c of the Investors Disclosure Schedule no notice to registration declaration or filing with
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exemption or review by or authorization order consent or approval of any Governmental Authority nor

expiration or termination of any statutory waiting period is necessary for the Investor to purchase the

Purchased Shares to be acquired at the Closing pursuant to this Agreement

Section 3.04 Purchase for Investment Accredited Investor etc

The Investor acknowledges that the issuance of the Purchased Shares has not been registered

under the Securities Act or under any state securities laws The Investor is acquiring the Purchased

Shares pursuant to an exemption from registration under the Securities Act solely for investment with no

present intention to distribute
any of the Purchased Shares to any person ii will not sell or otherwise

dispose of any of the Purchased Shares except in compliance with the registration requirements or

exemption provisions of the Securities Act and any other applicable securities laws iii is an accredited

investor as defined in SEC Rule 501 and/or qualified institutional buyer under SEC Rule 144A and

iv has such knowledge and experience in financial and business matters and in investments of this type

including knowledge of the Company that it is capable of evaluating the merits and risks of the Company

and of its investment in the Purchased Shares and of making an informed investment decision The Investor

is not registered broker-dealer under Section 15 of the Exchange Act or an unregistered broker-dealer

engaged in the business of being broker-dealer

The Investor has either alone or through its representatives

consulted with its own legal regulatory tax business investment financial and accounting

advisers in connection herewith to the extent it has deemed necessary

ii had reasonable opportunity to ask such questions as it has deemed necessary of and to

receive answers from the officers and representatives of the Company and the Bank concerning the

Companys and the Banks financial condition and results of operations the business plan for the

Company and the Bank all employment agreements and benefit plans and other contractual

arrangements among the Company the Bank and their respective management teams the terms and

conditions of the Private Placement the Transaction and any additional relevant information that the

Company possesses and any such questions have been answered to its satisfaction

iii had the opportunity to review and evaluate the following among other things in connection

with its investment decision with respect to the Purchased Shares all publicly available records

and filings concerning the Company and the Bank as well as all other documents records filings

reports agreements and other materials provided by the Company regarding its and the Banks

business operations and financial condition sufficient to enable it to evaluate its investment

certain investor presentation materials as supplemented from time to time collectively the

Offering Materials that summarizes this offering of Purchased Shares and the Transaction and

this Agreement the Registration Rights Agreement and all other exhibits schedules and

appendices attached hereto and thereto collectively the Private Placement Documents and

iv made its own investment decisions based upon its own judgment due diligence and advice

from such advisers as it has deemed necessary and not upon any view expressed by any other Person

including any other Investor or the Placement Agent Neither such inquiries nor any other due diligence

investigations conducted by the Investor or its advisors or representatives if any shall modify amend

or affect the Investors right to rely on the Companys representations and warranties contained herein

Each Investor understands that its investment in the Purchased Shares involves high degree of risk

and it is able to afford complete loss of such investment ii no representation is being made as to the

business or prospects of the Company or the Bank after completion of the Transaction or the future

value of the Purchased Shares and iii no representation is being made as to any projections or

estimates delivered to or made available to the Investors or any
of its affiliates or representatives of

the Companys or the Banks future assets liabilities stockholders equity regulatory capital ratios

net interest income net income or any component of any of the foregoing or any ratios derived

therefrom Each Investor either alone or together with its representatives if any has the knowledge
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sophistication and experience in financial and business matters as to fully understand and be capable of

evaluating the merits and risks of an investment in the Purchased Shares

The Investor acknowledges that the information in the Offering Materials is as of the date thereof

and may not contain all of the terms and conditions of the offering and sale of the Purchased Shares and the

Transaction and understands and acknowledges that it is the Investors responsibility to conduct its own

independent investigation and evaluation of the Company and the Subsidiaries the Bank and the

Transaction including the business prospects and future operations of the Company after completion of

the Transaction if applicable and ii the management team that will operate and manage the Company

following the completion of the Transaction The Investor is not relying upon and has not relied upon any

advice statement representation or warranty made by any person including without limitation the

Placement Agent and in the case of Investors other than CapGen CapGen except for the express

statements representations and warranties of the Company made or contained in this Agreement and the

other Private Placement Documents Furthermore the Investor acknowledges that the Investor has

made and has relied upon its own independent examination in purchasing the Purchased Shares including

of the Company and the Subsidiaries the Bank the Transaction and the management team of the Company

that will continue to operate and manage the Company after the completion of the Transaction nothing

in this Agreement or any other materials presented by or on behalf of the Company to the Investor in

connection with the purchase of the Purchased Shares constitutes legal tax or investment advice and the

Investor has consulted such legal tax and investment advisors as it in its sole discretion has deemed

necessary or appropriate in connection with its purchase of the Purchased Shares the Investor received

or had access to all of the information the Investor deemed necessary in order to make its investment

decision in the Purchased Shares and the Placement Agent is third party beneficiary to this

Section 3.04c

The Investor has read and understands the risk factors outlining certain but not all risks related to

the Company the Bank and an investment in the Company set forth in the Companys Form 10-K for the

year ended December 31 2009

The Investor understands that the Purchased Shares are being offered and sold to it in reliance on

specific exemptions from the registration requirements of U.S federal and state securities laws and

regulations and that the Company is relying upon among other things the truth and accuracy of and the

Investors compliance with the representations warranties agreements acknowledgments and

understandings of the Investor set forth herein in order to determine the availability of such exemptions and

the eligibility of the Investor to acquire the Purchased Shares

The Investor is not purchasing the Purchased Shares as result of any advertisement article

notice or other communication regarding the Purchased Shares published in any newspaper magazine or

similar media or broadcast over television or radio or presented at any seminar or any other general

advertisement

The Investor understands that its investment in the Purchased Shares involves high degree of

risk ii no representation is being made as to the business or prospects of the Company or the Bank after

completion of the Transaction or the future value of the Purchased Shares and iii no representation is

being made as to any projections or estimates delivered to or made available to the Investor or any of its

affiliates or representatives of the Companys or the Banks future assets liabilities stockholders equity

regulatory capital ratios net interest income net income or any component of any of the foregoing or any

ratios derived therefrom The Investor either alone or together with its representatives if any has the

knowledge sophistication and experience in financial and business matters as to fully understand and be

capable of evaluating the merits and risks of an investment in the Purchased Shares and has the ability to

bear the economic risks of an investment in the Purchased Shares and at the present time is able to afford

complete loss of such investment

The Investor understands and agrees that the Purchased Shares are not deposits and are not

insured by the FDIC or any other Governmental Authority
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Section 3.05 Regulatory Approvals The Investor has not been advised by any applicable Regulatory

Authority and has no reasonable basis to believe that any regulatory approvals required to consummate the

Transaction will not be obtained

Section 3.06 Sufficient Funds The Investor at the Closing will have all funds necessary to pay and

deliver the Purchase Price

Section 3.07 Brokers and Finders Neither the Investor nor its affiliates any
of their respective officers

directors employees or agents has employed any broker or finder or incurred any liability for any financial

advisory fees brokerage fees commissions or finders fees and no broker or finder has acted directly or

indirectly for the Investor in connection with this Agreement or the transactions contemplated hereby in each

case whose fees the Company would be required to pay

Section 3.08 Residency The Investor has if an entity its principal place of business or if an individual

its primary residence in the jurisdiction indicated below the Investors name on the signature pages hereto

except as indicated on such signature page

ARTICLE IV

CONDITIONS TO THE OBLIGATIONS

OF THE INVESTORS

The obligations of each Investor to purchase and pay for the Purchased Shares and to perform its obligations

under this Agreement are subject to the satisfaction or waiver other than waiver of any condition set forth in

Section 4.06 by the Investor on or before the Closing Date of the following conditions

Section 4.01 Representations and Warranties to be True and Correct The representations and warranties

contained in Article are true and correct in all material respects as of the date of this Agreement and are true

and correct at and as of the Closing Date with the same effect as though such representations and warranties had

been made on and as of the Closing Date except to the extent such representations and warranties are limited

expressly to an earlier date in which case the accuracy of such representations and warranties shall be

determined on and as of such date and the chief executive officer of the Company shall have certified such

compliance to the Investor in writing on behalf of the Company prior to Closing

Section 4.02 Performance The Company has performed and complied in all material respects with each

of its obligations contained herein required to be performed or complied with by it prior to or at the Closing Date

and duly authorized officer of the Company has certified such compliance to the Investor in writing on behalf

of the Company

Section 4.03 No Material Adverse Change Since March 31 2010 there has not been any Material

Adverse Effect

Section 4.04 Corporate Approvals Shareholder Approvals All corporate approvals to be taken by the

Company in connection with the Private Placement including the Transaction shall have been obtained and

remain in full force and effect The Companys shareholders shall have approved the Companys Amended and

Restated Articles of Incorporation in the form approved by CapGen pursuant to Section 6.04d and such

Amended and Restated Articles of Incorporation shall have been filed with the South Carolina Secretary of State

and be in full force and effect The Companys shareholders shall have approved any other matters if any with

respect to the Private Placement including the Transaction which require approval by the Companys

shareholders pursuant to the Companys articles of incorporation bylaws Applicable Law or otherwise

Section 4.05 Regulatory Approvals Etc

CapGen has received all regulatory approvals necessary to complete the Transaction including

approval of the Investor Regulatory Application
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All other consents approvals authorizations clearances exemptions waivers or similar acts from

the applicable Regulatory Authorities have been received by the Investors

The Company shall have provided to the Investors copy of letter which letter may be addressed

to the Company from the Companys independent public accounting firm to the effect that the Investors

investment in the Company would not be deemed or construed to be an ownership of more than 49.9% for

GAAP or regulatory accounting or capital purposes of the applicable Regulatory Authorities and will not

require consolidation of any Investor or its controlling persons with the Company and the Bank ii the

marking to market of the Companys assets or liabilities to fair market basis as of or as result of the Private

Placement including the Transaction

On pro-forma basis after giving effect to the Transaction immediately following the Closing the

Company will have total risk-based capital ratio of 10.0% or greater Tier risk-based capital ratio of 6.0% or

greater and leverage ratio of 5.0% or greater as described in Part 325 in the FDIC Rules and Regulations and

Tier Capital at least equal to eight percent 8% of total assets as contemplated by the Regulatory Matters

All notice and waiting periods required by law to pass have passed without adverse action

No orders or actions of
any Governmental Authority enjoining restraining prohibiting or

invalidating the Transaction have been issued and remain in effect or are unstayed

Except as described in Section 2.07a or 2.25b of the Disclosure Schedule no Regulatory

Authority has asserted violation or noncompliance in any material respect of any Regulatory Matter or any

other formal or informal enforcement action taken by any Regulatory Authority ii revoked or restricted any

material permits held by the Company or any of the Subsidiaries or iii issued or required the Company or

any of the Subsidiaries to consent to the issuance or adoption of cease and desist order formal agreement

directive commitment or memorandum of understanding or any board resolution or similar undertaking

except for the Regulatory Matters that in the reasonable estimation of the Investor materially restricts or

materially affects the conduct of the business of the Company or such Subsidiary

Section 4.06 Registration Rights Agreement The Registration Rights Agreement has been executed and

delivered simultaneously with this Agreement in substantially the form attached as Schedule II and will be

effective and in full force and effect upon and subject to the Closing

Section 4.07 Sales of Shares At the Closing the Company shall concurrently sell to all Investors including

CapGen Common Stock in the Private Placement in the aggregate amount of not less than $100 million in each

case at purchase price per share of $2.60 in accordance with the terms of this Agreement

Section 4.08 Legal Opinion The Investors shall have received an opinion of counsel dated as of the Closing

Date and addressed to the Investors in such form and substance as are customary for transactions of this type

Section 4.09 Third-Party Consents The Company shall have obtained any and all third-party consents

necessary to consummate the Private Placement including the Transaction including all regulatory and necessary

contractual consents if any Such
necessary consents are disclosed on Schedule 4.09 of the Disclosure Schedule

ARTICLE

CONDITIONS TO THE OBLIGATIONS

OF THE COMPANY

The obligations of the Company to issue and sell the Purchased Shares to the Investors and to perform its

obligations under this Agreement are subject to the satisfaction or waiver by the Company on or before the Closing

Date of the following conditions

Section 5.01 Representations and Warranties to be True and Correct Covenants The representations and

warranties contained in Article are true and correct on and as of the Closing Date with the same effect as though

such representations and warranties had been made on and as of the Closing Date Each Investor shall have

performed or complied in all material respects with all covenants of each Investor in this Agreement
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Section 5.02 Performance Each Investor has performed and complied in all material respects with all

agreements contained herein required to be performed or complied with by it prior to or at the Closing Date

Section 5.03 Regulatory Approvals Each Investor including CapGen has received all regulatory

approvals necessary to complete the Transaction including approval of the Investor Regulatory Application

all notice and waiting periods required by law to pass have passed without adverse action and no orders

or actions of any Governmental Authority enjoining restraining prohibiting or invalidating the Transaction have

been issued and remain in effect or are unstayed

Section 5.04 Shareholder Approvals The Companys shareholders shall have approved the Companys

Amended and Restated Articles of Incorporation in the form approved by CapGen pursuant to Section 6.04d of

this Agreement and such Amended and Restated Articles of Incorporation shall have been filed with the South

Carolina Secretary of State and be in full force and effect The Companys shareholders shall have approved any

other matters if any with respect to the Private Placement including the Transaction which require approval by

the Companys shareholders pursuant to the Companys articles of incorporation bylaws Applicable Law or

otherwise

ARTICLE VI

COVENANTS

Section 6.01 Reasonable Best Efforts Each party and its officers and directors shall use their reasonable

best efforts to take or cause to be taken all actions necessary or desirable to consummate and make effective the

Transaction as promptly as practicable If requested by an Investor to the extent consistent with Applicable

Laws the Company shall provide the Investors and its counsel with copies of all applications filings notices to

and correspondence with all Governmental Authorities in connection with the Transaction all of which to the

extent it has not been made publicly available shall be held confidential by the Investors

Section 6.02 Filings and Other Actions

Each Investor other than CapGen with respect to itself only on the one hand and the Company on

the other hand will cooperate and consult with the other and use reasonable best efforts to provide all

necessary
and customary information and data to prepare and file all

necessary
and customary documentation

to provide evidence of non-control of the Company and the Bank including as requested by any

Governmental Authority executing and delivering to the applicable Governmental Authorities passivity and

disassociation commitments and conmiitments not to act in concert with respect to the Company or the Bank

the Commitments in the forms customary for transactions similar to the Private Placement including the

Transaction contemplated hereby and to effect all necessary and customary applications notices petitions

filings and other documents and to obtain all necessary and customary permits consents orders approvals

and authorizations of or any exemption by all third parties and Governmental Authorities and the expiration

or termination of any applicable waiting period in each case necessary or advisable to consummate the

transactions contemplated by this Agreement and to perform the covenants contemplated by this Agreement

including the Agreements attached as Exhibits hereto and ii with respect to each Investor to the extent

typically provided by such Investor to such third parties or Governmental Authorities as applicable under

such Investors policies consistently applied and subject to such confidentiality requests as such Investor may

reasonably seek Notwithstanding the immediately preceding sentence the Investor shall not be required to

provide information on its investors solely in their capacities as limited partners or other similar passive equity

investors and shall be entitled to request confidential treatment from any
Governmental Authority and not

disclose to the Company any information that is confidential and proprietary to the Investor Each party shall

execute and deliver both before and after the Closing such further certificates agreements documents and

other instruments and take such other actions as the other parties may reasonably request to consummate or

implement such transactions or to evidence such events or matters subject in each case to clauses and

ii of the first sentence of this Section 6.02a To the extent legally permissible each Investor and the
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Company will have the right to review in advance and to the extent practicable each will consult with the

other in each case subject to applicable laws relating to the exchange of information and confidential

information related to the Investors all the information relating to each other and any of their respective

affiliates which appears in
any filing made with or written materials submitted to any third party or any

Governmental Authority in connection with the transactions to which it will be party contemplated by this

Agreement provided however that no Investor shall have the right to review any such information relating

to another Investor and ii an Investor shall not be required to disclose to the Company any information that is

confidential and proprietary to such Investor In exercising the forgoing right each of the parties agrees to act

in commercially reasonable manner and as promptly as practicable Each party hereto agrees to keep the

other party apprised of the status of matters referred to in this Section 6.02a Each Investor shall promptly

furnish the Company and the Company shall promptly furnish each Investor to the extent permitted by

applicable law with copies of written communications received by it or its Subsidiaries from or delivered by

any
of the foregoing to any Governmental Authority in respect of the transactions contemplated by this

Agreement

Each Investor on the one hand agrees to furnish the Company and the Company on the other

hand agrees upon request to furnish to each Investor all information concerning itself its affiliates

directors officers general partners and managing members and such other matters as may be reasonably

necessary or advisable in connection with the proxy statement in connection with any such shareholders

meeting at which the Shareholder Approvals is sought

To the extent the Company receives
any confidential information under this Section 6.02 the

Company shall not and shall cause its employees representatives and agents not to use duplicate or

disclose in whole or in part or permit the use duplication or disclosure of any of such information in any

manner whatsoever The Company shall be responsible for any breach of this Section 6.02 by any of its

employees representatives and
agents All information furnished or disclosed pursuant to this Section 6.02

shall remain the sole property of the disclosing Investor

The Company shall provide the Investors with notice of the filing on EDGAR of the Quarterly

Report on Form 10-Q for the quarter ended June 30 2010 and each subsequent quarterly period ended prior

to the Closing Date and ii all Current Reports on Form 8-K The Company shall also provide the Investors

with all reports correspondence or other information filed with or submitted to any Regulatory Authority to

the extent permitted by law prior to the Closing Date

Section 6.03 Corporate Approvals Takeover Laws The Company shall obtain all
corporate approvals

necessary for this Agreement and the Private Placement including the Transaction The Company shall take all

reasonable steps to exclude the applicability of or to assist in any challenge to the validity or applicability to the

Private Placement including the Transaction of any Takeover Laws

Section 6.04 Shareholder Approvals

The Companys board of directors shall recommend that the Companys shareholders approve the

amendment and restatement of the Companys Articles of Incorporation as provided herein and all other

matters if any with
respect to the Transaction which may require approval by the Companys shareholders

the Proposals and shall not withdraw or change any such recommendations

As promptly as practicable following the date of this Agreement the Company shall call special

meeting of its shareholders the Shareholders Meeting for the
purpose

of obtaining the Requisite

Shareholder Vote in connection with this Agreement and the Proposals and shall use its reasonable best

efforts to cause such Shareholders Meeting to occur as promptly as reasonably practicable and in
any event

no later than fifty 50 days after the date Investors have executed this Agreement to purchase $100 million

of Purchased Shares The Proxy Statement shall include the Company Board Recommendation and the

Board and all applicable committees thereof shall use its reasonable best efforts to obtain from the

Companys shareholders the Requisite Shareholder Vote in favor of the approval of the Proposals the
Shareholder Approvals
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If on the date for which the Shareholders Meeting is scheduled the Original Date the

Company has not received proxies representing sufficient number of votes to approve the Proposals

whether or not quorum is present CapGen shall have the right to require the Company and the Company

shall have the right to postpone or adjourn the Shareholders Meeting to date that shall not be more than

20 days after the Original Date If the Company continues not to receive proxies representing sufficient

number of votes to approve the Proposals whether or not quorum is present the Investor shall have the

right to require the Company to and the Company may make one or more successive postponements or

adjournments of the Shareholders Meeting as long as the date of the Shareholders Meeting is not

postponed or adjourned more than an aggregate of 20 days from the Original Date in reliance on this

Section 6.04c In the event that the Shareholders Meeting is adjourned or postponed as result of

Applicable Law including the need to disseminate to Company shareholders any amendments or

supplements to the Proxy Statement any days resulting from such adjournment or postponement shall not

be included for purposes of the calculations of the number of days pursuant to this subsection

The Company shall provide draft of the Amended and Restated Articles of Incorporation in

form reasonably satisfactory to CapGen to CapGen for approval at least five business days prior to the

initial filing of the Proxy Statement with the SEC The Company will not file the Proxy Statement without

CapGen prior written approval of the draft of the Amended and Restated Articles of Incorporation which

consent shall not be unreasonably withheld the Amended and Restated Articles of Incorporation as

approved by CapGen the Amended and Restated Articles of Incorporation

Section 6.05 Proxy Statement Other Filings As promptly as reasonably practicable after the date of this

Agreement the Company shall prepare and file with the SEC subject to the prior review and approval of

CapGen which approval shall not be unreasonably delayed conditioned or withheld letter to shareholders

notice of meeting proxy statement and form of proxy that will be provided to shareholders of the Company in

connection with seeking the Shareholder Approvals of the Proposals including any amendments or supplements at

the Shareholders Meeting and any schedules required to be filed with the SEC in connection therewith

collectively the Proxy Statement and the Company shall or shall cause its affiliates to prepare and file with

the SEC any other document to be filed with the SEC in connection with other filings the Other Filings as

required by the Securities Act and the Exchange Act and the rules and regulations promulgated thereunder None of

the information supplied or to be supplied by the Company or the respective Investors expressly for inclusion or

incorporation by reference in the Proxy Statement will at the time it is filed with the SEC on the date it is first

mailed to the Companys shareholders or at the time of the Shareholders Meeting contain any untrue statement of

material fact or omit to state any material fact required to be stated therein or necessary in order to make the

statements therein in light of the circumstances under which they are made not misleading None of the

information supplied or to be supplied by the Company or the Investors expressly for inclusion or incorporation by

reference in each of the Other Filings will as of the date it is filed contain
any untrue statement of material fact or

omit to state any material fact required to be stated therein or necessary
in order to make the statements therein in

light of the circumstances under which they are made not misleading The Proxy Statement and the Other Filings

will comply as to form in all material respects with the requirements of the Securities Act and the Exchange Act

Each of the Company and each Investor shall obtain and furnish the information concerning itself and its affiliates

required to be included in the Proxy Statement and to the extent applicable the Other Filings The Company shall

use its reasonable best efforts to respond as promptly as reasonably practicable to any comments received from

the SEC with respect to the Proxy Statement and the Other Filings and ii seek to have the Proxy Statement to be

declared definitive by the SEC respectively at the earliest reasonably practicable date The Company shall

promptly notify the Investors upon the receipt of any comments from the SEC or its staff or any request from the

SEC or its staff for amendments or supplements to the Proxy Statement or the Other Filings but not the substance

of such comments or requests except to the extent such comments or requests relate to information regarding the

Investors and shall provide CapGen and upon request to any
other Investor confidentially copies of all

correspondence between it on the one hand and the SEC and its staff on the other hand relating to the Proxy

Statement or the Other Filings If at any time prior to the Shareholders Meeting any information relating to the

Company or such Investor or any of their respective affiliates directors or officers should be discovered by the

Company or any Investor which should be set forth in an amendment or supplement to the Proxy Statement or the
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Other Filings so that the Proxy Statement or the Other Filings shall not contain any untrue statement of material

fact or omit to state any material fact required to be stated therein or necessary in order to make the statements

therein in light of the circumstances under which they are made not misleading the party that discovers such

information shall promptly notify the other party and an appropriate amendment or supplement describing such

information shall be filed by the Company with the SEC and to the extent required by Applicable Law
disseminated to the shareholders of the Company Notwithstanding anything to the contrary stated above prior to

filing or mailing the Proxy Statement or filing the Other Filings or in each case any amendment or supplement

thereto or responding to any comments of the SEC or its staff with
respect thereto the Company shall provide

CapGen and to the extent it involves disclosure regarding any other Investor such other Investor shall be provided

upon request insofar as it relates to such Investor reasonable opportunity to review and comment on such

document or response insofar as it relates to such Investor and shall include in such document or response

comments reasonably proposed by CapGen or other Investors as applicable

Section 6.06 Registration Rights The Company and the Investor shall execute and deliver upon the

execution and delivery of this Agreement the Registration Rights Agreement in substantially the form attached

as Schedule II and the Registration Rights Agreement shall become effective as of and subject to the Closing

Section 6.07 Board Matters

Prior to the Closing Date the Company shall expand the Board by one director and cause the

Nominating and Corporate Governance Committee of the Board to nominate and the Board shall have

appointed subject to the Closing designee of CapGen as director of the Company to fill effective as of

the Closing the vacancy created by such expansion of the Board For so long as CapGen or any of its

affiliates owns more than 9.9% of the Companys outstanding Common Stock and subject to satisfaction of

all legal and governance requirements applicable to all Board members regarding service as director of the

Company the Company shall cause the nomination of one person designated by CapGen for election to the

Board at each annual meeting at which the term of the director designated by CapGen expires or upon the

death resignation removal or disqualification of such director if earlier CapGen shall provide written

notice of such designee to the Company together with any information pertaining to the nominated persons

reasonably requested by the Company Upon receipt of such notice and information the Company shall do
or cause to be done all things and take or cause to be taken all actions necessary including filing and

actively seeki.ng approvals of all applications for prior approval of all Governmental Authorities under

Applicable Law necessary or expedient to having such designee be elected and qualified to serve as

member of the Companys Board as soon thereafter as reasonably practicable The Company shall also elect

CapGens designee to the Banks board of directors and to the board of directors of any other subsidiary

requested by CapGen After the Closing but prior to the election and qualification of CapGen designees

CapGen shall have the right to designate two nonvoting observers to the boards of directors of each of the

Company and each of its subsidiaries

CapGen designee as Company director shall provide the Company with directors and

officers questionnaire and provide such other background information as ordinarily requested by the

Company from time to time of its other directors and officers

The Company shall waive any equity ownership requirements in connection with CapGens
designee and serving as director of the Company and the Bank based upon the Investors holdings of shares

of Company Common Stock provided however that in accordance with Section 34-3-40 of the SCC the

Company agrees to issue to CapGens designee as director of the Company and the Bank and CapGen
agrees that it on behalf of its designee shall purchase for $2.60 per share and hold subject to any

regulatory approval shares of Common Stock of the Company having an aggregate value of at least $500
which shares may be transferred to CapGen andlor any future Person designated by CapGen to serve as

director of the Company and the Bank CapGen agrees that its designee will be an Accredited Investor

within the meaning of the Securities Act
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The Company shall waive or exempt CapGens designee from any South Carolina residence

requirements in its bylaws or other applicable policies

If required under Section 32 of the Federal Deposit Insurance Act the FDI Act or any other

law rule regulation order or requirement of any Governmental Authority the Company shall promptly

seek and use its reasonable best efforts to promptly obtain all approvals necessary to having CapGens

designee to the board of directors approved by all applicable Governmental Authorities

Notwithstanding anything to the contrary in this Section 6.07 if at any time CapGen owns 9.9%

or less of the outstanding shares of Company Common Stock then CapGen right to nominate member to

the Companys board of directors the Banks board of directors and the board of directors of any other

subsidiary requested by CapGen granted by this Section 6.07 will terminate and such right will be lost

permanently irrespective of whether CapGens ownership of Company Common Stock increases again after

the loss of such right

No Investor having less than 10% of the outstanding shares of the Companys Common Stock

shall be entitled to nominate or designate director of the Company the Bank or any of the Subsidiaries If

an Investor other than CapGen seeks to make an investment pursuant to this Agreement in excess of 10% of

the Companys outstanding Common Stock the Company shall promptly notify CapGen as to the name of

the Investor and the proposed nominee as director or if no proposed nominee has yet been decided upon

by such Investor and CapGen shall have the right to designate an additional director and all references

herein to CapGens designee as director shall mean and refer to the actual number of CapGen designees as

director

Section 6.08 Restricted Shares

Each Investor acknowledges and agrees that there are substantial restrictions on the transferability

of the Purchased Shares Each Investor further understands and agrees that the issuance of the Purchased

Shares has not been registered under the Securities Act and the Purchased Shares are restricted securities

within the meaning of Rule 144 under the Securities Act and may not be sold transferred or otherwise

disposed of without registration under the Securities Act or pursuant to an exemption therefrom

Notwithstanding any other provision of this Article VI each Investor covenants that the

Purchased Shares may be disposed of only pursuant to an effective registration statement under and in

compliance with the requirements of the Securities Act or pursuant to an available exemption from or in

transaction not subject to the registration requirements of the Securities Act and in compliance with any

applicable state federal or foreign securities laws In connection with any transfer of the Purchased Shares

other than pursuant to an effective registration statement ii to the Company or iii pursuant to Rule

144 provided that the transferor provides the Company with reasonable assurances in the form of seller

and broker representation letters that such securities may be sold pursuant to such rule the Company may

require the transferor thereof to provide to the Company and the Transfer Agent at the transferors expense

an opinion of counsel selected by the transferor and reasonably acceptable to the Company and the Transfer

Agent the form and substance of which opinion shall be reasonably satisfactory to the Company and the

Transfer Agent to the effect that such transfer does not require registration of such transferred Purchased

Shares under the Securities Act or state securities laws As condition of transfer other than pursuant to

clauses ii or iii of the preceding sentence any
such transferee shall agree

in writing to be bound by

the terms of this Agreement and shall have the rights of the transferring Investor under this Agreement and

the Registration Rights Agreement with respect to such transferred Purchased Shares

Each Investor covenants that it will not knowingly make any sale transfer or other disposition of

any Purchased Shares or engage in hedging transactions with respect to such Purchased Shares in violation

of the Securities Act including Regulation or the Exchange Act

Each Investor acknowledges and agrees that each certificate evidencing the Purchased Shares

will bear legend to the effect set forth below and except to the extent such restrictions are waived by
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the Company neither shall transfer any Purchased Shares represented by any such certificate without

complying with the restrictions on transfer described in the legend endorsed on such certificate as follows

and which shall be delivered also as instructions to the Companys transfer agent

THE ISSUANCE OF THE SHARES REPRESENTED BY THIS CERTIFICATE ARE NOT
DEPOSITS OR OTHER OBLIGATIONS OF BANK AND ARE NOT INSURED BY THE FDIC
OR ANY OTHER GOVERNMENTAL AGENCY

THE ISSUANCE OF THE SHARES REPRESENTED BY THIS CERTIFICATE HAS NOT BEEN
REGISTERED UNDER THE UNITED STATES SECURITIES ACT OF 1933 OR THE SECURITIES
LAWS OF ANY STATE AND SUCH SHARES MAY NOT BE SOLD TRANSFERRED
ASSIGNED PLEDGED OR HYPOTHECATED ABSENT AN EFFECTIVE REGISTRATION
THEREOF UNDER SUCH ACT OR IN COMPLIANCE WITH RULE 144 THEREUNDER AND IN

COMPLIANCE WITH STATE SECURITIES LAWS UNLESS THE CORPORATION HAS
RECEIVED AN OPINION OF COUNSEL SATISFACTORY TO THE CORPORATION THAT
SUCH REGISTRATION IS NOT REQUIRED

THE SHARES REPRESENTED BY THIS CERTIFICATE ARE SUBJECT TO TRANSFER AND
OTHER RESTRICTIONS SET FORTH IN STOCK PURCHASE AGREEMENT DATED AS OF
MAY 25 2010 COPIES OF WHICH ARE ON FILE WITH THE SECRETARY OF THE
CORPORATION AT THE CORPORATIONS PRINCIPAL EXECUTIVE OFFICES

The restrictive legend set forth in Section 6.08d above shall be removed and the Company shall

issue certificate without such restrictive legend or any other restrictive legend to the holder of the

applicable Shares upon which it is stamped or issue to such holder by electronic delivery at the applicable

balance account at DTC if such Purchased Shares are registered for resale under the Securities Act
ii such Purchased Shares are sold or transferred pursuant to Rule 144 if the transferor is not an affiliate of

the Company or iii such Purchased Shares are eligible for sale under Rule 144 without the requirement

for the Company to be in compliance with the current public information required under Rule 144c1 or
Rule 144i2 if applicable as to such securities and without volume or manner-of-sale restrictions

Following the earlier of the effective date of the registration statement registering such Purchased Shares

for resale the Resale Registration Statement or ii Rule 144 becoming available for the resale of

Purchased Shares without the requirement for the Company to be in compliance with the current public

information required under 144cl or Rule 144i2 if applicable as to the Purchased Shares and

without volume or manner-of-sale restrictions the Company shall upon delivery of appropriate
documentation by the Investor instruct the Transfer Agent at the Companys expense to remove the legend
from the Purchased Shares If legend is no longer required pursuant to the foregoing the Company will no
later than three Trading Days following the delivery by an Investor to the Company or the Transfer Agent

with notice to the Company of legended certificate or instrument representing such Purchased Shares

endorsed or with stock powers attached signatures guaranteed and otherwise in form necessary to affect

the reissuance and/or transfer and representation letter to the extent required by Section 6.08b such
third Trading Day the Legend Removal Date deliver or cause to be delivered to such Investor

certificate or instrument as the case may be representing such Purchased Shares that is free from all

restrictive legends The Company may not make any notation on its records or give instructions to the

Transfer Agent that enlarge the restrictions on transfer set forth in this Section 6.08e Certificates for

Purchased Shares free from all restrictive legends may be transmitted by the Transfer Agent to the Investors

by crediting the account of the Investors prime broker with DTC as directed by such Investor

Each Investor hereunder acknowledges its primary responsibilities under the Securities Act and state

securities laws and accordingly will not sell or otherwise transfer the Purchased Shares or any interest therein

without complying with the requirements of the Securities Act and the rules and regulations promulgated
thereunder and the applicable securities laws of any state Except as otherwise provided below while the Resale

Registration Statement remains effective each Investor hereunder may sell the Purchased Shares in accordance

with the plan of distribution contained in the Resale Registration Statement and if it does so it will comply
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therewith and with the related prospectus delivery requirements unless an exemption therefrom is available or

unless the Purchased Shares are sold pursuant to Rule 144 Each Investor severally and not jointly with the other

Investors agrees that if it is notified by the Company in writing at any time that the Resale Registration

Statement registering the resale of the Purchased Shares is not effective or that the prospectus
included in such

Resale Registration Statement no longer complies with the requirements of Section 10 of the Securities Act the

Investor will refrain from selling such Purchased Shares until such time as the Investor is notified by the

Company that such Resale Registration Statement is effective or such prospectus is compliant with Section 10 of

the Exchange Act unless such Investor is able to and does sell such Purchased Shares pursuant to an available

exemption from the registration requirements of Section of the Securities Act

Section 6.09 Information Access and Confidentiality

From the date of this Agreement until the date when the Investor Percentage Interest is less than 5%

the Company shall and will cause each of the Subsidiaries to give the Investor and its representatives

including without limitation officers and employees of the Investor and counsel accountants investment

bankers potential lenders and other professionals retained by the Investor upon request of an Investor

reasonable full access during normal business hours to all of their properties books and records including

without limitation tax returns and appropriate work papers
of independent auditors under normal professional

courtesy but excluding information that is subject to legal privilege and those books and records that under

Applicable Laws or under confidentiality agreements are required to be kept confidential and to

knowledgeable personnel of the Company and to such other information as the Investor may reasonably request

The Investor shall and shall cause its representatives to hold all material non-public information

received as result of its access to the properties books and records of the Company or the Subsidiaries in

confidence except to the extent that information is or becomes available to the public other than through

breach of this Agreement ii becomes available to the Investor or its representatives from third party

that insofar as the Investor is aware is not under an obligation to the Company or to Subsidiary to keep

the information confidential iii was known to the Investor or its representatives before it was made

available to the Investor or its representative by the Company or Subsidiary or iv otherwise is

independently developed by the Investor or its representatives The Investor shall at the Companys request

made at any time after the termination of this Agreement without the Closing having occurred deliver to the

Company all documents and other material non-public information obtained by the Investor or its

representatives from the Company or its Subsidiaries or certify that such material has been destroyed by the

Investor The Investor acknowledges that it is aware of and will comply with applicable restrictions on the

use of material non-public information with respect to the Company and its Subsidiaries imposed by the

United States federal securities laws Any examination or investigation made by the Investor its

representatives or any other persons as contemplated by this Section 6.09 shall not affect any of the

representations and warranties hereunder

Section 6.10 Conduct of Business Prior to Closing Except as otherwise expressly contemplated or

permitted by this Agreement as set forth in Section 6.10 of the Disclosure Schedule or with the prior written

consent of CapGen which consent shall not be unreasonably withheld or delayed which is separate right

granted to CapGen for itself and no other Investor during the period from the date of this Agreement to the

Closing Date the Company shall and shall cause each Subsidiary to conduct its business only in the usual

regular and ordinary course consistent with past practice and take no action that would reasonably be

expected to adversely affect or delay the receipt of any Regulatory Authority or the Shareholder Approvals

required to consummate the Transaction

Section 6.11 Company Forbearances Except as expressly contemplated or permitted by this Agreement

or as set forth in Section 6.11 of the Disclosure Schedule during the period from the date of this Agreement to

the Closing the Company shall not and shall not permit any Subsidiary to without the prior written consent of

CapGen which is separate right granted to CapGen for itself and no other Investor

declare or pay any dividends or distributions on its capital stock except for dividends declared and

payable on Company Common Stock at the same times and amounts as have been paid in 2009 or directly
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or indirectly redeem purchase or otherwise acquire any shares of its capital stock or other equity interest or

any securities or obligations convertible into or exchangeable for any shares of its capital stock or other

equity interest or stock appreciation rights or grant any person any right to acquire any shares of its capital

stock or other equity interest other than dividends paid by any wholly-owned Subsidiaries and

ii directors fees paid in Company Common Stock in accordance with prior practices as set forth in

Section 6.11a of the Disclosure Schedule

issue or commit to issue any additional shares of capital stock or other equity interest or any
securities convertible into or exercisable for or any rights warrants or options to acquire any additional

shares of capital stock or other equity interest except options restricted stock or other equity grants

approved by the Board or the Compensation Committee of the Board under the Companys equity incentive

plans in accordance with
past practice ii pursuant to the exercise of outstanding options iii pursuant to

the conversion of the Convertible Notes which shall occur upon the Closing or iv shares of Common
Stock issued to the Investors in connection with the Closing as provided herein or to executive officers of

the Company in connection with the Executive Officer Investment as defined below

amend the articles of incorporation bylaws or other governing instruments of the Company or any

Subsidiary except that the Company shall propose and use its reasonable best efforts to obtain Shareholder

Approvals of the Amended and Restated Articles of Incorporation and amend and restate the Companys
bylaws or other governing instruments under the request or with the consent of CapGen

incur any additional debt obligation or other obligation for borrowed money except in the

ordinary course of the business of the Subsidiaries consistent with past practices which shall include for

the Subsidiaries that are depository institutions creation of deposit liabilities purchases of federal funds

sales of certificates of deposit advances from Federal Home Loan Bank of Atlanta or the Federal Reserve

Bank and entry into repurchase agreements fully secured by U.S government or agency securities or in

connection with providing new money market sweep account to customers in compliance with securities

and banking Applicable Laws or impose or suffer the imposition on any share of stock held by the

Company or any Subsidiary of any lien or permit any such lien to exist

adjust split combine or reclassify any capital stock of the Company or any Subsidiary or issue or

authorize the issuance of any other securities with respect to or in substitution for shares of its capital stock

or sell lease mortgage or otherwise encumber any shares of capital stock of any Subsidiary or any asset of

the Company or any Subsidiary other than in the ordinary course of business as pennitted by Section 6.11d
for reasonable and adequate consideration

acquire any direct or indirect equity interest in any person other than in connection with

foreclosures in the ordinary course of business and holdings of securities solely in its fiduciary

capacity

grant any increase in compensation or benefits to the directors executive officers or to employees

generally of the Company or any Subsidiary except in accordance with past practices previously disclosed

pay any bonus except in accordance with past practices and pursuant to the provisions of an applicable

program or plan adopted prior to March 31 2010 or enter into or amend except to waive or eliminate any

provision that would deem the acquisition of the Purchased Shares by the Investors or that any other aspect
of the Transactions are change in control under any severance or change in control agreements with

directors officers or employees of the Company or any Subsidiary

enter into or amend any employment agreement between the Company or any Subsidiary and any

person unless such amendment is required by Applicable Law that the Company does not have the

unconditional right to terminate without liability other than liability for services already rendered at any
time on or after the Closing

adopt any new employee benefit plan or employee benefits of the Company or any Subsidiary or

make any material change in or to any existing employee benefit plans or employee benefits of the

Company or any Subsidiary other than any such change that is required by Applicable Law or that in the

opinion of counsel is necessary or advisable to maintain the tax qualified status of any such plan
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make any
material change in any accounting methods policies or systems except as may be

appropriate to conform to changes in GAAP or as required or requested by any Regulatory Authority or

except to improve internal controls

commence any litigation other than in connection with collections of debt consistent with past

practice or in the ordinary course of business to enforce contractual rights settle any litigation involving

any liability of the Company or any Subsidiary for money damages which individually or in the aggregate

exceed or impose material restrictions on the operations of the Company and its Subsidiaries taken as

whole or where the Company or any Subsidiary is required to pay any material amount of money or

modify amend or terminate any material contract described in Section 2.14 or waive release

compromise or assign any material rights or claims

fail to file timely any material report required to be filed by it with any Regulatory Authority

including the SEC

make any loan or advance to any
5% or greater shareholder director or officer of the Company or

any
of the Subsidiaries or any

immediate family member as defined in SEC Regulation S-K of the

foregoing or any
related interest or insider each as defined in Federal Reserve Regulation of any of

the foregoing except for renewals of any loan or advance outstanding as of the date of this Agreement on

terms and conditions substantially similar to the original loan or advance

cancel without payment in full or modify in
any

material respect any agreement relating to any

loan or other obligation receivable from any 5% or greater shareholder director or officer of the Company

or any Subsidiary or any
immediate family member as defined in SEC Regulation S-K of the foregoing or

any related interest or insider each as defined in Federal Reserve Regulation of any of the

foregoing

enter into any agreement for services or otherwise with any 5% or greater shareholders directors

officers or employees of the Company or any Subsidiary or immediate family member as defined in SEC

Regulation S-K of the foregoing or any
related interest or insider each as defined in Federal Reserve

Regulation of any of the foregoing

modify amend or terminate any material contract described in Section 2.14 or waive release

compromise or assign any material rights or claims except in the ordinary course of business consistent

with past practice and for fair consideration

close any banking office where notice of such closure is required under Section 42 of the FDI

Act and applicable regulations thereunder

except as required by Applicable Law or as required recommended or requested by an applicable

Regulatory Authority change its or any
of the Subsidiaries lending investment liability management and

other material banking policies in any
material respect

take any action that would cause the Transactions to be subject to requirements imposed by any

Takeover Law or fail to take all necessary steps within its control to exempt or ensure the continued

exemption of the Transactions from or if necessary challenge the validity or applicability of any

applicable Takeover Law as now or hereafter in effect

make or renew any loan or extension of credit to any person including in the case of an

individual to any immediate family member as defined in SEC Regulation S-K or to any related

interest or insider each as defined in Federal Reserve Regulation or otherwise except in accordance

with the Banks policies and Applicable Law

increase or decrease the rates of interest paid on deposits or increase the amount of brokered or

internet deposits except consistent with the Banks past practices
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purchase or otherwise acquire any investment securities for its own account except in

accordance with the Banks policies including its asset/liability policy and in accordance with Applicable

Law

except for as described in Section 6.21 and OREO reflected on the books of the Company or the

Bank as of the date hereof the sale of which will not result in loss individually or in the aggregate of

$1000000 or more sell transfer convey or otherwise dispose of any real property or other assets or

interests therein having book value individually or in the aggregate in excess of or in exchange for

consideration in excess of $5000000 without prior Board approval and in accordance with the Companys
policies and Applicable Law

make or commit to make
any capital expenditures in excess of $1000000 individually or in

series of related transactions without prior Board approval or

agree to or make any commitment to take any of the actions prohibited by this Section 6.11

Section 6.12 Investor Call CapGen will issue the Investor Call to its investors five days after receipt of

the last approval of the Regulatory Authorities and the satisfaction or waiver of all other conditions under this

Agreement needed for Closing of the Transaction or at such other later date and time as may agreed upon by

CapGen and the Company

Section 6.13 No Acceleration Under Equity Compensation Plans Etc Except as otherwise expressly

contemplated or permitted by this Agreement during the period from the date of this Agreement to the Closing
the Company shall not and shall not penuit any Subsidiary to without the prior written consent of CapGen
which is separate right granted to CapGen for itself and no other Investor accelerate or not take all action

necessary to avoid the vesting payment or exercise of any securities or benefits under any agreement

understanding arrangement or plan as result of the Private Placement including the Transaction

Section 6.14 No Agreements with other Investors Except as otherwise expressly contemplated or

permitted by this Agreement during the period from the date of this Agreement to the Closing the Company
shall not in any form or manner and shall not permit any Subsidiary or affiliate to without the prior written

consent of CapGen which is separate right granted to CapGen for itself and no other Investor issue any
securities to any investors other than the Investors party hereto or make or name or grant any rights or privileges

to be the lead investor to any person other than CapGen hereunder

Section 6.15 Press Releases Public Disclosure

The Company and CapGen shall consult with each other before issuing any press release with

respect to the Transaction or this Agreement and shall not issue any such press release or make any such

public statements without the prior consent of the other which consent shall not be unreasonably withheld

or delayed provided however that the Company may without the prior consent of CapGen but after such

consultation to the extent practicable in the circumstances issue such press release or make such public

statements or filings as may be required by Applicable Law

Subject to each partys disclosure obligations imposed by law or regulation each of the parties

hereto will
cooperate with each other in the development and distribution of all news releases and other

public information disclosures with respect to this Agreement and any of the transactions contemplated by
this Agreement and neither the Company nor any Investor will make any such news release or public
disclosure without first notifying the other and in each case also receiving the others consent which shall

not be unreasonably withheld or delayed provided that nothing in this Section 6.13 shall require the

Company to provide drafts of Forms 10-K or 10-Q to any Investor whose name is not included in such

document or prevent the Company from making timely disclosures under the Securities Act and the

Exchange Act CapGen authorizes the Company to publicly disclose its name but otherwise no such public
disclosure of an Investor or its investment advisor will be made by the Company except to the extent
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required by Applicable Law or authorized in writing by such Investor and to all applicable Governmental

Authorities without CapGen prior written approval The Company and each Investor agree that within one

Business Day following the Closing the Company shall publicly disclose the closing of the transactions

contemplated by this Agreement including the Private Placement From and after such disclosure except to

the extent an Investor has requested and received material non-public information from the Company after

the date hereof no Investor other than CapGen shall be in possession of any material non-public

information received from the Company in connection with the Private Placement includin the

Transaction On or before 900 A.M New York City time on the second business day immediately

following the Closing Date the Company will file Current Report on Form 8-K with the SEC describing

the terms of this Agreement

By 900 A.M New York City time on the Business Day immediately following execution of this

Agreement the Company shall issue one or more press releases collectively the Press Release

disclosing all material terms of the Private Placement including the Transaction On or before 900 A.M

New York City time on the fourth Business Day immediately following the execution of this Agreement

the Company will file Current Report on Form 8-K with the SEC describing the terms of the Private

Placement Documents and including as exhibits to such Current Report on Form 8-K the material Private

Placement Documents including without limitation this Agreement and the Registration Rights

Agreement Notwithstanding the foregoing the Company shall not publicly disclose the name of any

Investor or any
affiliate or investment adviser of the Investor or include the name of the Investor or any

affiliate or investment adviser of the Investor in any press release or in any filing with the SEC other than

Resale Registration Statement without the prior written consent of such Investor except as required by

the federal securities laws and ii to the extent such disclosure is required by law at the request of

applicable Governmental Authorities From and after the issuance of the Press Release and the issuance of

the Companys earnings release for the latest fiscal quarter ended prior to the Closing the Investors other

than CapGen and any other Investor that has requested and received material non-public information from

the Company shall not be in possession of any material non-public information received from the

Company any Subsidiary or any
of their respective officers directors or employees

Section 6.16 Securities Law Compliance The Company will take all steps necessary to comply with all

applicable federal and state securities laws in connection with the Private Placement and to qualify for an

exemption under Regulation of the Securities Act

Section 6.17 No Listing The Company will not list or seek to list any of its securities on any securities

exchange or other market that would result in the Private Placement or the Transaction or any aspect thereof

requiring shareholder approval for any reason

Section 6.18 Regulatory Compliance The Company and the Bank will comply in all material respects

with any formal or informal enforcement actions taken by the South Carolina Board or the Federal Reserve and

the FDIC The Company and the Bank will take all actions specified on Schedule III to this Agreement

Section 6.19 Third Party Consents The Company and its Subsidiaries will not enter into any agreements

or other arrangements requiring the consent of third party as result of the Closing

Section 6.20 CapGen Ownership Limitation Neither the Company nor CapGen will take any action

following the Closing that would result in CapGen owning in excess of 49.9% of the Common Stock of the

Company

Section 6.21 Discounted Loan Payoffs Prior to Closing and except for the loans set forth on

Section 2.09 of the Disclosure Schedule the Company and the Bank will not settle or agree to settle any

outstanding loan or loans including as result of sale of loans at loss of greater than $5.0 million

individually or in the aggregate from the recorded net book value and will not settle or agree to settle any loan or

loans including as result of sale of loans at loss greater than 10% to the recorded net book value

individually or in the aggregate
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ARTICLE VII

OTHER AGREEMENTS

Section 7.01 Bank Holding Company Status Following the Closing and as long as the Investor holds

shares of the Company no Investor other than CapGen shall exercise control for purposes of the BHCA or the

Change in Bank Control Act of the Company or the Bank

Section 7.02 Preemptive Rights

If the Company offers to sell Covered Securities as defined below in public or private offering

of Covered Securities solely for cash any time during period of 24 months commencing on the Closing

Date Qualified Offering each Investor shall be afforded the opportunity to acquire from the Company
for the same price and on the same terms as such Covered Securities are offered in the aggregate up to the

amount of Covered Securities required to enable it to maintain its Investor Percentage Interest Investor

Percentage Interest means as of
any date of determination the percentage equal to the aggregate

number of shares of Common Stock beneficially owned by the Investor as of the date of determination

divided by the total number of outstanding shares of Common Stock as of such date Covered
Securities means Common Stock and any rights options or warrants to purchase or securities convertible

into or exercisable or exchangeable for Common Stock other than securities that are issued by the

Company pursuant to any employment contract employee incentive or benefit plan stock purchase plan
stock ownership plan stock option or equity compensation plan or other similarplan where stock is being

issued or offered to trust other entity to or for the benefit of any employees consultants officers or

directors of the Company issued by the Company in connection with business combination or other

merger acquisition or disposition transaction partnership joint venture strategic alliance or investment by

the Company or similar non-capital raising transaction issued as dividend or in connection with

dividend reinvestment or stockholder purchase plan shares of Common Stock issued to holders of

Common Stock immediately prior to the Closing Date who may purchase shares of Common Stock in

public offering of up to $10.0 million directed only to shareholders of the Company at purchase price not

less than $2.60 per share the Follow-on Offering provided that the Follow-on Offering shall be

consummated within 90 days following the Closing Date the duration of the Follow-on Offering shall not

exceed 30 days and each Investor shall have the right to purchase its pro rata share based on the number of

Purchased Shares purchased by such Investor of any shares of Common Stock not subscribed for in the

Follow-on Offering or up to 384615 shares of Common Stock issued to officers of the Company in

connection with and upon the Closing at purchase price of $2.60 per
share the Executive Officer

Investment

Prior to making any Qualified Offering of Covered Securities the Company shall give each

Investor written notice at the address shown on each Investors signature page hereto of its intention to

make such an offering describing to the extent then known the anticipated amount of securities and other

material terms then known to the Company upon which the Company proposes to offer the same such

notice Qualified Offering Notice Each Investor shall then have 10 days after receipt of the Qualified

Offering Notice the Offer Period to notify the Company in writing that it intends to exercise such

preemptive right and as to the amount of Covered Securities the Investor desires to purchase up to the

maximum amount calculated
pursuant to Section 7.02a the Designated Securities Such notice

constitutes non-binding indication of interest of the Investor to purchase the amount of Designated

Securities specified by the Investor or proportionately lesser amount if the amount of Covered Securities

to be offered in such Qualified Offering is subsequently reduced at the price or range of prices established

in the Qualified Offering and other terms set forth in the Companys notice to it The failure to respond

during the Offer Period constitutes waiver of its preemptive right in respect of such offering Any recipient

of such Qualified Offering Notice acknowledges its obligations under the federal securities laws The sale of

the Covered Securities in the Qualified Offering including any Designated Securities shall be closed not

later than 45 days after the end of the Offer Period except in the case of registered offering which shall

close following pricing in accordance with market convention and further except as to any Investor that
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requires prior approval of the Federal Reserve and/or other Governmental Authorities in which case the

closing of any the sale of Covered Securities to such Investor shall occur as soon as practicable following

the receipt of all necessary
Governmental Authority approvals and the expiration of statutory waiting

periods provided that any such Investor shall promptly and diligently pursue such approvals and such

Covered Securities shall not be issued if such Governmental Authority approvals have not been received

within 120 days following the initial closing of such offering The Covered Securities to be sold to other

investors in such Qualified Offering shall be sold at price not less than and upon terms no more favorable

to such other investors than those specified in the Qualified Offering Notice If the Company does not

consummate the sale of Covered Securities to other investors within such 45-day period or in the case of

registered offering 30 days following the end of the Offer Period excluding Investors that require prior

approval of the Federal Reserve and/or other Governmental Authorities the right provided hereunder shall

be revived and such securities shall not be offered unless first reoffered to the Investors in accordance

herewith Notwithstanding anything to the contrary set forth herein and unless otherwise agreed by the

Investors by not later than the end of such period the Company shall either confirm in writing to the

Investors that the Qualified Offering has been abandoned or shall publicly disclose its intention to isiue the

Covered Securities in the Qualified Offering in either case in such manner that the Investors will not be in

possession of
any material non-public information thereafter

If the Investor exercises its preemptive right provided in this Section 7.02 with respect to

Qualified Offering that is an underwritten public offering or an offering made to qualified institutional

buyers as such term is defined in SEC Rule 144A under the Securities Act for resale pursuant to Rule

144A under the Securities Act Rule 144A offering private placement or other offering whether not

registered under the Securities Act the Company shall offer and sell the Investor if any such offering is

consummated the Designated Securities as adjusted upward to reflect the actual size of such offering when

priced at the same price as the Covered Securities are offered to third persons not including the

underwriters or the initial purchasers in Rule 144A offering that is being reoffered by the initial

purchasers in such offering and shall provide written notice of such price upon the determination of such

price

Anything to the contrary in this Section 7.02 notwithstanding the preemptive right to purchase

Covered Securities granted by this Section 7.02 shall terminate as of and not be available any time after the

date on which the Investor sells greater than 50% of the Purchased Shares purchased by such Investor

provided that in the case of CapGen any Investor listed on Schedule 3.02bI such preemptive right

shall terminate in accordance with this Section 7.02d when and if CapGen such Investor as

applicablel owns less than 4.9% of the outstanding Common Stock of the Company

In addition to the pricing provision of Section 7.02c the Company will offer and sell the

Designated Securities to the Investor upon terms and conditions not less favorable than the most favorable

terms and conditions offered to other persons or entities in Qualified Offering

Section 7.03 Compensation Matters Prior to the Closing the Board or if appropriate any committee

thereof shall adopt appropriate resolutions and take all other actions necessary
and appropriate including

securing any necessary waivers or consents to provide that the issuance of the Purchased Shares to the Investors

as contemplated by this Agreement will not trigger any payment termination or rights under any change of

control provision in any agreements to which the Company the Bank or any of the Subsidiaries is party

including any employment change in control severance or other compensatory agreements and any Benefit

Plan which results in payments to the counterparty the acceleration or vesting of benefits or payments

including debt repayments

Section 7.04 Reasonable Best Efforts After the Closing Date each party and its officers and directors

shall use their respective reasonable best efforts to take or cause to be taken all further actions necessary or

desirable to carry out the purposes of this Agreement and their respective covenants agreements
and obligations

hereunder
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Section 7.05 No-Shop Certain Other Transactions From the date hereof until the earlier of the

Closing Date or the termination of this Agreement in accordance with its terms the Company shall not and the

Company shall not permit any of its affiliates directors officers or employees to and the Company shall use

reasonable best efforts to cause its other representatives or agents together with directors officers and employees
the Representatives not to directly or indirectly discuss encourage negotiate undertake initiate authorize

recommend propose or enter into whether as the proposed surviving merged acquiring or acquired corporation or

otherwise any transaction involving merger consolidation business combination recapitalization purchase or

disposition of
any material amount of the assets of the Company or any material amount of the Common Stock or

other ownership interests of the Company other than in connection with the Private Placement an Acquisition

Transaction ii facilitate encourage solicit or initiate discussions negotiations or submissions of proposals or

offers in respect of an Acquisition Transaction iii furnish or cause to be furnished to any person any information

concerning the business operations properties or assets of the Company in connection with an Acquisition

Transaction or iv otherwise cooperate in
any way with or assist or participate in facilitate or encourage any

effort or attempt by any other person to do or seek any of the foregoing

The Company shall notify CapGen orally and in writing promptly but in no event later than one

Business Day after receipt by the Company or any of the Representatives thereof of any proposal or offer

from any person other than CapGen to effect an Acquisition Transaction or any request for non-public

information relating to the Company or for access to the properties books or records of the Company by any
Person other than CapGen in connection with an Acquisition Transaction

Notwithstanding anything in this Agreement or the Registration Rights Agreement to the contrary

prior to the Closing the Company shall not directly or indirectly effect or cause to be effected any
transaction with third party that would reasonably be expected to result in change in control for any

purpose regardless of form unless such third party shall have provided prior assurance in writing to CapGen
in form that is reasonably satisfactory to CapGen that the terms of this Agreement and the Registration

Rights Agreement shall be fully performed by the Company or ii by such third party if it is the

successor of the Company or if the Company is its direct or indirect subsidiary For the avoidance of doubt

it is understood and agreed that in the event that such change in control occurs other than as result of

the Private Placement on or prior to the Closing CapGen and each Investor shall maintain the right under

this Agreement to acquire pursuant to the terms and conditions of this Agreement the Purchased Shares to

be purchased by CapGen and such Investor or such other securities or property including cash into which

the Companys Common Stock may have become exchangeable as result of such change in control as if

the Closing had occurred immediately prior to such change in control

Section 7.06 Indemnification

Indemnification of the Investor In addition to the indemnity provided in the Registration Rights

Agreement the Company will indemnify and hold each Investor and its directors officers shareholders

members partners employees and agents and any other
persons with functionally equivalent role of

person holding such titles
notwithstanding lack of such title or any other title each person who controls

the Investor within the meaning of Section 15 of the Securities Act and Section 20 of the Exchange Act
and the directors officers shareholders agents members partners or employees and any other persons
with functionally equivalent role of person holding such titles notwithstanding lack of such title or any
other title of such controlling person each an Investor Party from any and all losses liabilities

obligations claims contingencies damages costs and expenses including all judgments amounts paid in

permitted settlements court costs and reasonable attorneys fees of one counsel and costs of investigation
that any such Investor Party may suffer or incur as result of any breach of any of the representations

warranties covenants or agreements made by the Company in this Agreement or ii any action instituted

against an Investor Party in any capacity by any shareholder of the Company who is not Investor Party or

an affiliate of that Investor Party with respect to this Agreement or any of the transactions contemplated

hereby except to the extent that court has determined in final nonappealable order that any such losses

claims and expenses have resulted directly from an Investor Partys gross negligence or willful misconduct

The Company will not be liable to any Investor Party under this Agreement to the extent but only to the
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extent that loss claim damage or liability is attributable to any Investor Partys breach of any of the

representations warranties covenants or agreements made by such Purchaser Party in this Agreement or in

the other Private Placement Documents

Conduct of Indemnification Proceedings Promptly after receipt by any person the Indemnified

Person of notice of any
demand claim or circumstances which would or might give nse to claim or the

commencement of any action proceeding or investigation in respect of which indemnity may be sought

pursuant to this Section 7.06a such Indemnified Person shall promptly notify the Company in writing and the

Company shall assume the defense thereof including the employment of one counsel reasonably satisfactory

to such Indemnified Person and shall assume the payment of all fees and expenses provided however the

failure of any
Indemnified Person so to notify the Company shall not relieve the Company of its obligations

hereunder except to the extent that the Company is actually and materially and adversely prejudiced by such

failure to notify In any
such proceeding any Indemnified Person shall have the nght to retain its own counsel

but the fees and expenses
of such counsel shall be at the expense

of such Indemnified Person unless the

Company and the Indemnified Person shall have mutually agreed to the retention of such counsel ii the

Company shall have failed promptly to assume the defense of such proceeding and to employ counsel

reasonably satisfactory to such Indemnified Person in such proceeding or iiiin the reasonable judgment of

counsel to such Indemnified Person representation of both parties by the same counsel would be inappropriate

due to actual or potential differing interests between them The Company shall not be liable for any settlement

of any proceeding effected without its written consent which consent shall not be unreasonably withheld

delayed or conditioned Without the prior written consent of the Indenmified Person which consent shall not

be unreasonably withheld delayed or conditioned the Company shall not effect any settlement of any pending

or threatened proceeding in respect of which
any

Indemnified Person is or could have been party and

indemnity could have been sought hereinder by such Indemnified Party unless such settlement includes an

unconditional release of such Indemnified Person from all liability arising out of such proceeding

The Company shall not be required to indemnify an Investor Party pursuant to Section 7.07a

with respect to any claim for indemnification if the amoufit of losses and expenses with respect to such

claim including series of related claims are less than $125000 losses and expenses less than such

amount being referred to as De Minimis Claim and unless and until the aggregate amount of all

losses claims and expenses
incurred with respect to all claims other than De Minimis Claims pursuant to

Section 7.07a exceed $750000 the Threshold Amount in which event the Company shall be

responsible for all losses claims and expenses including those below the Threshold Amount

Any claim for indemnification pursuant to this Section 7.07 for breach of any representation or

warranty can only be brought on or prior to the second anniversary of the Closing provided that if notice of

claim for indemnification pursuant to this Section 7.07 for breach of any representation or warranty is

brought prior to the end of such period then the obligation to indemnify in respect of such breach shall

survive as to such claim until such claim has been finally resolved

No party to this Agreement or any of its affiliates shall in any event be liable or otherwise

responsible to any other party or any of its affiliates for any punitive damages of such other party or any

of its affiliates arising out of or relating to this Agreement or the performance or breach hereof

ARTICLE VIII

TERMINATION

Section 8.01 Methods of Termination This Agreement may be terminated at any
time prior to the Closing

by

the mutual written consent in writing of an Investor and the Company but only as to the

terminating Investor

any Investor but only with respect to the terminating Investor or the Company if the Closing shall

not have occurred by December 31 2010 the Termination Date provided however that the right to
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terminate this Agreement under this Section 8.01b shall-not be available to any party whose breach of any

representation or warranty or failure to perform any obligation under this Agreement shall have caused or

resulted in the failure of the Closing

any Investor but only as to the terminating Investor if the Shareholder Approvals are not

received

the Company with respect to an Investor if there has been breach of any representation

warranty covenant or agreement made by such Investor in this Agreement or any such representation and

warranty shall have become untrue after the date of this Agreement such that Section 5.01 would not be

satisfied and such breach or condition is not curable or if curable is not cured within the earlier of 30

days after written notice thereof is given by the Company to the Investor and ii the Termination Date

provided that the Company is not then in breach of any representation warranty covenant agreement or

other obligation contained in this Agreement and provided further that such termination by the Company
shall only be as to the breaching Investor and that notice of such termination shall be provided to all

Investors

an Investor if there has been breach of
any representation warranty covenant or agreement

made by the Company in this Agreement or any such representation and warranty shall have become untrue

after the date of this Agreement such that Section 4.01 would not be satisfied and such breach or condition

is not curable or if curable is not cured within the earlier of 30 days after written notice thereof is given

by the Investor to the Company and ii the Termination Date provided that the terminating Investor is not

then in material breach of any representation warranty covenant agreement or other obligation contained

in this Agreement and provided further that such termination by an Investor shall only be as to such

Investor

the Company or an Investor in writing at any time after any applicable Regulatory Authority has

denied finally or requested the withdrawal of
any application for approval of the Transaction or has stated in

writing that it will not approve the Transaction subject in each case to the provision relating to replacing an

investor in Section 8.01g if an Investor other than CapGen is denied or advised in writing that any

application will not be approved any application for approval of the Transaction

CapGen if other Investors which have committed $45.0 million or more to acquire Purchased

Shares are no longer parties to this Agreement and replacement Investors do not enter into this Agreement
within 45 days after the termination by such initial other Investor in which case the other Investors may
terminate this Agreement upon or following CapGens termination under this Section 8.01h

termination by an Investor or by the Company with respect to one or more Investors shall not effect

termination of this Agreement or the rights and obligations of the remaining parties to this Agreement including
each remaining Investors ability to terminate this Agreement

Section 8.02 Effect of Termination

In the event of termination pursuant to Section 8.01 hereof and exceptas otherwise stated therein

written notice thereof shall be given to the other parties and this Agreement shall terminate immediately

and to the extent provided in Section 8.01 upon receipt of such notice or as otherwise set forth in

Section 8.01d and Section 8.01e unless an extension is consented to in writing by the party having the

right to terminate If this Agreement is terminated as provided herein this Agreement shall become void as

and to the extent provided in Section 8.01 except that Section 7.06 this Section 8.02 and Article shall

survive any such termination provided however that nothing herein shall relieve any breaching party from

liability for an uncured willful breach of representation warranty covenant obligation or agreement

giving rise to such termination
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ARTICLE IX

MISCELLANEOUS

Section 9.01 Certain Definitions The following definitions shall be applicable to the terms set forth

below as used in this Agreement

Accredited Investor has the meaning set forth in Rule 501 promulgated under the Securities Act

affiliate means with respect to any person any
other

person
which directly or indirectly through one or

more intermediaries controls is controlled by or is under common control with such person

Applicable Law means any domestic or foreign federal state or local statute law ordinance rule

administrative interpretation regulation order writ injunction directive judgment decree formal or informal

enforcement action or other requirement of or board of directors resolutions adopted at the request of any

Governmental Authority applicable to the Company or the Subsidiaries or their respective properties assets

officers directors employees or agents in connection with such officers directors employees or agents

activities on behalf of such entity

beneficial ownership and correlative terms have the meaning ascribed in Section 13d3 of the Exchange

Act and Rule 13d-3 thereunder

Board means the Board of Directors of the Company

Business Day means any day that it is not Saturday Sunday or other day in which banks in the State of

South Carolina or New York are authorized or required by law to be closed

Exchange Act means the Securities Exchange Act of 1934 as amended and the regulations promulgated

thereunder

GAAP means U.S generally accepted accounting principles

Material Adverse Effect means any effect circumstance occurrence or change that individually or in the

aggregate is material and adverse to the business assets liabilities results of operations financial condition

cash flows or prospects of the Company and the Subsidiaries as defined below taken as whole or ii would

materially impair the ability of the Company to perform its obligations under this Agreement or consummate the

Closing provided however that Material Adverse Effect shall not be deemed to include any effects

circumstances occurrences or changes after the date hereof generally affecting the commercial banking

industry the economy or the financial real estate securities or credit markets in the United States or elsewhere

in the world including effects on such industry economy or markets resulting from any regulatory or political

conditions or developments or any outbreak or escalation of hostilities declared or undeclared acts of war or

terrorism changes or proposed changes after the date hereof in GAAP changes or proposed changes

after the date hereof in laws governing financial institutions and laws of general applicability or related policies

or interpretations of any Governmental Authority in the case of each of clauses and other than

effects circumstances occurrences or changes to the extent that such effects circumstances occurrences or

changes have materially disproportionate adverse affect on the Company and the Subsidiaries relative to other

companies in the commercial banking industry changes in the market price or trading volume of Common

Stock it being understood and agreed that the exception set forth in this clause does not apply to the

underlying reason or cause giving rise to or contributing to any such change entry into the matters described

in Schedule III unless either varies in any material respect from the drafts described in Schedule III and

previously provided to Investors provided that any material noncompliance with the matters described on

Schedule III shall constitute Material Adverse Effect the write-off by the Company of goodwill in any

amount not to exceed $3.7 million or the establishment of or change to valuation allowance with respect to

deferred tax assets
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person means an individual corporation limited liability company partnership association trust

unincorporated organization other entity or group as defined in Section 13d of the Exchange Act and shall

include any successor by merger or otherwise of such entity

SEC means the U.S Securities and Exchange Commission

Securities Act means the Securities Act of 1933 as amended and the rules and regulations promulgated

thereunder

Subsidiary means any person of which the Company or any of its Subsidiaries is general partner

the voting power to elect majority of the board of directors or others performing similar functions is held by

the Company and or any one or more of its Subsidiaries or more than 50% of the equity interests is directly

or indirectly owned or controlled by the Company or any one or more of its Subsidiaries

In this Agreement the words include includes and including and derivatives thereof are

deemed to include and mean without limitation whether by enumeration or otherwise ii any reference

to an agreement means that agreement as amended or supplemented subject to any restrictions on

amendment contained in that agreement iii unless specified otherwise any reference to statute or

regulation means that statute or regulation as amended or supplemented from time to time and any

corresponding provisions of successor statutes or regulations iv if any date specified in this Agreement as

date for taking action falls on day that is not Business Day then that action may be taken on the next

Business Day and the words party and parties refer only to named party to this Agreement The

singular shall include the plural and any reference to gender shall include all genders

Section 9.02 Specific Performance Each party acknowledges that the other party would be damaged

irreparably in the event any provision of this Agreement is not performed in accordance with its specific terms or

otherwise is breached so that party shall be entitled to injunctive relief to prevent breaches of this Agreement

and to enforce specifically this Agreement and its terms and provisions in addition to any other remedy to which

such party may be entitled hereunder or at law or in equity In particular the parties acknowledge that the

business of the Company and the Subsidiaries is unique and recognize and affirm that in the event the Company
breaches this Agreement money damages alone may be inadequate and the Investor would have no adequate

remedy at law so that the Investor shall have the right in addition to all other rights and remedies existing in its

favor to enforce its rights and the Companys obligations under this Agreement not only by an action for

damages except as specifically provided by Section 9.18 but also by action for specific performance injunctive

and other equitable relief

Section 9.03 Expenses Each party shall pay its own fees and expenses including without limitation the

fees and expenses of its agents representatives attorneys and accountants incurred in connection with the

negotiation drafting execution delivery and performance of this Agreement and the Transaction except as

provided in Section 9.18

Section 9.04 Survival The representations and warranties of the Company contained herein shall survive

the Closing and the delivery of and payment for the Purchased Shares

Section 9.05 Notices All notices requests consents and other communications hereunder shall be in

writing and shall be delivered in person or mailed by certified or registered mail return receipt requested or sent

by recognized overnight courier service addressed as follows

If to the Company at

Palmetto Bancshares Inc

306 East North Street

Greenville South Carolina 29601

Attention Samuel Erwin Chief Executive Officer
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with copy to

Nelson Mullins Riley Scarborough LLP

104 South Main Street

Suite 900

Greenville SC 29601-2122

Attention Neil Grayson

If to the Investor at

CapGen Capital Group LP

do CapGen Financial

280 Park Avenue

40th Floor West Suite 401

New York New York 10017

Attention John Sullivan

with copy to

Jones Day

1420 Peachtree Street N.E

Suite 800

Atlanta Georgia 30309-3053

Attention Ralph MacDonald III

If to any other Investor

As provided on such Investors signature page hereto

or in any such case at such other address or addresses as shall have been furnished in writing by such party to

the others

Section 9.06 No Assignment No Delegation No party may assign any of its rights under this

Agreement except with the prior written consent of the other party provided the Investor may assign its rights to

the Purchased Shares to an affiliate or any person that shares common discretionary investment adviser with the

Investor without consent All assignments of rights are prohibited under this subsection whether they are

voluntary or involuntary by merger regardless of whether the party
is the surviving or disappearing entity

consolidation dissolution operation of law or any other manner For purposes
of this Section 9.06 change of

control is deemed an assignment of rights

No party may delegate any performance under this Agreement

Any purported assignment of rights or delegation of performance in violation of this Section 9.06

is void

Section 9.07 No Third Party
Beneficiaries Except as set forth in Section 7.07 this Agreement is not

intended to and shall not confer any rights or remedies upon any person other than the parties hereto whether as

third party beneficiaries or otherwise other than Indemnified Persons

Section 9.08 Governing Law The laws of the State of New York without giving effect to its conflicts of

law principles govern
all matters arising out of or relating to this Agreement including without limitation its

validity interpretation construction performance and enforcement

Section 9.09 Amendments and Waivers The parties may amend this Agreement only by written

agreement of the parties that identifies itself as an amendment to this Agreement Section 4.06 cannot be waived

No waiver shall be effective unless it is in writing and signed by an authorized representative of the waiving
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party No consideration shall be offered or paid to any Investor to amend or consent to waiver or modification

of any provision of the Private Placement Documents or to exercise any consent right hereunder unless the same

consideration also is offered to all of the Investors pro rata to their agreed-upon investment in Purchased Shares

provided herein provided however that CapGen may be reimbursed for
any expense including legal fees and

charges it incurs in connection with any such amendment waiver or consent

Section 9.10 Severability If any provision of this Agreement is determined to be invalid illegal or

unenforceable the remaining provisions of this Agreement shall remain in full force as long as both the

economic and legal substance of the transactions that this Agreement contemplates are not affected in any

manner materially adverse to any party

Section 9.11 Captions The descriptive headings of the Articles Sections and subsections and the table

of contents of this Agreement are for convenience of reference only do not constitute part of this Agreement

and do not affect this Agreements construction or interpretation

Section 9.12 No Waiver Cumulative Remedies No failure or delay on the part of any party to this

Agreement in exercising any right power or remedy hereunder shall operate as waiver thereof nor shall any

single or partial exercise of any such right power or remedy preclude any other or further exercise thereof or the

exercise of any other right power or remedy hereunder The remedies herein provided are cumulative and not

exclusive of
any

remedies provided by law

Section 9.13 Further Assurances From and after the date of this Agreement upon the request of the

Investor on the one hand or the Company and the Bank on the other the Investor or the Company and the

Bank as applicable shall execute and deliver such other instruments documents and other writings as may be

reasonably necessary or desirable to confirm and carry out and to effectuate fully the intent and purposes of this

Agreement

Section 9.14 No Construction Against Drafter Each party has participated in negotiating and drafting

this Agreement so if an ambiguity or question of intent or interpretation arises this Agreement is to be

construed as if the parties had drafted it jointly as opposed to being construed against party because it was

responsible for drafting one or more provisions of this Agreement

Section 9.15 Entire Agreement This Agreement including the schedules hereto and the Registration

Rights Agreement constitutes the final agreement between the parties It is the complete and exclusive

expression of the parties agreement on the matters contained in this Agreement All prior and contemporaneous

negotiations and agreements between the parties on the matters contained in this Agreement are expressly

merged into and superseded by this Agreement The provisions of this Agreement may not be explained

supplemented or qualified through evidence of trade usage or prior course of dealings In entering into this

Agreement neither party has relied upon any statement representation warranty or agreement of the other party

except for those expressly contained in this Agreement There are no conditions precedent to the effectiveness of

this Agreement other than those expressly stated in this Agreement

Section 9.16 Counterparts The parties may execute this Agreement in multiple counterparts each of

which constitutes an original and all of which collectively constitute only one and the same agreement The

signatures of all of the parties need not appear on the same counterpart and delivery of an executed counterpart

signature page by facsimile shall have the same force and effect as manually executed original This Agreement

is effective upon delivery of one executed counterpart from each party to the other parties

Section 9.17 Independent Nature of Investors Obligations and Rights The obligations of each Investor

under the Private Placement Documents are several and not joint with the obligations of any other Investor and

no Investor shall be responsible in any way for the performance of the obligations of any other Investor under

any Private Placement Document Nothing contained herein or in any other Private Placement Document and no
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action taken by any Investor pursuant hereto or thereto shall be deemed to constitute the Investors as and the

Company acknowledges that the Investors do not so constitute partnership an association joint venture or

any other kind of group or entity or create presumption that the Investors are in any way acting in concert or as

group or entity with respect to such obligations or the transactions contemplated by the Private Placement

Documents or any matters and the Company acknowledges that the Investors are not acting in concert or as

group and the Company shall not assert any such claim with respect to such obligations or the transactions

contemplated by the Private Placement Documents The decision of each Investor to purchase Securities pursuant

to the Private Placement Documents has been made by such Investor independently of any other Investor Each

Investor acknowledges that no other Investor has acted as agent or fiduciary for or representative of such Investor

in connection with such Investor making its investment hereunder and that no other Investor will be acting as

agent or fiduciary for or representative of such Investor in connection with monitoring such Investors

investment in the Securities or enforcing its rights under the Private Placement Documents The Company and

each Investor confirms that each Investor has independently participated with the Company in the negotiation of

the transaction contemplated hereby with the advice of its own counsel and advisors Each Investor shall be

entitled to independently protect and enforce its rights including without limitation the rights arising out of this

Agreement or out of any other Private Placement Documents and it shall not be necessary for any other Investor

to be joined as an additional party in any proceeding for such purpose The use of single agreement to

effectuate the purchase and sale of the Securities contemplated hereby is solely for convenience It is expressly

understood and agreed that each provision contained in this Agreement and in each other Private Placement

Document is between the Company and Investor solely and not between the Company and the Investors

collectively and not between and among the Investors

Section 9.18 Alternative Transaction Payment In the event that at any
time from the date hereof to

365 days following the date of termination of this Agreement by the Company or by CapGen as result of

breach of Section 6.14 by the Company upon or following any of the Company or any affiliate of the Company

entering into an agreement letter of intent term sheet arrangement or understanding whether or not binding

individually and collectively the Alternative Transaction Agreement with any person or entity other than

CapGen including an Investor other than CapGen where CapGen is not the lead investor the Alternative

Transaction to consummate transaction which is in lieu of the Transaction in whole or in part or an

Alternative Transaction is proposed to be consummated outside of this Agreement and specific performance

pursuant to Section 9.02 is unavailable for any reason then CapGen and the other Investors that are then part

of this Agreement shall be owed an Alternative Transaction Payment as defined below of which CapGen shall

receive 70% of the Alternative Transaction Payment and other Investors other than any Investor that is or will be

party to the Alternative Transaction shall receive 30% or ii the Company and the parties to the Alternative

Transaction will deliver to CapGen the Purchased Shares as adjusted upon CapGen receiving the necessary

Regulatory Approvals to insure that CapGens ownership of the Company following the Alternative Transaction

would be the same as if the Transaction had been consummated the As-adjusted Purchased Shares if the

Company is the surviving entity following the Alternative Transaction or such other securities as CapGen would

receive if CapGen held the As-adjusted Purchased Shares immediately prior to the Alternative Transaction upon

CapGen receiving the necessary Regulatory Approvals in each case at price equal to the lesser of the price

per share to be paid by counterparties to the Alternative Transaction or the shareholders of such counterparties

and $2.60 per share in each case as may be equitably adjusted for any transaction where securities other than

Company Common Stock is issued the compensation to be received pursuant to this clause ii being referred to

as Alternative Transaction Compensation If however Alternative Transaction Compensation cannot be paid

or delivered for any reason as result of pending Regulatory Approvals applicable to CapGen and which

approvals are expected by CapGen to be received no more than 80 days from the date the Alternative Transaction

Agreement was entered into then CapGen may elect to defer receipt of the Alternative Transaction

Compensation for up to 80 days or demand at any time in lieu of the Alternative Transaction Compensation the

Alternative Transaction Payment The Alternative Transaction Payment shall be paid in cash in an amount equal

to the positive difference if any between the total amount of consideration including non-cash

consideration to be received by the Company in the Alternative Transaction and the total amount of

consideration payable under this Agreement the Alternative Transaction Payment provided that the
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Alternative Transaction Payment shall not be payable if the price per share of Common Stock in the Alternative

Transaction is less than the price per share of Common Stock to be sold pursuant to this Agreement provided

further that if security convertible into or exercisable for Common Stock is to be sold in the Alternative

Transaction the value
per

share in the Alternative Transaction shall be determined on an as-converted basis Any

Alternative Transaction Payment will be payable jointly and severally by the Company the Bank and the

Companys counterparties to such Alternative Transaction Except as CapGen may elect under this Subsection

9.18b any Alternative Transaction Compensation or Alternative Transaction Payment shall be payable

immediately upon the entry into the Alternative Transaction Agreement

The Alternative Transaction Payment or the Alternative Transaction Compensation will not be

payable upon termination of this Agreement only if the Companys Board has unanimously approved this

Agreement and the Transaction contemplated herein and recommended that the Companys shareholders

vote to approve the Transaction and has not modified or rescinded such approval or modified or withdrawn

such recommendation to the Companys shareholders ii the Companys directors and officers have voted

all their shares of Company Common Stock as provided in Section 2.27 pursuant to the Insider Shareholder

Vote and iii CapGen has not received all necessary Regulatory Authority approvals needed for its

investment in the Purchased Shares by not later than December 31 2010 or CapGen has breached its

obligations under Section 3.06 hereof

The Company and the Bank acknowledge and agree jointly and severally that this Section 9.18 is

an integral part of the Transaction and is in recognition of the time expense and efforts expended and to be

expended by CapGen as the lead Investor and that without this Section 9.18 CapGen would not enter into

this Agreement Accordingly if the Alternative Transaction Payment or the Alternative Transaction

Compensation is not promptly paid or issued and in order to obtain such consideration CapGen commences

lawsuit or action that results in judgment for any of such Alternative Transaction Payment or Alternative

Transaction Compensation the Companys counterparties to such Alternative Transaction shall pay in cash

to CapGen its costs and expenses including reasonable attorneys fees and expenses in connection with

enforcing CapGen rights under this Section 9.18 and Section 1.05 including with respect to such lawsuit

or other action and the Company and the Bank agree jointly and severally to further guarantee such

payment Payment of the Alternative Transaction Payment or the Alternative Transaction Compensation

described in this Section 9.18 shall be the exclusive remedy for termination of this Agreement as specified

in Section 9.18 and shall be in lieu of other damages incurred in the event of any termination of this

Agreement but shall not prevent CapGen from obtaining specific performance as provided in Section 9.02

in all other cases

PAGE FOLLOWS
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The parties have caused this Agreement to be executed as of the date first above written by their respective

duly authorized officials

PALMETTO BANCSHARES INC

By _________________________________
Name Samuel Erwin

Title Chief Executive Officer

Joined in by the Bank as to Section 9.18 only in consideration of the capital to be provided to the Bank from

proceeds of the Private Placement and other good and valuable consideration the receipt of which is

acknowledged

THE PALMETTO BANK

By ________________
Name

Title

PAGE TO STOCK PURCHASE AGREEMENT
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Subscription Amount

$__________________ CAPGEN CAPITAL GROUP LP

Number of Purchased Shares CAPGEN CAPITAL GROUP LLC
THE GENERAL PARTNER OF CAPGEN

CAPITAL GROUP LP

By ______________________

Name John Sullivan

Title Managing Director

PAGE TO STOCK PURCHASE AGREEMENT
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Subscription Amount

$_____________________________

NUMBER OF PURCHASED SHARES INVESTOR

Name Of Investor

By__________

Name

Title

Address for Notices

PAGE TO STOCK PURCHASE AGREEMENT
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Appendix

REGISTRATION RIGHTS AGREEMENT

THIS REGISTRATION RIGHTS AGREEMENT this Agreement is entered into as of May 25 2010 by

and between Palmetto Bancshares Inc South Carolina corporation the Company and the investors listed

on the signature pages hereto the Investors

RECITALS

WHEREAS this Agreement is made pursuant to Stock Purchase Agreement the Stock Purchase

Agreement dated as of May 25 2010 by and between the Company and each Investor

WHEREAS pursuant to the Stock Purchase Agreement and subject to the terms and conditions set forth

therein the Investors have agreed to purchase from the Company pursuant to private placement by the

Company shares the Shares of the Companys common stock par value $5.00 per share the Common

Stock and the Company has agreed to issue and sell the Shares to the Investors and

WHEREAS as condition to the consummation of the transactions contemplated by the Stock Purchase

Agreement the Company has agreed to enter into this Agreement in order to grant certain registration rights to

the Investors as set forth below

NOW THEREFORE in consideration of the foregoing promises and for other good and valuable

consideration the receipt and sufficiency of which are hereby acknowledged the parties intending to be legally

bound hereto agree as follows

SECTION GENERAL

1.1 Definitions As used in this Agreement the following terms shall have the following respective

meanings

Agreement has the meaning set forth in the recitals

Affiliate of any Person means any other Person controlling controlled by or under common control with

such particular person or entity The term control including the terms controlling controlled and under

common control with as used with respect to any Person means the possession direct or indirect of the power

to direct or cause the direction of the management and policies of such Person whether through the ownership of

voting securities by contract or otherwise

Allowable Suspension Period has the meaning set forth in Section 2.5

Business Day means day other than Saturday or Sunday on which banks in the State of New York or

South Carolina are open for the general transaction of business

Closing means the Closing as defined in the Stock Purchase Agreement

Commission or SEC means the Securities and Exchange Commission or any successor agency

Common Stock has the meaning set forth in the recitals

Company has the meaning set forth in the preamble

Effective Date means the date that the registration statement filed pursuant to Section 2.1b is first

declared effective by the Commission
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Effectiveness Deadline means with respect to the initial registration statement required to be filed

pursuant to Section 2.1a the earlier of the 60th calendar day following the Filing Date and ii the 5th

Business Day after the date the Company is notified orally or in writing whichever is earlier by the SEC that

such registration statement will not be reviewed or will not be subject to further review provided that if the

Effectiveness Deadline falls on Saturday Sunday or other day that the Commission is closed for business the

Effectiveness Deadline shall be extended to the next Business Day on which the Commission is open for

business

Effectiveness Period has the meaning set forth in Section 2.1a

Event has the meaning set forth in Sectjon 2.1a

Event Date has the meaning set forth in Section 2.1a

Exchange Act means the Securities Exchange Act of 1934 as amended or similar federal statute

successor thereto and the rules and regulations of the Commission promulgated thereunder as they each may be

in effect from time to time

Filing Date means the earlier of the Filing Deadline and ii the date on which the initial Mandatory

Registration is filed with the SEC

Filing Deadline has the meaning set forth in Section 2.1a

Form S-i means registration statement on Form S-i under the Securities Act as in effect on the date

hereof or any successor or similar registration form under the Securities Act subsequently adopted by the SEC

Form S-3 means registration statement on Form S-3 under the Securities Act as in effect on the date

hereof or any successor or similar registration form under the Securities Act subsequently adopted by the SEC

which permits inclusion or incorporation of substantial information by reference to other documents filed by the

Company with the SEC

Holder means any Investor and any transferee thereof which holds directly of record or indirectly through

broker-dealer or securities clearing agency of record and following notice to the Company and proper transfer

of Shares from time to time Registrable Securities provided that the Investor may transfer its rights under this

Agreement to its Affiliates without consent from the Company

Holder Affiliates has the meaning set forth in Section 2.8a

Investors has the meaning set forth in the preamble

Liquidated Damages has the meaning set forth in Section 2.1a

Mandatory Registration has the meaning set forth in Section 2.1a

Misstatement has the meaning set forth in Section 2.4f

New Stock means Common Stock or securities convertible into or exchangeable or exercisable for

Common Stock or which have voting rights or participation features with Common Stock offered in public or

nonpublic offering by the Company

Person means any individual corporation partnership sole proprietorship joint venture limited liability

company business trust joint stock company trust association or unincorporated organization or any

government or any agency or political subdivision thereof
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Qualified Equity Offering means public or nonpublic offering of New Stock solely for cash and not

pursuant to Special Registration provided however that none of the following offerings shall constitute

Qualified Equity Offering any offering pursuant to any stock purchase plan dividend reinvestment plan

stock ownership plan stock option or equity compensation or incentive plan or other similar plan where stock is

being issued or offered to trust other entity or otherwise to or for the benefit of any employees potential

employees officers or directors of the Company or any offering made as consideration pursuant to an

acquisition or business combination whether structured as merger or otherwise partnership or joint venture

or strategic alliance or investment by the Company or similar non-capital raising transaction but not an offering

to raise capital or monies to pay the purchase consideration for such an acquisition

Register registered and registration shall refer to registration effected by preparing and filing

registration statement in compliance with the Securities Act and the declaration or ordering of effectiveness of

such registration statement

Registrable Securities means the Shares any other shares of Common Stock held by the Holders

and purchased from the Company whether directly or indirectly through an underwriter or placement agent and

any Common Stock of the Company issued or issuable upon the conversion or exercise of any warrant right

preferred stock or other security which is issued after the Closing as dividend stock split or other distribution

or in connection with combination of shares recapitalization merger consolidation or other reorganization

with respect to or in exchange for or in replacement of the Common Stock held by the Holders provided

however that Registrable Securities shall not include any shares of Common Stock which have been sold to the

public by Holder either
pursuant to registration statement or Rule 144 or which have been sold in private

transaction in which the transferors rights under this Agreement are not assigned

Registrable Securities then outstanding shall be the number of shares determined by calculating the total

number of shares of the Companys Common Stock that are Registrable Securities and either are then issued

and outstanding or are issuable pursuant to exercisable or convertible securities

Registration Expenses shall mean all fees and expenses incurred by the Company relating to any

registration qualification or compliance pursuant to this Agreement including any Mandatory Registration or

Shelf Registration including without limitation all registration and filing fees exchange listing fees transfer

agents and registrars fees cost of distributing prospectuses in preliminary and final form as well as any

supplements thereto printing expenses fees and disbursements of counsel for the Company blue sky fees and

expenses Financial Industry Regulatory Authority fees expenses of the Companys independent accountants

and fees and expenses of underwriters excluding discounts and commissions and any other Persons retained by

the Company but shall not include the compensation of regular employees of the Company which shall be paid

in any event by the Company and shall not include Selling Expenses which shall be paid by the Holders

Notwithstanding the foregoing Registration Expenses shall include the reasonable documented fees and

expenses of one counsel chosen by the Holders of majority of the Registrable Securities covered by such

registration for such counsel rendering services customarily performed by counsel for selling shareholders that

are submitted to the Company in writing

Rule 144 means Rule 144 promulgated by the Commission pursuant to the Securities Act as such Rule

may be amended from time to time or any similar rule or regulation hereafter adopted by the Commission

having substantially the same effect as such Rule

SEC or Commission means the Securities and Exchange Commission or any successor agency

SEC Guidance means any publicly-available written or oral guidance comments requirements or

requests of the SEC staff and ii the Securities Act

Securities Act shall mean the Securities Act of 1933 as amended or similar federal statute successor

thereto and the rules and regulations of the Commission promulgated thereunder as they each may from time to

time be in effect
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Selling Expenses shall mean all underwriting discounts selling commissions and stock transfer taxes

applicable to the sale of Registrable Securities and fees and disbursements of counsel for any Holder other than

the fees and disbursements of counsel included in Registration Expenses

Shares has the meaning set forth in the recitals

Shelf Registration has the meaning set forth in Section 2.1a

Shelf Termination Date has the meaning set forth in Section 2.1a

Special Registration means the registration of equity securities and/or options or other rights in respect

thereof solely registered on Form S-4 or Form S-8 or any successor or similar registration form under the

Securities Act shares of equity securities and/or options or other rights in respect thereof to be offered to

directors management employees potential employees consultants customers lenders or vendors of the

Company or its direct or indirect subsidiaries or in connection with dividend reinvestment or stock purchase

plans or rights and shares of Common Stock issuable in respect thereof issued pursuant to the Follow-on

Offering as defined in the Stock Purchase Agreement

Stock Purchase Agreement has the meaning set forth in the recitals

Suspension Period has the meaning set forth in Section 2.5

Violation has the meaning set forth in Section 2.9a

SECTION REGISTRATION

2.1 Demand Registration and Shelf Registration

Mandatory Registration

The Company shall use its reasonable best efforts to file by the 45th day following the

Closing such date the Filing Deadline with the SEC registration statement on Form S-l or such

other SEC form which the Company is eligible to use with respect to the resale from time to time

whether underwritten or otherwise of the Registrable Securities by the Holders The Company shall

use Form S-3 if it is then eligible to use Form S-3 The Company shall use its reasonable best efforts to

promptly respond to all SEC comments if any related to such registration statement but in any event

within two weeks of the receipt thereof and shall use its reasonable best efforts to obtain all such

qualifications and compliances as may be so requested and as would permit or facilitate the sale and

distribution of all of the Holders Registrable Securities including causing such registration statement

to be declared effective by the SEC as soon as practicable after filing and no later than the

Effectiveness Deadline The Company shall use its reasonable best efforts to maintain the effectiveness

of the registration effected pursuant to this Section 2.1a at all times The registration contemplated by

this Section 2.1a is referred to herein as the Mandatory Registration The Mandatory Registration

shall be filed with the SEC in accordance with and pursuant to Rule 415 promulgated under the

Securities Act or any successor rule then in effect Shelf Registration So long as any such Shelf

Registration is effective as required herein and in compliance with the Securities Act and is usable for

resale of Registrable Securities the Holders shall be entitled to demand any number of takedowns

including underwritten takedowns provided that the Registrable Securities requested to be included

in such underwritten takedown constitute at least 25% of the Registrable Securities then outstanding or

ii the anticipated aggregate offering price based on the then-current market prices net of underwriting

discounts and commissions would exceed $10000000 from the Shelf Registration In connection with

any such takedown the Company shall take all customary and reasonable actions that the Company

would take in connection with an underwritten registration pursuant to Section 2.3 including without

limitation all actions referred to in Section 2.5 necessary to effectuate such sale in the manner
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determined by the Holders of at least majority of the Registrable Securities to be included in such

underwritten takedown The Company shall use its reasonable best efforts to cause the registration

statement or statements filed hereunder to remain effective until such date the Shelf Termination

Date that is the earlier of the date on which all Registrable Securities included in the registration

statement shall have been sold or shall have otherwise ceased to be Registrable Securities and ii the

date that all Registrable Securities covered by such registration statement may be sold without volume

or manner of sale restrictions under Rule 144 after taking into account any Holders status as an

Affiliate of the Company for
purposes of Rule 144 and without the requirement for compliance by the

Company with the current public information requirements under Rule 144c or if applicable Rule

l44i2 as determined by counsel to the Company the Effectiveness Period In the event the

Mandatory Registration must be effected on Form S-l or any similar long-form registration as the

Company may elect or is required to use such registration shall nonetheless be filed as Shelf

Registration and the Company shall use its reasonable best efforts to keep such registration current and

effective including by filing periodic post-effective amendments to update the information therein as

determined by counsel to the Company including the financial statements contained in such

registration statement in accordance with Regulation S-X promulgated under the Securities Act until

the Shelf Termination Date The Company shall not include in the Mandatory Registration any

securities which are not Registrable Securities without the prior written consent of the Holders of at

least majority of the Registrabl Securities included in such registration The Company shall request

effectiveness of Registration Statement as of 500 P.M New York City time on Business Day The

Company shall promptly notify the Holders via facsimile or electronic mail in .pdf format data file

of the effectiveness of Registration Statement within one Business Day of the Effective Date The

Company shall by 930 A.M New York City time on the first Business Day after the Effective Date

file final Prospectus with the Commission as required by Rule 424b

ii Notwithstanding the registration obligations set forth in this Section 2.1a in the event the

SEC informs the company that all of the Registrable Securities then outstanding cannot as result of

the application of Rule 415 of the Securities Act be registered for resale as secondary offering on

single registration statement the Company agrees to promptly inform each of the Holders thereof

and use its commercially reasonable efforts to file amendments to the initial registration statement as

required by the SEC and/or ii withdraw the initial registration statement and file new registration

statement in either case covering the maximum number of Registrable Securities permitted to be

registered by the SEC on Form S-3 Form S-i or such other form available to the Company to register

for resale the Registrable Securities as secondary offering provided that prior to filing such

amendment or new registration statement the Company shall be obligated to use its commercially

reasonable efforts to advocate with the Commission for the registration of all of the Registrable

Securities in accordance with the SEC Guidance including without limitation Compliance and

Disclosure Interpretation 612.09 Notwithstanding any other provision of this Agreement if any SEC

Guidance sets forth limitation of the number of Registrable Securities or other shares of Common
Stock permitted to be registered on particular Registration Statement as secondary offering and

notwithstanding that the Company used diligent efforts to advocate with the SEC for the registration of

all or greater number of Registrable Securities the number of Registrable Securities or other shares

of Common Stock to be registered on such registration statement will be reduced on pro rata basis In

the event the Company amends the initial registration statement or files new registration statement as

the case may be under clauses or ii above the Company will use its commercially reasonable

efforts to file with the SEC as promptly as allowed by SEC or SEC Guidance provided to the

Company or to registrants of securities in general one or more registration statements on Form S-3

Form S-i or such other form available to the Company to register for resale those Registrable

Securities that were not registered for resale on the initial registration statement as amended or the

new registration statement

iii If the initial registration statement required to be filed pursuant to this Section 2.1a is

not filed with the SEC on or prior to the Filing Deadline or ii the initial registration statement
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required to be filed pursuant to this Section 2.1a is not declared effective by the SEC or otherwise

does not become effective for any reason on or prior to the Effectiveness Deadline any such failure

being referred to as an Event and the date on which such Event occurs being referred to as an

Event Date for purposes of this Section 1aiii then in addition to any other rights the Holders

may have hereunder or under applicable law on each Event Date the Company shall pay one time to

each Holder an amount in cash as liquidated damages and not as penalty Liquidated Damages

equal to 1% of the purchase price paid in cash for any Registrable Securities held by such Holder on

the Event Date The parties agree
that notwithstanding anything to the contrary herein or in the Stock

Purchase Agreement no Liquidated Damages shall be payable if as of the relevant Event Date the

Registrable Securities may be sold by non-affiliates without volume or manner of sale restrictions

under Rule 144 and the Company is in compliance with the current public information requirements

under Rule 44c or Rule 144i2 if applicable as determined by counsel to the Company The

Effectiveness Deadline for registration statement shall be extended without default or Liquidated

Damages hereunder in the event that the Companys failure to obtain the effectiveness of the

registration statement on timely basis results from the failure of an Investor to timely provide the

Company with information requested by the Company and necessary to complete the registration

statement in accordance with the requirements of the Securities Act in which case the Effectiveness

Deadline would be extended

iv In the event that Form S-3 is not available for the registration of the resale of Registrable

Securities hereunder the Company shall register the resale of the Registrable Securities on another

appropriate form and ii undertake to register the Registrable Securities on Form S-3 promptly after

such form is available provided that the Company shall maintain the effectiveness of the registration

statement then in effect until such time as registration statement on Form S-3 covering the

Registrable Securities has been declared effective by the Commission

Notwithstanding any other provision of this Section 2.1 or Section 2.2 if the managing

underwriter advises the Company that marketing factors require limitation of the number of securities to

be underwritten including Registrable Securities then the Company shall so advise the Holders of

Registrable Securities which would otherwise be included in such underwritten registration or takedown off

the registration statement and the number of shares of Registrable Securities that may be included in the

underwriting shall be allocated to the Holders of such Registrable Securities on pro rata basis based on the

number of Registrable Securities held by all such Holders Any Registrable Securities excluded or

withdrawn from such underwriting shall be withdrawn from the registration or takedown as applicable

Other than any Mandatory Registration required pursuant to Section 2.1b the Company may

include in any registration pursuant to Section 2.1a other securities for sale for its own account or for the

account of any other Person provided that if the managing underwriter for the offering shall determine that

the number of shares proposed to be offered in such offering would be reasonably likely to adversely affect

such offering then the Registrable Securities to be sold by the Holders shall be included in such registration

before any securities proposed to be sold for the account of the Company or any other Person

2.2 Piggyback Registrations

The Company shall notify each Holder who holds Registrable Securities in writing at least 10

Business Days prior to the filing of any registration statement under the Securities Act for purposes of

public offering of securities of the Company whether in connection with public offering of securities by

the Company public offering of securities by shareholders of the Company or both but excluding any

registration relating to an offering that is not Qualified Equity Offering or which is Special Registration

or registration on any registration form that does not permit secondary sales and in any event including

registration resulting from obligations arising out of any other registration rights agreement to which the

Company is party and shall afford each such Holder an opportunity to include in such registration

statement all or part of the Registrable Securities held by such Holder Each Holder desiring to include in

any such registration statement all or any part of the Registrable Securities held by such Holder shall within
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five Business Days after receipt of the above- described notice from the Company so notify the Company in

writing Such notice shall state such Holders desire to include all or part of the Registrable Securities held

by such Holder If Holder decides not to include all of its Registrable Securities in any registration

statement thereafter filed by the Company such Holder shall nevertheless continue to have the right to

include any Registrable Securities in any subsequent registration statement or registration statements as may
be filed by the Company with respect to offerings of its securities all upon the terms and conditions set

forth herein

Underwriting If the registration statement under which the Company gives notice under this

Section 2.2 is for an underwritten offering the Company shall so advise in such notice the Holders who hold

Registrable Securities In such event the right of any such Holder to be included in registration pursuant to

this Section 2.2 shall be conditioned upon such Holders participation in such underwriting and the inclusion

of the Registrable Securities such Holder desires to include in such registration in the underwriting All

Holders proposing to distribute their Registrable Securities through such underwriting shall enter into an

underwriting agreement in
customary form with the underwriter or underwriters selected for such

underwriting by the Company

Notwithstanding any other provision of this Agreement if the managing underwriter determines in good
faith that marketing factors require limitation of the number of shares to be underwritten in registration

statement pursuant to this Section 2.2 the number of shares that may be included in such underwriting shall be

allocated first to the Company second to all Holders who are entitled to participate and who have elected to

participate in the offering pursuant to the terms of this Agreement on pro rata basis based upon the total

number of shares held by each such participating Holder that are subject to piggyback registration rights

pursuant hereto and third to any other shareholder of the Company on pro rata basis

If
any Holder disapproves of the terms of any such underwriting such Holder may elect to withdraw

therefrom by written notice to the Company and the managing underwriter delivered at least 10 calendar

days prior to the effective date of the registration statement or in the case of registration statement on
Form S-3 or similar short-form registration statement by the close of business on the first Business Day
after the public notice of an offering or if the offering is publicly announced at the beginning of Business

Day 400 P.M Eastern Time on such day

Right to Terminate Registration The Company shall have the right to terminate or withdraw

any registration initiated by it under this Section 2.2 prior to the effectiveness of such registration whether or

not any Holder has elected to include securities in such registration The Registration Expenses of such

withdrawn registration shall be borne by the Company in accordance with Section 2.3

2.3 Expenses of Registration Except as specifically provided herein all Registration Expenses incurred

in connection with any registration qualification or compliance hereunder shall be borne by the Company The

obligation of the Company to bear Registration Expenses shall apply irrespective of whether registration once

properly demanded or requested becomes effective or is withdrawn or suspended All Selling Expenses incurred

in connection with any registrations hereunder shall be borne by the Holders of the Shares so registered pro rata

on the basis of the number of Shares so registered Notwithstanding the foregoing the Holders and not the

Company shall be required to pay for expenses of any takedown proceeding begun pursuant to Section 2.1 ai
the request of which has been subsequently withdrawn by the Holders unless the Company has requested the

Holders to withdraw such takedown request or the Company and the Holders of majority of Registered
Securities requesting such takedown determine that such request should be withdrawn or the withdrawal is

based upon material adverse information
concerning the Company that the Company had not publicly disclosed

prior to the request for takedown or that the Company had not otherwise notified the Holders of at the time of

such request for takedown

If the Holders are required to pay the Registration Expenses such expenses shall be borne by the Holders of

Registrable Securities requesting such takedown in proportion to the number of Registrable Securities for which
the takedown was requested
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2.4 Obligations of the Company In the case of Mandatory Registration and whenever required to

effect the registration of any Registrable Securities the Company shall as expeditiously as practicable

In the case of Mandatory Registration prepare
and file with the SEC registration statement

and all amendments and supplements thereto and related prospectuses and issuer free writing prospectuses

as may be necessary to comply with applicable securities laws with respect to such Registrable Securities

and use its reasonable best efforts to cause such registration statement to become effective provided that

before filing registration statement or prospectus or any amendments or supplements thereto and issuer

free writing prospectuses the Company shall furnish to the one counsel selected by the Holders of

majority of the Registrable Securities covered by such registration statement copies of all such documents

proposed to be filed and give such counsel reasonable opportunity to review and comment on such

documents before they are filed and the opportunity to object to any information pertaining to the Holders

that is contained therein and the Company shall make any changes with respect to and in reliance upon

information regarding the Holders reasonably requested by such counsel to such documents prior to filing

and notify each Holder of the effectiveness of each registration statement filed hereunder

In the case of all registration statements other than Mandatory Registration Statement prepare

and file with the SEC registration statement and all amendments and supplements thereto and related

prospectuses
and issuer free writing prospectuses as may be necessary to comply with applicable securities

laws with respect to such Registrable Securities and use all reasonable best efforts to cause such registration

statement to become effective provided that before filing registration statement or prospectus or any

amendments or supplements thereto and issuer free writing prospectuses the Company shall furnish to the

counsel selected by the Holders of majority of Registrable Securities covered by such registration

statement copies of all such documents proposed to be filed and give such counsel reasonable opportunity

to review and comment on such documents before they are filed and the opportunity to object to any

information pertaining to the Holders that is contained therein and the Company shall make any changes

reasonably requested by such counsel with respect to and in reliance upon information regarding the

Holders to such documents prior to filing notify in writing each Holder of the effectiveness of each

registration statement filed hereunder and upon the request of the holders of majority of the Registrable

Securities registered thereunder keep such registration statement effective for up to 180 days or if earlier

until the Holder or Holders have completed the distribution related thereto or period ending on the earlier

of the date on which all Registrable Securities included in the registration statement shall have been sold

or shall have otherwise ceased to be Registrable Securities and ii the date that all Registrable Securities

covered by such registration statement may be sold without volume or manner of sale restrictions under

Rule 144 after taking into account any Holders status as an Affiliate of the Company and without the

requirement for the Company to be in compliance with the current public information requirements under

Rule 144c1 or Rule 144i2 if applicable as determined by counsel to the Company

Provide to each Holder copy of any disclosure regarding the plan of distribution or the selling

Holders in each case with respect to such Holder at least two Business Days in advance of any filing

with the SEC of any registration statement or any amendment or supplement thereto that includes such

information

Furnish to the selling Holders such number of copies of prospectus including preliminary

prospectus and each amendment and supplement thereto in conformity with the requirements of the

Securities Act and such other documents as they may reasonably request in order to facilitate the

disposition of Registrable Securities owned by them

Use its reasonable best efforts to register and qualify the securities covered by such registration

statement under such other securities or Blue Sky laws of such jurisdictions as shall be reasonably requested

by the selling Holders provided that the Company shall not be required in connection therewith or as

condition thereto to qualify to do business or to file general consent to service of process in any such

jurisdictions
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In the event of any underwritten public offering enter into and perform its obligations under an

underwriting agreement in usual and customary form with the managing underwriter of such offering Each

Holder participating in such underwriting shall also enter into and perform its obligations under such an

agreement

Promptly notify each Holder who holds Registrable Securities covered by such registration

statement at any time when prospectus relating thereto is required to be delivered under the Securities Act

of the happening of
any event as result of which the prospectus included in such registration statement as

then in effect includes an untrue statement of material fact or omits to state material fact required to be

stated therein or necessary to make the statements therein not misleading in light of the circumstances under

which they were made Misstatement and the Company shall promptly prepare and file with the SEC
and furnish to each such Holder reasonable number of copies of supplement or amendment to such

prospectus so that as thereafter delivered to the purchasers of such Registrable Securities such
prospectus

shall not contain an untrue statement of material fact or omit to state any fact
necessary to make the

statements therein not misleading in light of the circumstances under which they were made

Use its reasonable best efforts to furnish on the date that such Registrable Securities are delivered

to the underwriters for sale if such securities are being sold through underwriters an opinion dated as of

such date of the counsel representing the Company for the
purposes of such registration in form and

substance as is customarily given to underwriters in an underwritten public offering addressed to the

underwriters if any and ii comfort letter dated as of such date from the independent registered public

accountants of the Company in form and substance as is customarily given by independent registered public

accountants to underwriters in an underwritten public offering addressed to the underwriters

Promptly notify each Holder who holds Registrable Securities covered by such registration

statement in the event of the issuance of any stop order suspending the effectiveness of registration

statement or any order suspending or preventing the use of any related
prospectus or suspending the

qualification of any equity securities included in such registration statement for sale in any jurisdiction and

use its reasonable best efforts promptly to obtain the withdrawal of such order

The Company shall not grant to any other Person the right to request the Company to register any
shares of Common Stock or any other security of the Company in registration unless such registration

rights specify that no registration statement in
respect of such registration rights may be filed unless one

or more registration statements covering all Registrable Securities is then effective with the SEC or

ii provide for Special Registration

The Company shall
cooperate with the Holders to facilitate the timely preparation and delivery of

Registrable Securities whether through The Depository Trust Company the DTC book-entry or

physical certificates which certificates shall be free to the extent permitted under law of all restrictive

legends and to enable such Registrable Securities to be in such denominations and registered in such names

as any such Holders may reasonably request Registrable Securities in certificated form and free from all

restrictive legends may be transmitted by the transfer agent to Holder by crediting the account of such

Holders prime broker with DTC as directed by such Holder

The Company shall otherwise use commercially reasonable efforts to comply with all applicable

rules and regulations of the Commission under the Securities Act and the Exchange Act including Rule

172 notify the Holders promptly if the Company no longer satisfies the conditions of Rule 172 and take

such other actions as may be reasonably necessary to facilitate the registration of the Registrable Securities

hereunder

The Company shall use commercially reasonable efforts to list the Registrable Securities covered

by such registration statement with any securities exchange on which the Common Stock of the Company is

then listed if any

C9



2.5 Suspension of Sales Upon receipt of written notice from the Company that registration statement

or prospectus contains Misstatement each Holder who holds Registrable Securities shall forthwith discontinue

disposition of Registrable Securities until such Holder has received copies of the supplemented or amended

prospectus that corrects such Misstatement or until such Holder is advised in writing by the Company that the

use of the prospectus may be resumed Suspension Period and if so directed by the Company such Holder

shall deliver to the Company at the Companys expense all copies other than permanent file copies then in

such Holders possession of the prospectus covering such Registrable Securities current at the time of receipt of

such notice The total number of days that any
such suspension may be in effect in any 180-day period shall not

exceed 45 days each Suspension Period complying with this provision being an Allowable Suspension

Period In addition the Allowable Suspension Period shall also include up to 30 days in each case where an

amendment to the registration statement on Form S-I is required to update such registration statement subject to

15 day further extension if such amendment is reviewed by the SEC in each case solely as result of the filing

of periodic reports and current reports under Exchange Act

2.6 Termination of Registration Rights Holders registration rights shall expire if all Registrable

Securities held by such Holder and its Affiliates partners members and former members may be sold without

volume or manner of sale restrictions under Rule 144 after taking into account any Holders status as an

Affiliate of the Company as determined by counsel to the Company and without the requirement for the

Company to be in compliance with the current public information requirements under Rule 144c or Rule

144i2 if applicable as determined by counsel to the Company In no event shall this Agreement terminate as

to Holder that is an Affiliate of the Company prior to the expiration of three months after such Holder ceased to

be an Affiliate of the Company and provided further that at least one year has elapsed since such Holder

acquired the Shares from the Company or from an Affiliate of the Company

2.7 Delay of Registration Furnishing Information

No Holder shall have any right to obtain or seek an injunction restraining or otherwise delaying

any such registration as the result of any controversy that might arise with respect to the interpretation or

implementation of this Section

It shall be condition precedent to the obligations of the Company to take any
action pursuant to

Sections 2.1 or Section 2.2 that the selling Holders shall furnish to the Company such information regarding

themselves the Registrable Securities held by them and the intended method of disposition of such

securities as shall be required to effect the registration of their Registrable Securities

The Company shall have no obligation with respect to any
takedown requested pursuant to

Section 2.1 ai except that any expenses in connection with such takedown or attempted takedown shall

be Registration Expenses if the number of shares or the anticipated aggregate offering price of the

Registrable Securities to be included in the takedown does not equal or exceed the number of shares or the

anticipated aggregate offering price required to originally trigger the Companys obligation to initiate such

takdown as specified in Section 2.1ai

2.8 Indemnification In the event any Registrable Securities are included in registration statement

under this Section

To the extent permitted by law the Company will indemnify and hold harmless each Holder the

officers directors agents general partners managing members managers affiliates and employees of each

Holder collectively Holder Affiliates and each Person if any who controls such Holder and Holder

Affiliates within the meaning of the Securities Act or the Exchange Act against any losses claims damages

or liabilities joint or several to which they may become subject under the Securities Act or the Exchange Act

or other federal or state law insofar as such losses claims damages or liabilities or actions in respect thereof

arise out of or are based upon any of the following statements omissions or violations collectively

Violation any untrue statement or alleged untrue statement of material fact contained in such

registration statement including any preliminary prospectus or final prospectus contained therein or any
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amendments or supplements thereto except to the extent that such untrue statement or alleged untrue statement

is based solely upon information provided in writing by such Holder expressly for use therein ii the omission

or alleged omission to state therein material fact required to be stated therein or necessary to make the

statements therein not misleading except to the extent that such omission or alleged omission is based solely

upon information provided in writing by such Holder expressly for use therein or iii any violation or alleged
violation by the Company of the Securities Act the Exchange Act any state securities law or any rule or

regulation promulgated under the Securities Act the Exchange Act or any state securities law and the

Company will pay to each such Holder or Holder Affiliate or controlling Person as accrued any legal or other

expenses reasonably incurred by them in connection with investigating or defending any such loss claim

damage liability or action provided however that the indemnity agreement contained in this Section 2.9a
shall not apply to amounts paid in settlement of any such loss claim damage liability or action if such

settlement is effected without the prior written consent of the Company

To the extent permitted by law and provided that such Holder is not entitled to indemnification

pursuant to Section 2.8a above with
respect to such matter each selling Holder severally and not jointly

will indemnify and hold harmless the Company each of its directors each of its officers who has signed the

registration statement and each Person if any who controls the Company within the meaning of the

Securities Act or the Exchange Act against any losses claims damages or liabilities to which any of the

foregoing persons may become subject under the Securities Act the Exchange Act or other federal or state

law insofar as such losses claims damages or liabilities or actions in respect thereof arise out of or are

based upon any untrue statement or alleged untrue statement of material fact regarding such Holder and

provided in writing by such Holder expressly for use in such registration statement including any

preliminary prospectus or final prospectus contained therein or any amendments supplements or free

writing prospectuses thereto or ii the omission or alleged omission to state therein material fact required

to be stated therein or necessary to make the statements therein not misleading in each case to the extent

and only to the extent that such untrue statement or alleged untrue statement or omission or alleged

omission was made in such registration statement preliminary or final prospectus amendment supplement

or free writing prospectuses thereto in reliance upon and in conformity with written information furnished

by such Holder expressly for use in connection with such registration statement and each such Holder will

pay the Company or controlling Person as accrued any legal or other expenses reasonably incurred by them

in connection with investigating or defending any such loss claim damage liability or action as result of

such Holders untrue statement or omission provided however that the indemnity agreement contained in

this Section 2.8b shall not apply to amounts paid in settlement of any such loss claim damage liability or

action if such settlement is effected without the consent of the Holders provided that the

indemnification obligations in this Section 2.8b shall be individual and several not joint for each Holder

and in no event shall the
aggregate of all indemnification payments by any Holder under this

Section 2.8b exceed the net proceeds from the offering received by such Holder

Promptly after receipt by an indemnified party under this Section 2.9 of notice of the

commencement of any claim or action including any governmental action such indemnified party will if

claim in respect thereof is to be made against any indemnifying party under this Section 2.8 deliver to the

indemnifying party written notice of the commencement thereof and the indemnifying party shall have the

right to participate in and to the extent the indemnifying party so desires jointly with any other

indemnifying party similarly noticed to assume the defense thereof with counsel mutually satisfactory to

the parties provided however that an indemnified party together with all other indemnified parties which

may be represented without conflict by one counsel shall have the right to retain one separate counsel with

the reasonable fees and expenses of such counsel to be paid by the indemnifying party if representation of

such indemnified party by the counsel retained by the indemnifying party would be inappropriate due to

actual or potential differing interests between such indemnified party and any other party represented by
such counsel in such proceeding The failure to deliver written notice to the indemnifying party within

reasonable time of the commencement of any such action shall not relieve such indemnifying party of any

liability to the indemnified party under this Section 2.8 except to the extent such failure to give notice has

material adverse effect on the ability of the indemnifying party to defend such action
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If the indemnification provided for in this Section 2.8 is held by court of competent jurisdiction

to be unavailable to an indemnified party with respect to any loss liability claim damage or expense

referred to therein then the indemnifying party in lieu of indemnifying such indemnified party hereunder

shall contribute to the amount paid or payable by such indemnified party as result of such loss liability

claim damage or expense in such proportion as is appropriate to reflect the relative fault of the

indemnifying party on the one hand and of the indemnified party on the other in connection with the

statements or omissions that resulted in such loss liability claim damage or expense as well as any other

relevant equitable considerations The relative fault of the indenmifying party and of the indemnified party

shall be determined by reference to among other things whether the untrue or alleged untrue statement of

material fact or the omission to state material fact relates to information supplied by the indemnifying

party or by the indemnified party and the parties relative intent knowledge access to information and

opportunity to correct or prevent such statement or omission Notwithstanding the foregoing the amount

any
Holder will be obligated to contribute pursuant to this Section 2.8d will be limited to an amount equal

to the
per

share offering price less any underwriting discount and commissions multiplied by the number

of shares sold by such Holder pursuant to the registration statement which gives rise to such obligation to

contribute less the aggregate amount of any damages which such Holder has otherwise been required to pay

in respect of such loss liability claim damage or expense or any substantially similar loss liability claim

damage or expense arising from the sale of such Registrable Securities No
person guilty of fraudulent

misrepresentation within the meaning of Section 111 of the Securities Act will be entitled to contribution

hereunder from any person who was not guilty of such fraudulent misrepresentation

Notwithstanding the foregoing to the extent that the provisions on indemnification and

contribution contained in the underwriting agreement entered into in connection with the underwritten

public offering are in conflict with the foregoing provisions the provisions in the underwriting agreement

shall control provided that the indemnification provisions of the Holders in any underwriting agreement

may not conflict with the provisions of this Section 2.8 without the consent of the Holders

fj The obligations of the Company and the Holders under this Section 2.8 shall survive the

completion of any offering of shares of Common Stock in registration statement under this Section and

otherwise The indemnity and contribution agreements contained in this Section 2.8 are in addition to any

liability that an indemnifying party may have to an indemnified party

2.9 Rule 144 Reporting With view to making available to the Holders the benefits of certain rules and

regulations of the SEC which may permit the sale of the Registrable Securities to the public without registration

the Company agrees to use its reasonable best efforts to

make and keep public information available as those terms are understood and defined in Rule

144 or any similar or analogous rule promulgated under the Securities Act at all times after the effective

date of this Agreement

file with the SEC in timely manner all reports and other documents required of the Company

under the Exchange Act and

so long as Holder owns any Registrable Securities furnish to such Holder promptly upon

request written statement by the Company as to its compliance with the reporting requirements of Rule

144 and of the Exchange Act copy of the most recent annual or quarterly report of the Company and

such other reports and documents as Holder may reasonably request in availing itself of any rule or

regulation of the SEC allowing it to sell any such securities without registration

SECTION MISCELLANEOUS

3.1 S-3 Eligibility Each Holder acknowledges that as of the date of this Agreement the Company is not

eligible to utilize Form S-3 and that there can be no assurance as to when or even if the Company will become

eligible to utilize Form S-3
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3.2 Successors and Assigns Except as otherwise provided herein the terms and conditions of this

Agreement shall inure to the benefit of and be binding upon the respective successors and assigns of the parties

including any transferees of any shares of Registrable Securities In addition whether or not any express

assignment shall have been made the provisions of this Agreement which are for the benefit of the Holders as

such shall be for the benefit of and enforceable by any subsequent Holder Nothing in this Agreement express

or implied is intended to or shall confer upon any Person other than the parties hereto or their respective

successors and assigns including any transferees of any shares of Registrable Securities or any subsequent
Holder any rights remedies obligations or liabilities under or by reason of this Agreement except as expressly

provided in this Agreement

3.3 Governing Law This Agreement shall be governed by and construed under the laws of the State of

New York without regard to its conflicts of laws rules

3.4 Counterparts This Agreement may be executed in two or more counterparts each of which shall be

deemed an original but all of which together shall constitute one and the same instrument

3.5 Titles etc The titles and subtitles used in this Agreement are used for convenience only and are not

to be considered in construing or interpreting this Agreement Herein the singular shall include the plural and

vice versa any reference to gender shall include any genders and the words include including and

derivations thereof shall mean without limitation whether by enumeration or otherwise

3.6 Notices Unless otherwise provided any notice required or permitted under this Agreement shall be

given in writing and shall be deemed effectively given upon personal delivery to the party to be notified or upon
deposit with the United States Post Office by registered or certified mail postage prepaid and addressed to the

party to be notified at the address indicated for such party on the signature page hereof or at such other address

as such party may designate or by delivery with reliable overnight delivery service by three days advance

written notice to the other parties

3.7 Amendments and Waivers Any term of this Agreement may be amended and the observance of
any

term of this Agreement may be waived either generally or in particular instance and either retroactively or

prospectively only with the written consent of the Company and the Holders as long as the Holders hold

Registrable Securities Any amendment or waiver effected in accordance with this paragraph shall be binding

upon each Holder of any Registrable Securities then outstanding and the Company

3.8
Severability If one or more provisions of this Agreement are held to be unenforceable under

applicable law such provision shall be excluded from this Agreement and the balance of the Agreement shall be

interpreted as if such provision were so excluded and shall be enforceable in accordance with its terms

3.9 Aggregation of Stock All shares of Registrable Securities held or acquired by any Holders which are

Affiliates shall be aggregated together for the purpose of determining the availability of
any rights under this

Agreement

3.10 Entire Agreement This Agreement constitutes the full and entire understanding and agreement

among the parties with regard to the subject matter hereof

3.11 Effectiveness This Agreement shall become effective as of and subject to the Closing as defined

in the Stock Purchase Agreement If the Stock Purchase Agreement is terminated then this Agreement shall be

deemed terminated ab initio

3.12 Prohibition on Other Registration Statements
Notwithstanding anything to the contrary contained

herein the Company will not file registration statement with respect to the Follow-on Offering as defined in the

Securities Purchase Agreement prior to the filing of registration statement pursuant to Section 2.1a hereof

OF THIS PAGE INTENTIONALLY LEFT BLANK
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IN WITNESS WHEREOF the parties hereto have caused and this Agreement to be executed by their

respect undersigned officers thereto duly authorized as of the date set forth in the first paragraph hereof

PALMETTO BANCSHARES INC

By ________________________________
Name

Title

Address 306 East North Street

Greenville South Carolina 29601

INVESTOR

By ____
Name

Title

Address
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AMENDMENT NO
TO THE

STOCK PURCHASE AGREEMENT
AND THE

REGISTRATION RIGHTS AGREEMENT

This Amendment No the Amendment dated as of June 2010 is to the Stock Purchase Agreement

dated as of May 25 2010 the Stock Purchase Agreement by and among PALMETTO BANCSHARES INC
South Carolina corporation the Company and CAPGEN CAPITAL GROUP LP Delaware limited

partnership CapGen and each of the respective other investors set forth on the signature pages to this

Agreement collectively with CapGen the Investors is dated as of June 2010 This Amendment also

amends the Registration Rights Agreement the Registration Rights Agreement between the Company and the

Investors that is an exhibit to the Stock Purchase Agreement

This Amendment modifies and clarifies certain terms of the Stock Purchase Agreement and the Registration

Rights Agreement as set forth below to meet Investor requests Capitalized terms used but not defined herein

shall have the same respective meanings as provided in the Stock Purchase Agreement and Registration Rights

Agreement respectively

In consideration of the premises and other good and valuable consideration the receipt of which is

acknowledged the parties intending to be legally bound agree as follows

SECTION
AMENDMENTS TO THE STOCK PURCHASE AGREEMENT

Section 1.01 Section 1.05 of the Stock Purchase Agreement is amended to read in its entirety as follows

Section 1.05 Transaction Fees and Expenses The Company has agreed as of the date hereof

whether or not the Private Placement is consummated to reimburse CapGen for legal fees and expenses

in the amount of $250000 and ii reimburse CapGen for all legal fees and
expenses incurred with respect to

negotiating this Agreement the Registration Rights Agreement and the other terms of the Private Placement

including the Transaction with Investors other than CapGen and any amendments to such agreements or

the Private Placement provided that the total amount of reimbursement to CapGen pursuant to this

Section 1.05 shall not exceed $500000

Section 1.02 The last sentence of Section 2.02 of the Stock Purchase Agreement is amended to read in its

entirety as follows

Each of the Company and the Bank has all requisite corporate power and authority and has taken all

corporate action
necessary subject to the receipt of the Shareholder Approvals described in this Agreement

in order to execute deliver and perform its obligations under this Agreement and to consummate the Private

Placement including the Transaction

Section 1.03 Section 2.22 of the Stock Purchase Agreement is amended to change the word limit in the

fourth line from the bottom of this Section to would permit so that Section 2.22 shall read in its entirety as

follows

Section 2.22 Computer and Technology Security The Company and the Subsidiaries have in place

reasonable safeguards of the information technology systems utilized in the operation of the business of the

Company and the Subsidiaries consistent with the guidance of its Regulatory Authorities including the

implementation of procedures intended to ensure that such information technology systems are free from

any disabling codes or instructions timer copy protection device clock counter or other limiting design or

routing and any back door time bomb Trojan horse worm drop dead device virus or other
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software routines or hardware components that in each case would permit unauthorized access or the

unauthorized disablement or unauthorized erasure of data or other software by third party and to the

Companys knowledge there have been no successful unauthorized intrusions or breaches of the security of

the information technology systems

Section 1.04 The first sentence of Section 2.34 is amended to read as follows

The Company has no other agreements with any Investor to purchase shares of Common Stock on terms

that are not substantially similar to the terms of this Agreement except with respect to the allocation of

payments and amounts due in the event of an Alternative Transaction under Section 9.18 below

Section 1.05 Section 3.02b of the Stock Purchase Agreement is amended to read in its entirety as

follows

No Investor other than CapGen is or will be immediately following the Closing bank

holding company under the BHCA No Investor has or is acting in concert with any other Person other than

with such Investors affiliates Except for CapGen each Investor represents and warrants that it does not and

will not as result of its purchase or holding of the Purchased Shares or any other securities of the Company

have control of the Company or the Bank and has no present intention of acquiring control of the

Company or the Bank for purposes of the BHCA or except as provided in the immediately following

sentence the Change in Bank Control Act If required Patriot Financial Partners L.P Patriot will file

notice under the Change in Bank Control Act with respect to Patriots purchase of Purchased Shares which

would result in Patriot holding more than 9.9% and not more than 19.9% of the Companys outstanding

shares of Common Stock at all times following the Private Placement

Section 1.06 Section 4.01 of the Stock Purchase Agreement is amended to read in its entirety as follows

Section 4.01 Representations and Warranties to be True and Correct The representations and

warranties contained in Article are true and correct in all material respects as of the date of this Agreement

and are true and correct in all material respects at and as of the Closing Date as though such representations

and warranties had been made on and as of the Closing Date except to the extent such representations

and warranties are limited expressly to an earlier date in which case the accuracy
of such representations

and warranties shall be determined on and as of such date and ii to the extent that such representations and

warranties are qualified by the term material or Material Adverse Effect such representations and

warranties as so written including the term material or Material Adverse Effect Shall be true and

correct at and as of the applicable dates and the chief executive officer of the Company shall have certified

such compliance to the Investor in writing on behalf of the Company prior to Closing

Section 1.07 Section 4.04 of the Stock Purchase Agreement is amended to read in its entirety as follows

Section 4.04 Corporate Approvals Shareholder Approvals All corporate approvals to be taken by

the Company in connection with the Private Placement including the Transaction shall have been obtained

and remain in full force and effect The Companys shareholders shall have approved the amendment to the

Companys Amended and Restated Articles of Incorporation in the form attached as Schedule IV hereto

and such amendment to the Amended and Restated Articles of Incorporation shall have been filed with the

South Carolina Secretary of State and be in full force and effect The Companys shareholders shall have

approved any other matters if any with respect to the Private Placement including the Transaction which

require approval by the Companys shareholders pursuant to the Companys articles of incorporation

bylaws Applicable Law or otherwise

and corresponding Schedule IV attached hereto shall be added

Section 1.08 Section 4.05a is amended to read in its entirety as follows

CapGen has received all regulatory approvals necessary to complete the Transaction including

approval of its application to the Federal Reserve to acquire control of the Company and the Bank the

Investor Regulatory Application Patriot has received written determination of non-control of the
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Company and the Bank from the Federal Reserve for purposes of the BHCA and has either received notice

of intent not to disapprove its acquisition of shares of Common Stock under the Change in Bank Control Act

or has received written determination from the Federal Reserve or delivered certificate from an officer

of Patriot certifying information from the Federal Reserve that no such notice under the Change in Bank

Control Act is required

Section 1.09 Section 4.05g of the Stock Purchase Agreement is amended to add sentence that reads as

follows

Prior to Closing on the Closing Date the Company will update Section 2.07a and Section 2.25b of

the Disclosure Schedule promptly upon the change of any information therein and deliver such updated

information to CapGen and the Investors

Section 1.10 Section 4.07 of the Stock Purchase Agreement is amended to read in its entirety as follows

Section 4.07 Sales of Shares At the Closing the Company shall concurrently sell to all Investors

including CapGen Common Stock in the Private Placement in the aggregate amount of not less than $100

million in each case at purchase price per share of $2.60 in accordance with the terms of this

Agreement

Section 1.11 new sentence shall be added to Section 5.03 which will read in its entirety as follows

Patriot has received written determination of non-control of the Company and the Bank from the

Federal Reserve for purposes of the BHCA and has either received notice of intent not to disapprove its

acquisition of shares of Common Stock under the Change in Bank Control Act or has received written

determination from the Federal Reserve or delivered certificate from an officer of Patriot certifying

information from the Federal Reserve that no such notice under the Change in Bank Control Act is required

Section 1.12 new Section 6.02d is added to the Stock Purchase Agreement which will read in its

entirety as follows

Notwithstanding anything to the contrary contained in this Section 6.02 none of CapGen or any

other Investor will be obligated to provide to the Company any documentation or information to the extent

such documentation or information is confidential or proprietary to CapGen or such other Investor

Section 1.13 Section 6.04b of the Stock Purchase Agreement is amended to read in its entirety as

follows

As promptly as practicable following the date of this Agreement the Company shall call

special meeting of its shareholders the Shareholders Meeting for the
purpose

of obtaining the Requisite

Shareholder Vote in connection with this Agreement and the Proposals and shall use its reasonable best

efforts to cause such Shareholders Meeting to occur as promptly as reasonably practicable and in any event

no later than sixty 60 days after the date Investors have executed this Agreement to purchase $100 million

of Purchased Shares The Proxy Statement shall include the Company Board Recommendation and the

Board and all applicable committees thereof shall use its reasonable best efforts to obtain from the

Companys shareholders the Requisite Shareholder Vote in favor of the approval of the Proposals the

Shareholder Approvals

Section 1.14 Section 6.07 of the Stock Purchase Agreement is amended to read in its entirety as follows

Section 6.07 Board Matters

Prior to the Closing Date the Company shall expand the Board by up to three directors and cause

the Nominating and Corporate Governance Committee of the Board to nominate and the Board shall have

appointed subject to the Closing one designee of Patriot and up to two designees of CapGen each as

director of the Company to fill effective as of the Closing the vacancies created by such expansion of the
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Board For so long as CapGen or Patriot or any of their affiliates as applicable owns more than 9.9% of the

Companys outstanding Common Stock and subject to satisfaction of all legal and governance requirements

applicable to all Board members regarding service as director of the Company the Company shall cause

the nomination of one person designated by Patriot and up to two people designated by CapGen for election

to the Board at each annual meeting at which the term of each such director expires or upon the death

resignation removal or disqualification of each such director if earlier Patriot and CapGen shall each

provide written notice of such desigriees to the Company together with any information pertaining to the

nominated persons reasonably requested by the Company Upon receipt of such notice and information the

Company shall do or cause to be done all things and take or cause to be taken all actions necessary

including filing and actively seeking approvals of all applications for prior approval of all Governmental

Authorities under Applicable Law necessary or expedient to having such designees be elected and qualified

to serve as members of the Companys Board as soon thereafter as reasonably practicable The Company

shafl also elect Patriots and CapGen designees to the Banks board of directors and to the board of

directors of any other subsidiary requested by Patriot or CapGen as applicable After the Closing but prior

to the election and qualification of Patriot or CapGen designees as applicable Patriot shall have the right

to designate one non-voting observer and CapGen shall have the right to designate two nonvoting observers

to the boards of directors of each of the Company and the Bank

Each of Patriots and CapGens designees as Company director shall provide the Company with

directors and officers questionnaire and provide such other background information as ordinarily

requested by the Company from time to time of its other directors and officers

The Company shall waive any equity ownership requirements in connection with Patriots and

CapGen designees and serving as director of the Company and the Bank based upon such Investors

holdings of shares of Company Common Stock provided however that in accordance with

Section
34-3-40 of the SCC the Company agrees to issue to each of Patriots and CapGens designees as

director of the Company and the Bank and each of Patriot and CapGen agree
that it on behalf of each of

their designees shall each purchase for $2.60 per share and hold subject to any regulatory approval shares

of Common Stock of the Company having an aggregate value of at least $500 which shares may be

transferred to Patriot and CapGen and/or
any

future Person designated by Patriot or CapGen as applicable

to serve as director of the Company and the Bank Each of Patriot and CapGen agree
that its respective

designees as Company directors will be an Accredited Invesior within the meaning of the Securities Act

The Company shall waive or exempt each of Patriots and CapGens designees from any
South

Carolina residence requirements in its bylaws or other applicable policies

If required under Section 32 of the Federal Deposit Insurance Act the FDI Act or any other law

rule regulation order or requirement Of any Governmental Authority the Company shall promptly seek and

use its reasonable best efforts to promptly obtain all approvals necessary to having each of Patriots and

CapGens designees to the board of directors approved by all applicable Governmental Authorities

Notwithstanding anything to the contrary in this Section 6.07 if at tny time Patriot or CapGen as

applicable owns 9.9% or less of the outstanding shares of Company Conmion Stock then Patriots or

CapGens right as applicable to nominate such members to the Companys board of directors the Banks

board of directors and the board of directors of any other subsidiary requested by Patriot or CapGen as

applicable granted by this Section 6.07 will terminate and such right will be lost permanently irrespective of

whether Patriots or CapGen as applicable ownership of Company Common Stock increases again after the

loss of such right If at any time Patriot shall no longer have the right to designate member of the Board

pursuant to this Section 6.07f the number of designees that CapGen may designate shall be reduced to one

Section 1.15 Sections 6.10 6.11 6.13 and 6.14 of the Stock Purchase Agreement are amended such that

references to the prior written consent of CapGen shall read the prior written consent of 66% of the Investors

and CapGen based on the aggregate Purchase Price payable hereunder at the date of determination by CapGen and

the Investors and all references to CapGen having such approval rights over other Investors are deleted
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Section 1.16 Section 6.12 ofthe Stock Purchase Agreement is amended to read in its entirety as follows

Section 6.12 Investor Call CapGen will issue the Investor Call to its investors five days after

receipt of the last approval of the Regulatory Authorities and the satisfaction or waiver of all other

conditions under this Agreement needed for Closing of the Transaction

Section 1.17 Section 6.15a of the Stock Purchase Agreement is amended to read in its entirety as

follows

The Company and CapGen shall consult with each other before issuing any press release with

respect to the Transaction or this Agreement and shall not issue any such press release or make any such

public statements without the prior consent of the other which consent shall not be unreasonably withheld

or delayed provided however that the Company may without the prior consent of CapGen but after such

consultation to the extent practicable in the circumstances issue such press release or make such public

statements or filings as may be required by Applicable Law or required by Section 6.15 or below

Section 1.18 Section 6.17 is amended to read in its entirety as follows

Section 6.17 Listing The Company will not list or seek to list
any of its securities on any

securities exchange or other market that would result in the Private Placement or the Transaction or any

aspect thereof requiring shareholder approval for any reason Following the Closing and the Shareholders

Meeting the Company shall use its reasonable best efforts to list the Listing the shares of Common

Stock on Nasdaq or another national securities exchange by nine months following the Closing Date

Section 1.19 Section 7.01 is amended to read in its entirety as follows

Section 7.01 Bank Holding Company Status Following the Closing and as long as the Investor

holds shares of the Company no Investor other than CapGen shall have or exercise control for purposes

of the BHCA of the Company or the Bank

Section 1.20 Section 7.02aE of the Stock Purºhase Agreement is amended to read as follows

up to 384615 shares of Common Stock to be issued and sold to officers of the Company in

connection with and upon the Closing at cash purchase price of $2.60 per
share the Executive Officer

Investment

Section 1.21 new Section 7.07 is added which shall read in its entirety as follows

Section 7.07 If it is determined by the Federal Reserve or any other applicable Governmental

Authority that Patriot is bank holding company and controls directly or indirectly the Bank and one or

more other depository institutions for purposes of Section 5e of the Federal Deposit Insurance Act it shall

give immediate notice to the Company and to any other company that then controls or is deemed to be in

control of the Company or the Bank and Shall promptly take such actiohs so that it is no longer bank

holding company under the BHCA or in control directly or indirectly of the Bank and so that the Bank has

no liability under Section 5e of the Federal Deposit Insurance Act with respect to any other depository

institution controlled directly or indirectly by Patriot In the event the Company makes non-prorata

purchase of shares of its Common Stock including purchases of fractional shares resulting from stock

split or similar transaction prior to the Listing then the Company will simultaneously purchase any

shares of Common Stock held by Patriot that would cause Patriot to hold more than 19.9% of the

Companys outstanding Common Stock immediately after such purchase and ii following the Listing

then the Company shall give Patriot at least 20 days prior notice of such purchase and Patriot shall sell

shares of Common Stock it holds so that at all times Patriot shall own not more than 19.9% of the

Companys outstanding shares of Common Stock

Section 1.22 Section 7.02d of the Stock Purchase Agreement is amended to read in its entirety as follows

Anything to the contrary in this Section 7.02 notwithstanding the preemptive right to purchase

Covered Securities granted by this Section 7.02 shall terminate as of and not be available any time after the
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date on which the Investor sells greater than 50% of the Purchased Shares purchased by such Investor

provided that in the case of CapOen and Patriot such preemptive right shall terminate in accordance with

this Section 7.02d when and if CapGen or Patriot as applicable owns less than 4.9% of the outstanding

Common Stock of the Company

Section 1.23 Section 7.05b of the Stock Purchase Agreement is amended to read in its entirety as

follows

The Company shall notify CapGen and each other Investor orally and in writing promptly but in

no event later than one Business Day after receipt by the Company or any of the Representatives thereof of

any proposal or offer from any person other than CapGen and the other Investors pursuant to this Agreement

to effect an Acquisition Transaction or any request for non-public information relating to the Company or

for access to the properties books or records of the Company in connection with an Acquisition

Transaction

Section 1.24 Section 7.06c of the Stock Purchase Agreement is amended to change the De Minimis

Claim from $125000 to $50000 and to change the Threshold Amount from $750000 to $250000

Section 1.25 Section 9.15 of the Stock Purchase Agreement is amended to change the first sentence to

read in its entirety as follows

This Agreement including the schedules hereto the Registration Rights Agreement each as amended

hereby and any other written agreement between any Investor and the Company entered into in connection

herewith constitutes the final Agreement between the Parties

Section 1.26 Section 9.18 of the Stock Purchase Agreement is amended such that Section 9.18 shall read

in its entirety as follows

In the event that at any time from the date hereof through the 365th day following the date of

termination of this Agreement by the Company or by CapGen as result of breach of Section 6.14

by the Company upon or following any of the Company or any affiliate of the Company entering into one

or more Alternative Transaction Agreements with respect to any Alternative Transaction or an Alternative

Transaction is proposed to be consummated outside of this Agreement and specific performance pursuant to

Section 9.02 is unavailable for any reason then upon the determination of CapGen and Investors that are

then parties to this Agreement excluding any Investor that is or will be party to the Alternative

Transaction which have subscribed to two-thirds 66 2/3% of the Purchased Securities to be purchased by

CapGen and such other remaining Investors

CapGen and all such Investors that are then parties to this Agreement excluding any Investor

that is or will be party to the Alternative Transaction shall receive the product of the positive

difference if any between the Alternative Transaction Amount and $2.60 and 38461540 the

Alternative Transaction Payment with CapGen being entitled to 70% of the total Alternative

Transaction Payment and the other Investors that are then parties to this Agreement excluding any

Investor that is or will be party to the Alternative Transaction being entitled to 30% of the

Alternative Transaction Payment or

ii The Company and the parties to the Alternative Transaction will deliver to CapGen and the

other Investors that are then parties to this Agreement excluding any Investor that is or will be party

to the Alternative Transaction the same number of shares of Company Common Stock as the

As-adjusted Purchased Shares or the Alternative Transaction Securities that would result from the

As-adjusted Purchased Shares in each case at price per share equal to the lesser of the price per

share to be paid by counterparties to the Alternative Transaction or the shareholders of such

counterparties and $2.60 per share If however Alternative Transaction Consideration cannot be

delivered for any reason as result of pending Regulatory Approvals applicable to CapGen or any such

other Investor and which approvals are expected by CapGen or such other Investor to be received no
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more than 80 days from the date the Alternative Transaction Agreement was entered into then each of

CapGen and any such other Investor separately and individually may elect to defer receipt of the

Alternative Transaction Compensation for up to 80 days or demand at any time in lieu of the

Alternative Transaction Compensation the Alternative Transaction Payment

provided that if the Alternative Transaction Payment is selected in no event except as set forth in

Section 9.18b below shall CapGen and the Investors receive less than an aggregate of $5.0 million

allocated 70% to CapGen and 30% to all the other Investors that are then parties to this Agreement

excluding any Investor that is or will be party to the Alternative Transaction

Notwithstanding the proviso at the end of Subsection 9.18a indicated above and without

duplicating the minimum amount set forth in the preceding clause in the event of an Alternative

Transaction where the consideration paid to the Company is the same or less per share or per equivalent

share than that paid per share or per equivalent share hereunder then the Company shall pay CapGen and

the other Investors transaction fee of $5.0 million with CapGen being entitled to 70% of the total

Alternative Transaction Payment and the other Investors that are then parties to this Agreement excluding

any Investor that is or will be party to the Alternative Transaction being entitled to 30% In no event shall

more than one such $5 million payment be made If an Alternative Transaction consists of an aggregate

investment of less than $85 million no Alternative Transaction Payment or Alternative Transaction fee shall

be payable

Any Alternative Transaction Payment and other cash payable otherwise under this Section 9.18

will be payable jointly and severally by the Company the Bank and the Companys counterparties to such

Alternative Transaction Except as CapGen may elect under this Subsection 9.18b any Alternative

Transaction Compensation or Alternative Transaction Payment shall be payable immediately upon the entry

into the Alternative Transaction Agreement

The Alternative Transaction Payment or the Alternative Transaction Compensation will not be

payable upon termination of this Agreement only if the Companys Board has unanimously approved this

Agreement and the Transaction contemplated herein and recommended that the Companys shareholders

vote to approve the Transaction and has not modified or rescinded such approval or modified or withdrawn

such recommendation to the Companys shareholders ii the Companys directors and officers have voted

all their shares of Company Common Stock as provided in Section 2.27 pursuant to the Insider Shareholder

Vote and iii CapGen has not received all
necessary Regulatory Authority approvals needed for its

investment in the Purchased Shares by not later than December 31 2010 or CapGen has breached its

obligations under Section 3.06 hereof

The Company and the Bank acknowledge and agree jointly and severally that this Section 9.18 is

an integral part of the Transaction and is in recognition of the time expense
and efforts expended and to be

expended by CapGen as the lead Investor and that without this Section 9.18 CapGen would not enter into

this Agreement Accordingly if the Alternative Transaction Payment or the Alternative Transaction

Compensation is not promptly paid or issued and in order to obtain such consideration CapGen commences

lawsuit or action that results in judgment for
any

of such Alternative Transaction Payment or Alternative

Transaction Compensation the Companys counterparties to such Alternative Transaction shall pay in cash

to CapGen its costs and expenses including reasonable attorneys fees and expenses in connection with

enforcing CapGen rights under this Section 9.18 and Section 1.05 including with respect to such lawsuit

or other action and the Company and the Bank agree jointly and severally to further guarantee such

payment Payment of the Alternative Transaction Payment or the Alternative Transaction Compensation

described in this Section 9.18 shall be the exclusive remedy for termination of this Agreement as specified

in Section 9.18 and shall be in lieu of other damages incurred in the event of any termination of this

Agreement but shall not prevent CapGen from obtaining specific performance as provided in Section 9.02

in all other cases

D-7



For purposes
of this Section 9.18 the following terms shall have respective meanings set forth

below

Alternative Transaction means any transaction by or with the Company or any affiliate of the

Company and any person other than CapOen including any transaction with an Investor other than

CapGen where CapGen is not the lead investor which is in lieu of the Transaction in whole or in part

Alternative Transaction Agreement means any agleement letter of intent term sheet

arrangement or understanding whether or not binding that provides for or contemplates an Alternative

Transaction provided that following the termination of this Agreement this term shall only refer to

any executed agreement that is or purports to be binding upon the Company and/or the Bank

Alternative Transaction Amount means the total fair market value per share paid for Company

Common Stock in an Alternative Transaction where the Company is the surviving or continuing entity

If security convertible into or exercisable or exchangeable for Common Stock whether directly or

indirectly is to be sold or issued in the Alternative Transaction the Alternative Transaction Amount

shall be the amount paid per share of Common Stock on an as-converted basis

Alternative Transaction Consideration means the total fair market value of the Alternative

Transaction Securities and all other consideration including cash receivable by the Company or

holders of shares of Company Common Stock in an Alternative Transaction where the Company is not

the surviving or continuing entity If security convertible into or exercisable or exchangeable for

Common Stock whether directly or indirectly is to be sold or issued in the Alternative Transaction the

Alternative Transaction Consideration as the higher of the amount so paid or on as-converted basis

Alternative Transaction Securities means the shares of capital stock and other securities of any

acquirer of the Company that would be issuable to CapGen and the other Investors hereunder if

CapGen and the other Investors held As-adjusted Purchased Shares immediately prior to the

Alternative Transaction

As-adjusted Purchased Shares means the number of shares of Company Common Stock needed

to be delivered by the Company upon completion of an Alternative Transaction to insure that CapGens

and the other Investors respective ownership of the Company immediately following the Alternative

Transaction would be the same as if the Transaction had been consummated

Section 1.27 Section 2.26 of the Disclosure Schedule regarding the Placement Agents fees is amended as

provided in attached Schedule 1.08

Section 1.28 Certaincross references in the Stock Purchase Agreement are corrected as follows

In Section 1.02 the preamble to Article IV and Section 9.09 the references to Section 4.06 are

changed to Section 4.05

In Section 6.15 the reference to Section 6.13 is changed to Section 6.15

In Section 7.06 and Section 9.07 the references to Section 7.07 are changed to Section 7.06 and

In Section 8.01g the reference to Section 8.01h is changed to Section 8.01g
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SECTION IL

AMENDMENTS TO THE REGISTRATION RIGHTS AGREEMENT

Section 2.01 Section 2.1 ai is amended to change the filing deadline to the 30th day following the

Closing and to clarify the Shelf Termination Date Section 2.01 ai of the Registration Rights Agreement shall

read in its entirety as follows

SECTION REGISTRATION

2.1 Demand Registration and Shelf Registration

Mandatory Registration

The Company shall use its reasonable best efforts to file by the 30th day following the

Closing such date the Filing Deadline with the SEC registration statement on Form S-i or

such other SEC form which the Company is eligible to use with respect to the resale from time to

time whether underwritten or otherwise of the Registrable Securities by the Holders The Company

shall use Form S-3 if it is then eligible to use Form S-3 The Company shall use its reasonable best

efforts to promptly respond to all SEC comments if any related to such registration statement but in

any event within two weeks of the receipt thereof and shall use its reasonable best efforts to obtain

all such qualifications and compliances as may be so requested and as would permit or facilitate the

sale and distribution of all of the Holders Registrable Securities including causing such registration

statement to be declared effective by the SEC as soon as practicable after filing and no later than the

Effectiveness Deadline The Company shall use its reasonable best efforts to maintain the

effectiveness of the registration effected pursuant to this Section 2.1a at all times The registration

contemplated by this Section 2.1a is referred to herein as the Mandatory Registration The

Mandatory Registration shall be filed with the SEC in accordance with and pursuant to Rule 415

promulgated under the Securities Act or any successor rule then in effect Shelf Registration

So long as any such Shelf Registration is effective as required herein and in compliance with the

Securities Act and is usable for resale of Registrable Securities the Holders shall be entitled to

demand any number of takedowns including underwritten takedowns provided that the

Registrable Securities requested to be included in such underwritten takedown constitute at least

25% of the Registrable Securities then outstanding or ii the anticipated aggregate offering price

based on the then-current market prices net of underwriting discounts and commissions would

exceed $10000000 from the Shelf Registration In connection with any such takedown the

Company shall take all customary and reasonable actions that the Company would take in

connection with an underwritten registration pursuant to Section 2.3 including without limitation

all actions referred to in Section 2.5 necessary to effectuate such sale in the manner determined by

the Holders of at least majority of the Registrable Securities to be included in such underwritten

takedown The Company shall use its reasonable best efforts to cause the registration statement or

statements filed hereunder to remain effective until such date the Shelf Termination Date that is

the earlier of the date on which all Registrable Securities included in the registration statement

shall have been sold to the public by Holder either pursuant to registration statement or Rule 144

or shall otherwise have ceased to be Registrable Securities and ii the date that all Registrable

Securities covered by such registration statement may be sold without volume or manner of sale

restrictions under Rule 144 after taking into account any Holders status as an Affiliate of the

Company for purposes of Rule i44 and without the requirement for compliance by the Company

with the current public information requirements under Rule 144cl or if applicable Rule

144i2 as determined by counsel to the Company the Effectiveness Period In the event the

Mandatory Registration must be effected on Form S-i or any similar long-form registration as the

Company may elect or is required to use such registration shall nonetheless be filed as Shelf

Registration and the Company shall use its reasonable best efforts to keep such registration current

and effective including by filing periodic post-effective amendments to update the information

therein as determined by counsel to the Company including the financial statements contained in
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such registration statement in accordance with Regulation S-X promulgated under the Securities Act

until the Shelf Termination Date The Company shall not include in the Mandatory Registration any

securities which are not Registrable Securities without the prior written consent of the Holders of at

least majority of the Registrable Securities included in such registration The Company shall

request effectiveness of Registration Statement as of 500 P.M New York City time on Business

Day The Company shall promptly notify the Holders via facsimile or electronic mail in .pdf
format data file of the effectiveness of Registration Statement within one Business Day of the

Effective Date The Company shall by 930 A.M New York City time on the first Business Day

after the Effective Date file final Prospectus with the Commission as required by Rule 424b

Section 2.02 Section 2.1 aii is changed to add the following three sentences at the end of such Section

Notwithstanding anything contained in this Agreement to the contrary no Holder shall be named

as an underwriter in any registration statement whether or not pursuant to SEC Guidance without the

prior written consent of such Holder If such consent is not granted by the Holder the Company shall

no longer have any obligations to register such Holders Shares only with respect to such registration

statement but shall continue to have such obligation with respect to any subsequent registration

statement filed with respect to Registrable Securities or piggyback registration pursuant to

Section 2.2 in each case provided such Holder consents to be named an underwriter therein if and as

required for such subsequent registration statement on the same bases as provided in this

Section 2.1 aii If the Company requests the consent of
any

Holder to be named as an underwriter in

registration statement the Company shall simultaneously furnish to such Holder the form of

registration statement proposed to be filed along with
any

additional materials that such Holder may

reasonably request

Section 2.03 Section 2.4h is amended by adding the following sentence at the end of such Section

If any Holder is named as an underwriter in any registration statement after consent of such Holder

then all references to underwriters in this Section 2.4h shall include all Holders named as underwriters in

such registration statement provided the Investor shall cooperate with the Company and supply such

information or responses required to permit the Companys independent registered public accountants to

provide comfort letter to such Investor and provided further that the Company shall direct its counsel

and independent registered public accountants to deliver legal opinions and comfort letters respectively to

any such persons deemed underwriters

Section 2.04 Certain cross references are corrected in Section 2.8 as follows

The reference to Section 2.9 in Section 2.8a is changed to Section 2.8a and the reference in

the first line of Section 2.8c is changed from Section 2.9 to Section 2.8

Section 2.05 Section 3.10 is changed to read in its entirety as follows

3.10 Entire Agreement This Agreement the Stock Purchase Agreement and any other agreement

entered into between
any Investor and the Company in connection herewith constitutes the full and entire

understanding and agreement among the parties with regard to the subject matter hereof

Section 2.06 Miscellaneous

This Amendment shall be governed by the laws of the State of New York without giving effect to its

conflicts of law principles and may be executed in multiple counterparts each of which shall constitute an

original all of which collectively shall constitute one and the same Amendment No By executing this

Amendment the undersigned acknowledge and agree that they are parties to Stock Purchase Agreement and

Registration Rights Agreement respectively Except as expressly modified herein all terms of the Stock

Purchase Agreement and the Registration Rights Agreement are hereby ratified and affirmed by each of the

parties hereto and such Agreement shall remain in full force and effect unmodified hereby
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Each of the undersigned have executed or caused this Amendment No to be executed as of the date first

above written by their respective duly authorized officials

PALMEUO BANCSHARES INC

By
Name Samuel Erwin

Title Chief Executive Officer

Joined in by the Bank as to Section 2.02 as to the Bank only and Section 9.18 only in consideration of the

capital to be provided to the Bank from proceeds of the Private Placement and other good and valuable

consideration the receipt of which is acknowledged

THE PALMEUO BANK

By
Name

Title
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CAPGEN CAPITAL GROUP LP

CAPGEN CAPITAL GROUP LLC
THE GENERAL PARTNER OF CAPGEN

CAPITAL GROUP LP

By
Name John Sullivan

Title Managing Director
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INVESTOR

Name Of Investor

By
Name

Title

Address for Notices
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SCHEDULE 1.08

No change from the fees set forth in the Stock Purchase Agreement
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SCHEDULE IV

The Corporation shall have the authority exercisable by its Board of Directors to issue up to 75000000

shares of common stock par value $.01 per share and to issue up to 2500000 shares of preferred stock par

value $.01 per
share The Board of Directors shall have the authority to specify the preferences limitations and

relative rights within the limits set forth in Section 33-6-101 of the South Carolina Business Corporation Act of

1988 or any successor provision or redesignation thereof as applicable of the preferred stock or one or more

series within the class of preferred stock Without limiting the foregoing and notwithstanding anything to the

contrary in these Article of Incorporation with respect to directors generally whenever the holders of preferred

stock or one or more series of preferred stock issued by the Corporation shall have the right voting separately

or together by class or series to elect one or more directors at an annual or special meeting of shareholders the

election term of office terms of removal filling of vacancies and other features of such directorships shall be

governed by the rights of such preferred stock as set forth in the articles of amendment adopted by the Board of

Directors that determines the preferences limitations and relative rights of such class or series Except as

otherwise required by law holders of preferred stock including any series of preferred stock shall be entitled

only to such voting rights if any as shall be expressly granted thereto by these Articles of Incorporation

References to these Articles of Incorporation refer to the Corporations Articles of Incorporation as the same

shall be amended from time to time including without limitation amendments adopted by the Board of

Directors that determine the preferences limitations and relative rights of the preferred stock or one or more

series within the class of preferred stock
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Appendix

May 25 2010

Board of Directors

Palmetto Bancshares Inc

306 East North Street

Greenville South Carolina 29601

Members of the Board

You have requested our opinion as to the fairness from financial point of view to the existing holders of

the outstanding shares of common stock of Palmetto Bancshares Inc the Company as to the $2.60 price per

share to be paid by investors the Offering Price in connection with the issuance of up to 42307692 shares of

common stock in accordance with the terms of the Stock Purchase Agreement dated May 25 2010 the

Agreement and shares of common stock expected to be issued in subsequent rights offering the Capital

Raise CapGen Capital Group L.P CapGen is serving as the lead investor under the Agreement

For purposes of this opinion and in connection with our review of the Capital Raise we have among other

things

Reviewed the Agreement

Participated in discussions with representatives of the Company concerning the Companys financial

condition businesses assets earnings prospects and regulatory relationships including discussions

with senior management as to its views regarding future financial performance

Reviewed the Companys recent filings with the Securities and Exchange Commission including its

proxy statement filed on April 30 2010 annual reports on Form 10-K for the three years ended

December 31 2009 2008 and 2007 and quarterly reports on Form 10-Q for the quarters ended

March 31 2010 September 30 2009 and June 30 2009

Reviewed current reports to shareholders of the Company as filed on Form 8-K with the Securities and

Exchange Commission from January 2007 to the date hereof

Reviewed the publicly available historical pricing metrics for certain comparable transactions

involving issuers of common stock in recapitalization transactions with similar financial characteristics

as the Company

Reviewed various internal loan asset quality loan loss reserve calculations liquidity and other

financial reports of the Company

Reviewed the report of Protiviti Inc dated April 2010 regarding the Companys loan portfolio and

credit risk management practices the Protiviti Report

Reviewed regulatory and compliance reports of the Company

Reviewed financial projections developed by the management of the Company

Reviewed the results of the Companys capital raising efforts

Studied the pro forma impact of the Capital Raise on the assets equity net income earnings per share

and book value per share of the Company and

Reviewed such other information and performed such other studies and analyses as we considered

relevant

We have assumed and relied without independent verification upon the accuracy and completeness of all of

the financial and other information that has been provided to us by the Company and its representatives and of

the publicly available information that was reviewed by us We are not experts in the evaluation of allowances
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Board of Directors

Palmetto Bancshares Inc

May 25 2010

Page

for loan losses and have not independently verified such allowances and have relied on and assumed that the

aggregate allowances for loan losses set forth in the balance sheet of the Company at March 31 2010 are

adequate to cover such losses and complied fully with applicable law regulatory policy and sound banking

practice as of the date of such financial statements however we note that based on our review of the Protiviti

Report and discussions with management the Company will be required to maintain elevated provision expenses

this year and into 2011 We were not retained to and we did not conduct physical inspection of any of the

properties or facilities of the Company did not make any independent evaluation or appraisal of the assets

liabilities or prospects of the Company were not furnished with any such evaluation or appraisal and did not

review any individual credit files Our opinion is necessarily based on economic market and other conditions as

in effect on and the information made available to us as of the date hereof

Howe Barnes Hoefer Arnett Inc Howe Barnes as part of its investment banking business is

regularly engaged in the valuation of banks and bank holding companies thrifts and thrift holding companies

and various other financial services companies in connection with mergers and acquisitions initial and

secondary offerings of securities and valuations for other purposes In rendering this fairness opinion we have

acted on behalf of the Board of Directors of the Company and will receive fee for our services payable upon

delivery of this opinion Our fee for providing this fairness opinion is $250000 the Opinion Fee Howe
Barnes shall be paid fee equal to 6.0% of the gross proceeds of the offering raised from investors introduced to

the Company by Howe Barnes plus 3.0% of the gross proceeds of the offering raised from officers directors

and local investors indentified by the Company the Placement Fee In the event that the Capital Raise is

consummated the Opinion Fee will be fully credited against the Placement Fee payable to Howe Barnes In the

event the Capital Raise is not consummated Howe Barnes will be paid an advisory fee of up to $100000 for its

services as the Companys financial advisor The Company also has agreed to reimburse us for our reasonable

out-of-pocket expenses in serving as the Companys financial advisor

Howe Barnes opinion as expressed herein is limited to the fairness from financial point of view of the

Offering Price in connection with the Capital Raise and does not address the Companys underlying business

decision to proceed with the Capital Raise This letter does not address the relative merits of the Capital Raise as

compared to any other alternative business strategies that may exist for the Company We have been retained on

behalf of the Board of Directors of the Company and our opinion does not constitute recommendation to any
director of the Company as to how such director should vote with respect to whether or not to undertake the

Capital Raise We express no opinion with
respect to the amount or nature of any compensation to any officers

directors or employees of the Company or any class of such persons relative to the consideration to be received

by the Company in the Capital Raise or with respect to the fairness of any such compensation

During the two years preceding the date of the opinion there has been no material relationship with the

Company or CapGen in which compensation was received by Howe Barnes

Except as hereinafter provided this opinion may not be disclosed communicated reproduced disseminated

quoted or referred to at any time to any third party or in any manner or for any purpose whatsoever without our

prior written consent except as set forth in our engagement letter This letter is addressed and directed to the

Board of Directors in its consideration of the Capital Raise and is not intended to be and does not constitute

recommendation to undertake the Capital Raise The opinion herein expressed is intended solely for the benefit

of the Board of Directors in connection with the matters addressed herein and may not be relied upon by any

other person or entity without our written consent

This opinion was approved by the fairness opinion committee of Howe Barnes
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Subject to the foregoing and based on our experience as investment bankers our activities as described

above and all other factors we have considered and deemed relevant we are of the opinion as of the date hereof

the Offering Price of the shares of common stock to be issued in Capital Raise is fair from financial point of

view to the Company and to the existing holders of the Companys common stock

Sincerely

HOWE BAtEs H0EFER ARNETT INC
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Appendix

PALMETTO BANCSHARES INC AND SUBSIDIARY

Consolidated Balance Sheets

dollars in thousands except per share data

March 31 December 31
2010 2009

unaudited

Assets

Cash and cash equivalents

Cash and due from banks 156984 188084

Total cash and cash equivalents 156984 188084

Federal Home Loan Bank FHLB stock at cost 7010 7010

Investment securities available for sale at fair value 115893 119986

Mortgage loans held for sale 1121 3884

Loans gross 1010247 1040312

Less allowance for loan losses 28426 24079

Loans net 981821 1016233

Premises and equipment net 30225 29605

Goodwill net 3691 3691

Accrued interest receivable 4221 4322

Real estate acquired in settlement of loans 28867 27826

Income tax refund receivable 738 20869

Other 17892 14440

Total assets $1348463 $1435950

Liabilities and shareholders equity

Liabilities

Qeposits

Noninterest-bearing 139454 142609

Interest-bearing 989159 1072305

Total deposits 1128613 1214914

Retail repurchase agreements 21417 15545

Commercial paper Master notes 18948 19061

Long-term borrowings 96000 101000

Convertible debt 380

Accrued interest payable 1528 2020

Other 10599 8395

Total liabilities 1277485 1360935

Shareholders equity

Preferred stockpar value $0.01 per share authorized 2500000 shares at both March 31
2010 and December 31 2009 none issued and outstanding at both March 31 2010 and

December 31 2009

Common stockpar value $5.00 per share authorized 25000000 shares at both

March 31 2010 and December 31 2009 issued and outstanding 6495130 at both

March 31 2010 and December 31 2009 32295 32282

Capital surplus 2677 2599

Retained earnings 41802 47094

Accumulated other comprehensive loss net of tax 5796 6960

Total shareholders equity 70978 75015

Total liabilities and shareholders equity $1348463 $1435950

See Notes to Consolidated Financial Statements
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PALMETTO BANCSHARES INC AND SUBSIDIARY

Consolidated Statements of Income Loss

dollars in thousands except per share data unaudited

For the three month

periods

ended March 31

2010 2009

Interest income

Interest earned on cash and cash equivalents 67

Dividends paid on FHLB stock

Interest earned on investment securities available for sale

United States U.S Treasury and federal agencies taxable

State and municipal nontaxable 385 429

Collateralized mortgage obligations taxable 613 841

Other mortgage-backed taxable 198 263

Interest and fees earned on loans 13605 16027

Total interest income 14879 17566

Interest expense

Interest paid on deposits 3563 4712

Interest paid on retail repurchase agreements 14 13

Interest paid on commercial paper 10 15

Interest paid on other short-term borrowings 77

Interest paid on long-term borrowings 493 371

Total interest expense 4080 5188

Net interest income 10799 12378

Provision for loan losses 10750 2175

Net interest income after provision for loan losses 49 10203

Noninterest income

Service charges on deposit accounts net 1950 1884

Fees for trust and investment management and brokerage services 651 534

Mortgage-banking 620 865

Automatic teller machine 303 300

Merchant services 794 278

Investment securities gains

Other 614 568

Total noninterest income 4940 4431

Noninterest expense

Salaries and other personnel 6135 5915

Occupancy 1171 916

Furniture and equipment 967 883

Loss on disposition of premises furniture and equipment 55

Federal Deposit Insurance Corporation FDIC deposit insurance assessment 715 454

Mortgage-servicing rights portfolio amortization and impairment 191 414

Marketing 295 368

Real estate acquired in settlement of loans writedowns and expenses 1012 29

Other 2832 2483

Total noninterest expense 13323 11517

Net income loss before provision benefit for income taxes 8334 3117

Provision benefit for income taxes 3042 1123

Net income loss 5292 1994

Common and per share data

Net income loss basic 0.82 0.31

Net income loss diluted 0.82 0.31

Cash dividends 0.06

Book value 10.93 18.12

Weighted average common shares outstanding basic 6455598 6448668

Weighted average common shares outstanding diluted 6455598 6529972

See Notes to Consolidated Financial Statements
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PALMETTO BANCSHARES INC AND SUBSIDIARY
Consolidated Statements of Changes in Shareholders Equity and Comprehensive Income Loss

dollars in thousands except per share data unaudited

Accumulated

Shares of other

common Common Capital Retained comprehensive
stock stock surplus earnings income loss net Total

Balance at December 31 2008 6446090 $32230 $2095 $87568 $61 17 $115776
Net income 1994 1994
Other comprehensive loss net of tax

Investment securities available for sale

Change in unrealized position during the

period net of tax impact of $84 138
Reclassification adjustment included in

net income net of tax impact of $1

Net unrealized loss on investment securities

available for sale 139

Comprehensive income 1855
Cash dividend declared and paid $0.06 per

share 389 389
Compensation expense related to stock option

plan 16 16

Excess tax benefit from equity-based awards 107 107

Common stock issued pursuant to stock option

plan 4000 20 86 106

Common stock issued pursuant to restricted stock

plan 37540 10 69
______

79

Balance at March 31 2009 6487630 $32260 $2373 $89173 $6256 $117550

Balance at December 31 2009 6495130 $32282 $2599 $47094 $6960 75015
Net loss 5292 5292
Other comprehensive income loss net of tax

Investment securities available for sale

Change in unrealized position during the

period net of tax impact of $715 1169
Reclassification adjustment included in

net income net of tax impact of $3

Net unrealized gain on investment securities

available for sale 1164

Comprehensive loss 4128
Cash dividend declared and paid $0.00 per

share

Compensation expense related to stock option

plan

Common stock issued pursuant to restricted stock

plan 13 71 ____ 84

Balance at March 31 2010 6495130 $32295 $2677 $41802 $5796 70978

See Notes to Consolidated Financial Statements

F-3



PALMETTO BANCSHARES INC AND SUBSIDIARY

Consolidated Statements of Cash Flows

in thousands unaudited

Operating activities

Net income loss

Adjustments to reconcile net income loss to net cash provided by operating activities

Depreciation

Amortization of core deposit intangibles

Loss on dispositions of premises held for sale

Amortization of unearned discounts premiums on investment securities available for sale

net

Investment securities available for sale gains

Provision for loan losses

Originations of mortgage loans held for sale

Proceeds from sales of mortgage loans held for sale

Gains on sales of mortgage loans held for sale net

Provision charged to expense on real estate acquired in settlement of loans

Compensation expense related to stock options granted

Income tax benefits from exercises of nonqualified stock options in excess of amount

previously provided

Decrease in other assets net

Increase decrease in other liabilities net

Net cash provided by used in operating activities

Investing activities

Proceeds from sales maturities calls and repayments of investment securities available for sale

Purchases of investment securities available for sale

Purchases of FHLB stock

Redemptions of FHLB stock

Decrease in loans net

Proceeds on sale of real estate acquired in settlement of loans

Proceeds on sale of premises held for sale

Purchases of premises and equipment net

Net cash provided by investing activities

Financing activities

Decrease in transaction money market and savings deposit accounts net

Increase decrease in time deposit accounts net

Increase in retail repurchase agreements net

Decrease in commercial paper net

Decrease in other short-term borrowings

Repayments of long-term borrowings

Other common stock activity

Cash dividends paid on common stock

Net cash provided by used in financing activities

Net increase decrease in cash and cash equivalents

Cash and cash equivalents beginning of period

Cash and cash equivalents end of period

Supplemental cash flow disclosures

Cash paid received during the period for

Interest expense

Income taxes paid refunds received

Significant noncash activities

Net unrealized gain loss on investment securities available for sale net of tax

Loans transferred to real estate acquired in settlement of loans at fair value

For the three month

periods ended

March31

2010 2009

31 27

10750 2175

15008 52276
18114 48651

343 522
1075 19

16

107

16780 464

1380 1888

28092 646

57179 7386

51233
1344

900

19769 1276

1777 202

1643

1226 3017

26266 7046

584 59315
85717 156173

5872 4748

113 4733
64382

5000
84 185

389

85458 32287

31100 38687

188084 29305

$156984 67992

4572 5172

20933 1510

1164 139

3893 273

5292 1994

606 570

11

See Notes to Consolidated Financial Statements
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PALMETTO BANCSHARES INC AND SUBSIDIARY

Notes To Consolidated Financial Statements

Summary of Significant Accounting Policies

Nature of Operations

Palmetto Bancshares Inc the Company which may be referred to as we us or our is regional

bank holding company organized in 1982 under the laws of South Carolina and is headquartered in Greenville

South Carolina Through the Companys subsidiary The Palmetto Bank the Bank which began operations in

1904 and the Banks wholly-owned subsidiary Palmetto Capital we provide broad array of commercial

banking consumer banking trust and investment management and brokerage services throughout our primary

market area of northwest South Carolina

Principles of Consolidation Basis of Presentation

The accompanying Consolidated Financial Statements include the accounts of the Company which includes

our wholly-owned subsidiary the Bank and the Banks wholly-owned subsidiary Palmetto Capital and other

subsidiaries of the Bank In managements opinion all significant intercompany accounts and transactions have

been eliminated in consolidation and all adjustments necessary for fair presentation of the financial condition

and results of operations for periods presented have been included Any such adjustments are of normal and

recurring nature Assets held by the Company or its subsidiary in fiduciary or agency capacity for customers

are not included in the Companys Consolidated Financial Statements because those items do not represent assets

of the Company or its subsidiary The accounting and financial reporting policies of the Company conform in all

material
respects to accounting principles generally accepted in the United States of America GAAP and to

general practices within the financial services industry

The Consolidated Financial Statements as of and for the three month periods ended March 31 2010 and

2009 contained in this Quarterly Report on Form 10-Q have not been audited by our independent registered

public accounting firm The Consolidated Financial Statements have been prepared in accordance with GAAP for

interim financial information and with the instructions to Form l0-Q adopted by the Securities and Exchange
Commission the SEC Accordingly the Consolidated Financial Statements do not include all of the

information and footnotes required by accounting principles generally accepted in the United States for complete

financial statements and should be read in conjunction with the Consolidated Financial Statements and notes

thereto for the year ended December 31 2009 included in our Annual Report on Form 10-K

Subsequent Events

Subsequent events are events or transactions that occur after the balance sheet date but before financial

statements are issued Recognized subsequent events are events or transactions that provide additional evidence

about conditions that existed at the date of the balance sheet including the estimates inherent in the process of

preparing financial statements Nonrecognized subsequent events are events that provide evidence about

conditions that did not exist at the date of the balance sheet but arose after that date Management has reviewed

events occurring through the date of this filing and has concluded that no subsequent events have occurred

requiring accrual or disclosure in addition to that included herein

Business Segments

Operating segments are components of an enterprise about which separate financial information is available

that are evaluated regularly by the chief operating decision makers in deciding how to allocate resources and

assess performance As of and since March 31 2010 we have made no changes to our determination in the

Annual Report on Form 10-K for the year ended December 31 2009 that we had one reportable operating

segment banking
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Notes To Consolidated Financial StatementsContinued

Use of Estimates

In preparing our Consolidated Financial Statements the Companys management makes estimates and

assumptions that impact the reported amounts of assets and liabilities and the disclosure of contingent assets and

liabilities as of the date of the Consolidated Financial Statements for the years presented Actual results could

differ from these estimates and assumptions Therefore the results of operations for the three month period ended

March 31 2010 are not necessarily indicative of the results of operations that may be expected in future periods

Reclassifications

Certain amounts previously presented in our Consolidated Financial Statements for prior periods have been

reclassified to conform to current classifications All such reclassifications had no impact on the prior periods

net income loss or shareholders equity as previously reported

Risk and Uncertainties

In the normal course of business the Company encounters two significant types of risk economic and

regulatory There are three main components of economic risk credit risk market risk and concentration of

credit risk Credit risk is the risk of default on the Companys loan portfolio that results from borrowers inability

or unwillingness to make contractually required payments Market risk includes primarily interest rate risk The

Company is exposed to interest rate risk to the degree that our interest-bearing liabilities mature or reprice at

different speeds or different bases than our interest-earning assets Market risk also reflects the risk of declines

in the valuation of assets and liabilities and in the value of the colhtteral underlying loans and the value of real

estate held by the Company Concentration of credit risk refers to the risk that if the Company extends

significant portion of our total outstanding credit to borrowers in specific geographical area or industry or on

the security of specific form of collateral the Company may experience disproportionately high levels of

defaults and losses if those borrowers or the value of such type
of collateral are adversely impacted by

economic or other factors that are particularly applicable to such borrowers or collateral Concentration of credit

risk is also similarly applicable to the investment securities portfolio

The Bank is subject to the regulations of various government agencies These regulations may change

significantly from period to period The Bank also undergoes periodic examinations by regulatory agencies

which may subject the Bank to changes with respect to asset valuations amount of required allowance for loan

losses lending requirements capital levels or operating restrictions

The preparation of financial statements in conformity with GAAP requires management to make estimates

and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and

liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the

reporting period Actual results could differ from those estimates

Recently Adopted Accounting Pronouncements

Certain accounting standards required additional disclosures for the three month period ended March 31

2010 and such disclosures are included herein Following is summary of other applicable accounting

pronouncements adopted by the Company during the three month period ended March 31 2010 that required

accounting changes beyond mere disclosures

The Financial Accounting Standards Board the FASB issued new accounting guidance on accounting for

transfers of financial assets in June 2009 The guidance limits the circumstances in which financial asset should

be derecognized when the transferor has not transferred the entire financial asset by taking into consideration the

transferors continuing involvement The standard requires that transferor recognize and initially measure at fair
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Notes To Consolidated Financial StatementsContinued

value all assets obtained including transferors beneficial interest and liabilities incurred as result of

transfer of financial assets accounted for as sale The concept of qualifying special-purpose entity is no longer

applicable The standard was effective for the first annual reporting period beginning after November 15 2009

for interim periods within the first annual reporting period and for interim and annual reporting periods

thereafter Its adoption had no material impact on our financial position results of operations or cash flows

Recently Issued Applicable Accounting Pronouncements

In March 2010 guidance related to derivatives and hedging was amended to exempt embedded credit

derivative features related to the transfer of credit risk from potential bifurcation and separate accounting

Embedded features related to other types of risk and other embedded credit derivative features were not exempt

from potential bifurcation and separate accounting The amendments will be effective for the Company on July

2010 although early adoption is permitted The Company does not expect these amendments to have material

impact on our financial position results of operations or cash flows

Other accounting standards that have been issued or proposed by the FASB or other standards-setting bodies

are not expected to have material impact on the Companys financial position results of operations or cash flows

Accumulated Other Comprehensive Income Loss

We report comprehensive income in accordance with GAAP which establishes standards for the reporting

and presentation of comprehensive income and its components in financial statements In accordance with this

guidance we elected to disclose changes in comprehensive income in our Consolidated Statements of Changes in

Shareholders Equity and Comprehensive Income Loss Comprehensive income includes all changes in

shareholders equity during period except those resulting from transactions with shareholders

The following table summarizes the components of accumulated other comprehensive income loss net of

tax impact at the dates and for the periods indicated in thousands

Impact of

Total impact investment

of defined securities

Impact of FASB Impact of benefit available for

ASC 715 curtailment pension plan sale Total

Accumulated other comprehensive income loss

after income tax impact December 31 2008 $6126 $1630 $4496 $1621 $6117
Accumulated other comprehensive loss before

income tax impact 224 224
Income tax benefit 85 85

Accumulated other comprehensive loss after income

tax impact 139 139

Accumulated other comprehensive income loss

after income tax impact March 31 2009 $6126 $1630 $4496 $1760 $6256

Accumulated other comprehensive income loss

after income tax impact December 31 2009 $8896 $1630 $7266 306 $6960
Accumulated other comprehensive income before

income tax impact 1876 1876

Income tax expense 712 712

Accumulated other comprehensive income after

income tax impact 1164 1164

Accumulated other comprehensive income loss

after income tax impact March 31 2010 $8896 $1630 $7266 1470 $5796
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The market value of pension plan assets is assessed and adjusted through accumulated other comprehensive

income loss annually if necessary

Cash and Cash Equivalents

Required Reserve Balances

The Federal Reserve Act requires each depository institution to maintain reserves against its reservable

liabilities as prescribed by Federal Reserve regulations The Bank reports our reservable liabilities to the Federal

Reserve on weekly basis Weekly reporting institutions maintain reserves on their reservable liabilities with

30-day lag For the maintenance period ended On April 2010 based on reservable liabilities from February 23

2010 through March 2010 the Federal Reserve required the Bank to maintain reserves of $11.3 million After

taking into consideration our levels of vault cash reserves of $1.4 million were required to be maintained with

the Federal Reserve

Concentrations and Restrictions

In an effort to manage our associated risks we generally do not sell federal funds to other financial

institutions because they are essentially uncollateralized loans Therefore management regularly evaluates the

risk associated with the counterparties to these transactions to ensure that we do not expose ourselves to any

significant risks with regard to our cash and cash equivalent balances

Cash and cash equivalents restriºted to secure letter of credit totaled $250 thousand 0.2% and $512

thousand 0.3% as of March 31 2010 and December 31 2009 respectively In addition $836 thousand 0.5%
and $S36 thousand 0.4% of the balance of cash and cash equivalents was restricted as of March 31 2010 and

December 31 2009 respectively under our merchant credit card agreement

Investment Securities Available for Sale

The following tables summarize the amortized cost gross
unrealized gains gross

unrealized losses and fair

values of investment securities available for sale at the dates indicated in thousands

U.S Treasury and federal agencies

State and municipal

Collateralized mortgage obligations

Other mortgage-backed federal agencies

Total investment securities available for sale

U.S Treasury and federal agencies

State and municipal

Collateralized mortgage obligations

Other mortgage-backed federal agencies

Total investment securities available for sale

March 31 2010

Gross Gross

Amortized unrealized unrealized

cost gains losses Fair value

24016 24015

41590 2026 43616

36851 237 36623

11067 597 25 11639

$113524 $2632 263 $115893

December 31 2009

Gross Gross

Amortized unrealized unrealized

cost gains losses Fair value

16294 16297

44908 1880 46785

42508 168 2358 40318

15783 838 35 16586

$119493 $2889 $2396 $119986

We use prices from third party pricing services and to lesser extent indicative nonbinding quotes from

third
party brokers to measure fair value of our investment securities See Note 17 for further discussion
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regarding the amount and fair value hierarchy classification of investment securities measured at fair value using

third party pricing service and those measured at fair value using broker quotes We utilize multiple third party

pricing services and brokers to obtain fair values however management generally obtains one price quote for

each individual security For securities priced by third party pricing services management determines the most

appropriate and relevant pricing service for each security class and has that vendor provide the price for each

security in the class We record the unadjusted value provided by the third party pricing service broker in our

Consolidated Financial Statements subject to our internal price verification procedures

Other-Than-Temporary Impairment

The following tables summarize the number of securities in each category of investment securities available

for sale the fair value and the gross unrealized losses aggregated by investment category and length of time that

individual securities have been in continuous unrealized loss position at the dates indicated dollars in

thousands

U.S Treasury and federal agencies

State and municipal

Collateralized mortgage

obligations

Other mortgage-backed federal

agencies

Total investment securities

available for sale

U.S Treasury and federal agencies

State and municipal

Collateralized mortgage

obligations

Other mortgage-backed federal

agencies

Total investment securities

available for sale

Based on our other-than-temporary impairment analysis as of March 31 2010 we concluded that
gross

unrealized losses detailed in the preceding table were not other-than-temporarily impaired as of that date

March 31 2010

Less than 12 months 12 months or longer Total

Gross Gross Gross
unrealized unrealized unrealized

Fair value losses Fair value losses Fair value losses

$19016 $19016

2563 237 2563 237

1447 25 1447 25

$23026 $263 $23026 263

December 31 2009

Less than 12 months 12 months or longer Total

Gross

unrealized

Fair value losses

300

662

10323 412

Gross

unrealized

Fair value losses

Gross

unrealized

Fair value losses

300

662

16624 1946 26947 2358

1444 __ __ 1444 35

$12729 $450 $16624 $1946 14 $29353 $2396
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Ratings

The following table summarizes Moodys ratings by segment of the investment securities available for sale

based on fair value at March 31 2010 An AAA rating is based not only on the credit of the issuer but may also

include consideration of the structure of the securities and the credit quality of the collateral

U.S Treasury State Collateralized Other

and federal and mortgage mortgage-backed

agencies municipal obligations federal agencies

Aaa 100% 3% 100% 100%

AaI-A3 72

Baal-B3 16

Not rated or withdrawn rating

Total 100% 100% 100% 100%

Of the state and municipal investment securities not rated or with withdrawn ratings by Moodys at

March 31 2010 15% were rated AA by Standard and Poors ratings 52% were rated AA 19% were rated AA-

and 14% or $566 thousand were not rated by Standard and Poors ratings

Maturities

The following table summarizes the amortized cost and estimated fair value of investment securities available

for sale at March 31 2010 by contractual maturity in thousands Expected maturities may differ from contractual

maturities because issuers may have the right to call or prepay obligations Collateralized mortgage obligations and

other mortgage-backed securities are shown separately since they are not due at single maturity date

Amortized cost Fair value

Due in one year or less 27916 27972

Due after one year through five
years

24839 26094

Due after five year through ten years
11985 12638

Due after ten years
866 927

Collateralized mortgage obligations 36851 36623

Other mortgage-backed securities federal agencies 11067 11639

Total investment securities available for sale $113524 $115893

The weighted average contractual life of investment securities available for sale was 3.7 years at March 31

2010 Since 42% based on amortized cost of the portfolio is collateralized mortgage obligations or other

mortgage-backed securities the expected remaining maturity may differ from contractual maturity because

borrowers generally have the right to prepay obligations before the underlying mortgages mature

Pledged

63% and 61% of the portfolio was pledged to secure public deposits including retail repurchase agreements

and trust assets at March 31 2010 and December 31 2009 respectively Of the $72.6 million and $73.2 million

pledged at March 31 2010 and December 31 2009 respectively $55.0 million and $56.3 million respectively

of the portfolio was securing public deposits and trust assets

$6.3 million 5% of the portfolio at March 31 2010 and December 31 2009 was pledged to secure federal

funds funding from correspondent bank

$26.2 million 23% and $29.8 million 25% of the portfolio at March 31 2010 and December 31 2009

respectively was pledged to collateralize FHLB advances and letters of credit of which $25.2 million and $26.8

million respectively was available as lendable collateral
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Concentrations

Three state and municipal security issuers issued securities with fair values ranging from 2.0% to 3.2% of

total shareholders equity at March 31 2010 Twelve state and municipal security issuers issued securities with

fair values ranging from 1.0% to 1.7% of total shareholders equity at March 31 2010

Two collateralized mortgage obligation issuers issued securities with fair values of 1.9% and 3.6%
respectively of total shareholders equity at March 31 2010 Seven collateralized mortgage obligations issued

by the Government National Mortgage Association GNMA had an aggregate fair value and amortized cost

of $32.7 million 46.1% of shareholders equity at March 31 2010

The following table summarizes issuer concentrations of other mortgage-backed investment securities at fair

value at March 31 2010 dollars in thousands

Federal National Federal Home Government

Mortgage Loan Mortgage National Mortgage
Association Corporation Association

FNMA FHLMC GNMA Total

Other mortgage-backed federal agencies $8327 $1865 $1447 $11639

Asapercentage of shareholders equity 11.7% 2.6% 2.1% 16.4%

Realized Gains and Losses

Securities totaling $40.2 million were sold during the three month period ended March 31 2010 resulting in

net gain on sale totaling $8 thousand The proceeds from the sales were reinvested in GNMA collateralized

mortgage obligations with an expected duration of 2.5 years

The following table summarizes the gross realized gains and losses on investment securities available for

sale for the periods indicated in thousands

For the three month periods

ended March 31

2010 2009

Realized gains 1147
Realized losses 1139

Net realized gains $2

Loans

Composition

The following table summarizes gross loans categorized by FDIC code at the dates indicated dollars in

thousands

March 31 2010 December 31 2009

Total of total Total of total

Secured by real estate

Construction land development and other land loans 198236 19.7% 205465 19.8%

Farmland 1016 0.1 466

Single-family residential 195168 19.3 203330 19.6

Multifamily residential 30426 3.0 30668 3.0

Nonfarm nonresidential 449749 44.5 459130 44.1

Commercial and industrial 59958 5.9 61788 5.9

Obligations of states and political subdivisions of the U.S 1091 0.1 1418 0.1

General consumer 55207 5.5 57581 5.5

Credit line 5082 0.5 5501 0.5

Bankcards 12833 1.3 13214 1.3

Others 1481 0.1 1751 0.2

Loans gross $1010247 100.0% $1040312 100.0%
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Loans included in the preceding loan composition table are net of participations sold Participations sold

totaled $12.5 million at March 31 2010 and December 31 2009

Mortgage loans serviced for the benefit of others amounted to $430.4 million and $426.6 million at

March 31 2010 and December 31 2009 respectively and are not included in our Consolidated Balance Sheets

Pledged

To borrow from the FHLB members must pledge collateral to secure advances and letters of credit

Acceptable collateral includes among other types
of collateral variety of residential multifamily home equity

lines and second mortgages and commercial loans $397.6 million and $407.0 million of gross loans were

pledged to collateralize FHLB advances and letters of credit at March 31 2010 and December 31 2009

respectively of which $169.5 million and $162.0 million respectively was available as lendable collateral

On March 31 2010 $91.6 million of loans was pledged to collateralize for potential borrowings from the

Federal Reserve Discount Window Effective April 12 2010 our borrowing relationship with the Federal

Reserve was changed as described in Note 10 As result the amount of our loans pledged as collateral was

reduced to $27.7 million

Concentrations

The following table summarizes loans secured by commercial real estate categorized by FDIC code at

March 31 2010 dollars in thousands

of Banks

of gross total regulatory

Total loans capital

Secured by commercial real estate

Construction land development and other land loans $198236 19.7% 228.6%

Multifamily residential 30426 3.0 35.1

Nonfarm nonresidential 449749 44.5 518.6

Total loans secured by commercial real estate $678411 67.2% 782.3%
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The following table further categorizes loans secured by commercial real estate categorized by FDIC code

at March 31 2010 dollars in thousands

of Banks
of gross total regulatory

Total loans capital

Development commercial real estate loans

Secured by

Landunimproved commercial or residential 80401 8.0% 92.7%

Land developmentcommercial 14905 1.5 17.2

Land developmentresidential 57481 5.7 66.3

Commercial construction

Hotel/motel 192 0.2

Retail 4458 0.4 5.2

Office 245 0.3

Multifamily 9598 0.9 11.1

Industrial and warehouse 7136 0.7 8.2

Healthcare 4946 0.5 5.7

Miscellaneous commercial 4792 0.5 5.5

Total development commercial real estate loans 184154 18.2 212.4

Existing and other commercial real estate loans

Secured by
Hotel/motel 104840 10.4 120.9

Retail 26527 2.6 30.6

Office 34653 3.4 39.9

Multifamily 30426 3.0 35.1

Industrial and warehouse 17621 1.8 20.3

Healthcare 16730 1.7 19.3

Miscellaneous commercial 132475 13.1 152.8

Residential constructionspeculative 6932 0.7 8.0

Total existing and other commercial real estate

loans 370204 36.7 426.9

Commercial real estate owner occupied and residential loans

Secured by
Commercialowner occupied 116904 11.6 134.8

Commercial constructionowner occupied 3207 0.3 3.7

Residential constructioncontract 3942 0.4 4.5

Total commercial real estate owner occupied and

residential loans 124053 12.3 143.0

Total loans secured by commercial real estate $678411 67.2% 782.3%

Asset Quality

Nonaccrual Loans and Loans Past Due 90 Days and Still Accruing The following table summarizes

nonaccrual loans and loans past due 90 days and still accruing interest at the dates indicated in thousands

March 31 December 31
2010 2009

Nonaccrual loans $113181 $96936

Loans past due 90 days and still accruing

$113181 $96936
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No interest income was recorded during the three month period ended March 31 2010 on loans classified as

nonaccrual as payments collected on nonaccrual loans are applied to the principal balance of the loan Additional

interest income of $823 thousand would have been reported during the three month period ended March 31 2010

had these loans performed in accordance with their contractual terms As result our earnings did not include

this interest income

Troubled Debt Restructurings At March 31 2010 and December 31 2009 the principal balance of troubled

debt restructurings totaled $16.2 million and $14.6 million respectively

Allowance for Loan Losses

The following table summarizes the activity impacting the allowance for loan losses at the dates and for the

periods indicated in thousands

At and for the

three month period

ended March 31

2010 2009

$24079 $11000

10750 2175

7242 615
839 46

6403 569
Allowance for loan losses end of period $28426 $12606

Allowance for loan losses beginning of period

Provision for loan losses

Loans charged-off

Loan recoveries

Net loans charged-off

Impaired Loans The following table summarizes information relative to impaired loans at the dates and for

the periods indicated in thousands

March31
2010

6534

19946

5329

20992

3995

784

1239

58819

28594

30225

December 31
2009

6534

19904

5313

20908

3719

820

420

57618

28013

29605

March 31 December 31
2010 2009

25528

81871

$107399

$102118

6997

$11253

85583

$96836

$82471

5250

Impaired loans for which there is related allowance for loan losses

determined in accordance with FASB ASC 310

Other impaired loans

Total impaired loans

Average impaired loans calculated using simple average

Related allowance for loan losses

Premises and Equipment Net

The following table summarizes the premises and equipment balances

thousands

Land

Buildings

Leasehold improvements

Furniture and equipment

Software

Bank automobiles

Capital lease asset

Premises and equipment gross

Accumulated depreciation

Premises and equipment net

net at the dates indicated in
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Goodwill net

Goodwill of $3.7 million at March 31 2010 and December 31 2009 resulted from past business

combinations from 1988 through 1999 We perform our annual impairment testing as of June 30 Our impairment

testing at June 30 2009 and 2008 indicated that no impairment charge was required as of those dates Due to the

overall adverse economic environment and the negative impact on the banking industry as whole including the

impact to the Company resulting in net losses and decline in market capitalization based on our common stock

price we also performed an impairment test of our goodwill at December 31 2009 and March 31 2010 No

impairment loss was recognized during the three month period ended March 31 2010

Mortgage-Banking Activities

Mortgage loans serviced for the benefit of others amounted to $430.4 million and $426.6 million at

March 31 2010 and December 31 2009 respectively and are excluded from our Consolidated Balance Sheets

The book value of mortgage-servicing rights at March 31 2010 and December 31 2009 was $3.0 million

Mortgage-servicing rights are included within the Other assets financial statement line item of the Consolidated

Balance Sheets The fair value of mortgage-servicing rights at March 31 2010 and December 31 2009 was $3.8

million and $3.6 million respectively

Mortgage-Servicing Rights Activity

The following table summarizes the changes in the mortgage-servicing rights portfolio at the dates and for

the periods indicated in thousands

At and for the

three month periods

ended March 31

2010 2009

Mortgage-servicing rights portfolio net of valuation allowance beginning of

period $3039 $2932

Capitalized mortgage-servicing rights 166 475

Mortgage-servicing rights portfolio amortization and impairment 191 414

Mortgage-servicing rights portfolio net of valuation allowance end of period $3014 $2993

Valuation Allowance

The following table summarizes the activity impacting the valuation allowance for impairment of the

mortgage-servicing rights portfolio for the periods indicated in thousands

For the

three month periods

ended March 31

2010 2009

Valuation allowance beginning of period $40 $30

Additions charged to and reductions credited from operations

Valuation allowance end of period $38 $39
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Real Estate and Personal Property Acquired in Settlement of Loans

Composition

The following table summarizes real estate acquired in settlement of loans and personal property acquired in

settlement of loans the latter of which is included within the Other assets financial statement line item on the

Consolidated Balance Sheets at the dates indicated in thousands

Real estate acquired in settlement of loans

Personal property acquired in settlement of loans 113

Total property acquired in settlement of loans $28980
_______

Real Estate Acquired in Settlement of Loans Activity

The following table summarizes the changes in real estate acquired in settlement of loans at the dates and

for the periods indicated in thousands

At and for the

three month periods

ended March 31

2010 2009

$27826 $6719

3893 273

1777 202
1075 19

Real estate acquired in settlement of loans end of period $28867 $6771

During the three month period ended March 31 2010 of the $1.8 million in total sales one property with

carrying amount of $1.7 million was sold at gain of $252 thousand Subsequent to March 31 2010 seven

properties with an aggregate net carrying amount of $133 thousand were sold in bulk sale auction At April 28

2010 10 assets with an aggregate net carrying amount of $8.1 million were under contract for sale scheduled to

close in the second quarter of 2010

Deposits

Composition

The following table summarizes traditional deposit composition at the dates indicated in thousands

March31
2010

435030

129352

44318

303769

216144
_________

Total traditional deposit accounts $1128613
_________

At March 31 2010 $1.4 million of overdrawn transaction deposit accounts were reclassified to loans

compared with $542 thousand at December 31 2009

March 31
2010

$28867

December 31
2009

$27826

188

$28014

Real estate acquired in settlement of loans beginning of period

Plus New real estate acquired in settlement of loans

Less Sales of real estate acquired in settlement of loans

Less Provision charged to expense

Transaction deposit accounts

Money market deposit accounts

Savings deposit accounts

Time deposit accounts $100000 and greater

Time deposit accounts less than $100000

December 31
2009

449867

119082

40335

263664

341966

$1214914
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Interest Expense on Deposit Accounts

The following table summarizes interest paid on traditional deposit accounts for the periods indicated in

thousands

Transaction deposit accounts

Money market deposit accounts

Savings deposit accounts

Time deposit accounts

32

3309

Total interest expense on traditional deposit accounts $3563

1A Borrowings

Federal Funds Accommodations

At March 31 2010 we had access to federal funds funding secured by U.S Treasury and federal agency

securities from correspondent bank The following table summarizes our federal funds funding utilization and

availability at the dates indicated in thousands

March 31
2010

Authorized federal funds funding accomodations $5000

Utilized federal funds funding accomodations
______ ______

This federal funds funding source may be canceled at any time at the correspondent banks discretion

FHLB Borrowings

As disclosed in Notes and we pledge investment securities and loans to collateralize FHLB advances

and letters of credit Additionally we may pledge cash and cash equivalents In order to compute lendable

collateral amounts the market value of pledged securities and loans balances is reduced by collateral discount

factor This amount is then adjusted by the institution assigned collateral maintenance level factor Among other

things the collateral maintenance level factor takes into account our collateral credit score determined by the

FHLB Cash and cash equivalents if pledged are not subject to the collateralization maintenance level

The following table summarizes FHLB borrowed funds utilization and availability at the dates indicated in

thousands

Available lendable loan collateral value to serve against FHLB advances

and letters of credit

Available lendable investment security collateral value to serve against

FHLB advances and letters of credit

Advances and letters of credit

Long-term advances

Letters of credit

March 31 December 31
2010 2009

96000

50000

Excess 16592

For the three

month periods

ended March 31

2010 2009

61 $245

161 168

31

______
4268

______
$4712

Available federal funds funding accomodations $5000

December 31
2009

$5000

$5000

$169521 162014

25209 26791

$10 1000

50000
55
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The following table summarizes long-term FHLB borrowings at March 31 2010 dollars in thousands Our

long-term FHLB advances do not have embedded call options

Total

Borrowing balance 12000 19000 30000 30000 5000 $96000

Interest rate 2.75% 0.63% 1.34% 2.89% 3.6 1% 1.98%

Maturity date 4/2/2010 1/7/2011 18/2011 3/7/2011 4/2/2013

In January 2010 we were notified by the FHLB that it will not allow incremental borrowings until our

financial condition improves however the $12 million FHLB advance that was scheduled to mature on April

2010 was extended for 12 months The interest rate which is daily variable rate was 0.36% at March 31 2010

Federal Reserve Discount Window

On March 31 2010 $91.6 million of loans were pledged to collateralize potential borrowings from the

Federal Reserve Discount Window Effective for all borrowers on March 18 2010 the maximum maturity for

borrowings was shortened to overnight As of April 12 2010 we were required to post collateral of $5.7 million

to cover the various Federal Reserve System services that are being utilized by the Company In addition any

future potential borrowings from the Discount Window are at the secondary credit rate and must be used for

operational issues and the Federal Reserve has the discretion to deny approval of borrowing requests We are

also required to pledge collateral for such secondary borrowing capacity As result on April 12 2010 the

amount of loans pledged as collateral was reduced to $27.7 million

We had no outstanding borrowings from the Federal Reserve at March 31 2010 or December 31 2009

Convertible Debt

On March 31 2010 the Company issued unsecured convertible promissory notes in an aggregate principal

amount of $380 thousand to members of the Companys Board of Directors The notes bear interest at 10% per

year payable quarterly have stated maturity of March 31 2015 may be prepaid by the Company at any time

and are mandatorily convertible into stock of the Company at the same terms and conditions as other investors

that participate in the Companys next stock offering The proceeds from the issuance of the notes were

contributed to the Bank as capital contribution

11 Employee Benefit Plans

401k Plan

During the three month periods ended March 31 2010 and 2009 matching contributions made in

conjunction with our employee 401k plan totaled $98 thousand and $108 thousand respectively

Defined Benefit Pension Plan

Historically we have offered noncontributory defined benefit pension plan that covered all full-time

employees having at least twelve months of continuous service and having attained age 21 The plan was frozen

on December 31 2007 accordingly effective January 2008 we ceased accruing pension benefits under the

plan Although no previously accrued benefits were lost employees no longer accrue benefits for service

subsequent to 2007

The Company recognizes the funded status of our defined benefit postretirement plan in our Consolidated

Balance Sheet Gains and losses prior service costs and credits and any remaining transition amounts that had

not yet been recognized through net periodic benefit cost as of December 31 2007 are recognized in accumulated

other comprehensive income net of tax impacts until they are amortized as component of net periodic cost
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The Company recognized an accrued pension liability net at March 31 2010 and December 31 2009

which was included in the Other liabilities financial statement line item on the Consolidated Balance Sheets of

$3.9 million and $3.7 million respectively

The fair value of plan assets totaled $13.6 million and $13.2 million at March 31 2010 and December 31

2009 respectively

Cost of Defined Benefit Pension Plan The following table summarizes the net periodic income expense

components for the Companys defined benefit pension plan which is included in Salaries and other personnel

expense on the Consolidated Statements of Income Loss for the three month period ended March 31 2010 in

thousands

Interest cost 227

Expected return on plan assets 227
Amortization of net actuarial loss 158

Net periodic pension income expense 158

No expense was recorded during the three month period ended March 31 2009

Contributions Employer contributions in the amount of at least $78 thousand will be made during 2010

Additional contributions may be made depending on the funded status of the plan

12 Equity Based Compensation

Stock Option Plan

Stock option awards have been granted under the Palmetto Bancshares Inc 1997 Stock Compensation Plan

with various expiration dates through December 31 2016 Of these 132810 stock option awards remained

outstanding at March 31 2010 with exercise prices ranging from $13.50 to $30.40 All stock option awards

granted have vesting term of five years and an exercise period of ten years

The compensation cost that was charged against pretax net income loss for previously granted stock option

awards that vested during the three month periods ended March 31 2010 and 2009 was $7 thousand and $16

thousand respectively The total income tax benefit recognized in the Consolidated Statements of Income Loss

with regard to the deductible portion of this compensation cost was $1 thousand and $2 thousand for the same

periods respectively

At March 31 2010 based on stock option awards outstanding at that time the total pretax compensation

cost related to nonvested stock option awards granted under the stock option plan but not yet recognized was $23

thousand Stock option compensation expense is recognized on straight-line basis over the stock option award

vesting period Remaining stock option compensation expense is expected to be recognized through 2011

The following table summarizes stock option activity for the 1997 Stock Compensation Plan at the dates and

for the periods indicated

Weighted-
Stock options average

outstanding exercise price

Outstanding at December 31 2008 169330 $20.98

Exercised 4000 26.60

Outstanding at March 31 2009 165330 $20.84

Outstanding at December 31 2009 147210 $21.80

Forfeited 14400 15.00

Outstanding at March 31 2010 132810 $22.54
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The following table summarizes information regarding stock option awards outstanding and exercisable at

March 31 2010

Options outstanding Options exercisable

Weighted
Number of stock average Number of stock

options remaining Weighted- options Weighted-
Exercise price or range of outstanding at contractual life average exercise exercisable at average exercise

exercise prices 3/31/10 years price 3/31110 price

$13.50 7800 0.75 $13.50 7800 $13.50

$15.00 to $20.00 40010 2.31 17.75 40010 17.75

$23.30 to $26.60 51200 4.12 24.47 51200 24.47

$27.30 to $30.40 33800 5.78 27.37 26480 27.36

Total 132810 3.80 22.54 125490 22.26

At March 31 2010 we determined the fair value of our common stock based on the average of the last five

trades reported through our Private Trading System At March 31 2010 the fair value of our common stock did

not exceed the exercise price of any options outstanding and exercisable Cash received from stock option

exercises under the stock option plan during the three month period ended March 31 2009 was $106 thousand

The total intrinsic value of stock options exercised during the three month period ended March 31 2009 was $62

thousand There were no stock options exercised during the three month period ended March 31 2010

Restricted Stock Plan

250000 shares of common stock have been reserved for issuance under the Palmetto Bancshares Inc 2008

Restricted Stock Plan which provides for the grant of common stock awards to the Companys employees

officers and directors The first awards were granted under the Plan during 2009 The following table

summarizes restricted stock activity at the dates and for the periods indicated

Weighted-
Restricted stock average grant

outstanding price

Outstanding at December 31 2008

Granted 37540 42.00

Outstanding at March 31 2009 37540 $42.00

Outstanding at December 31 2009 45040 $34.21

Granted

Outstanding at March 31 2010 45040 $34.21

The value of the restricted stock awarded is established as the fair value of the stock at the time of the

grant We measure compensation cost for restricted stock awards at fair value and recognize compensation

expense over the service period As such expense relative to 2009 grants is recognized ratably over the five
year

vesting period of the stock award grants Of the restricted stock shares outstanding at March 31 2010 39%

perform their annual vesting on July and 61 perform their annual vesting on December 31 The compensation

cost that was charged against pretax income during the three month periods ended March 31 2010 and March 31
2009 for restricted stock awards was $85 thousand and $79 thousand respectively The total income tax benefit

recognized in the Consolidated Statements of Income Loss with regard to the deductible portion of this

compensation cost was $30 thousand and $28 thousand for the same periods respectively Forfeitures are

accounted for by eliminating compensation expense for unvested shares as forfeitures occur At March 31 2010
based on restricted stock awards outstanding at that time the total pretax compensation cost related to nonvested

restricted stock awards granted under the restricted stock plan but not yet recognized was $1.2 million This cost
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is expected to be recognized over remaining period through 2014 The estimation of restricted stock awards that

will ultimately vest requires judgment and to the extent actual results or updated estimates differ from current

estimates such amounts will be recorded as cumulative adjustment in the period estimates are revised

At March 31 2010 there was no intrinsic value associated with the restricted stock as the fair value did not

exceed the fair value on the date of grant At March 31 2010 204960 shares were available for issuance under

the plan

Shares of restricted stock granted to employees under the 2008 Restricted Stock Plan are subject to

restrictions as to continuous employment for specified time period following the date of grant During this

period the holder is entitled to full voting rights and dividends

13 Shareholders Equity and Average Share Information

Cash Dividends

For the three month period ended March 31 2009 we paid quarterly cash dividends totaling $389 thousand

or $0.06 per common share Since that period the Board of Directors has not declared or paid dividend on our

common stock The Company and the Bank are subject to regulatory policies and requirements relating to the

payment of dividends Since our total risk-based capital ratio was below the well-capitalized regulatory minimum

threshold at March 31 2010 payment of dividend on our common stock would

have required prior notification and non-objection from the FDIC

Average Share Information

The following table summarizes our reconciliation of the numerators and denominators of the basic and

diluted net income loss per common share computations for the periods indicated

For the three month

periods ended March 31

2010 2009

Weighted average common shares outstanding basic 6455598 6448668

Dilutive impact resulting from potential common share issuances 81304

Weighted average common shares outstanding diluted 6455598 6529972

Basic net income loss per share is computed by dividing net income loss available to common

shareholders by the weighted average
number of shares of common stock outstanding during the period For

diluted net income
per share the denominator is increased to include the number of additional common shares

that would have been outstanding if dilutive potential common shares had been issued If dilutive common stock

equivalents are calculated for stock options and restricted stock shares using the treasury stock method No

potential common shares were included in the computation of the diluted per share amount for the three month

period ended March 31 2010 as inclusion would be antidilutive given our net loss during the period

14 Income Taxes

During 2009 the U.S Congress extended the net operating loss carryback period from two years to five

years for qualifying institutions As result of our net operating loss in 2009 the Company filed income tax

refund claims and recorded receivables related to carrybacks from 2004 through 2007 and federal and state tax

refund claims for estimated taxes paid in 2009 totaling $20.9 million all of which were received as of March 31

2010 Our income tax receivable recorded at March 31 2010 was primarily the result of our net operating loss for

the three month period ended March 31 2010 which was carried back to 2008
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Effective January 2010 the available carryback years for net operating losses under the Internal Revenue

Code rules reverted from five
years back to two years The Company has carryback capacity in 2010 to recapture

up to $7.9 million of taxes paid in 2008

As of March 31 2010 net deferred income tax assets totaling $8.0 million are recorded in the Companys
balance sheet As of that date we determined that $6.7 million of our net deferred income tax assets are

realizable based primarily on an available refund from net operating loss carryback against income taxes

previously paid in 2008 and $1.3 million is supported by tax planning strategies and projections of future taxable

income Accordingly no valuation allowance is recorded against net deferred income tax assets as of March 31

2010

As of December 31 2009 we determined that all of our $5.8 million of net deferred income tax assets

would be realizable based primarily on available net operating loss carrybacks refundable from income taxes

previously paid and no valuation allowance was recorded at that date

15 Commitments Guarantees and Other Contingencies

Lending Coinnutinenis and Standby Letters of Credit

Unused lending commitments to customers are not recorded in our Consolidated Balance Sheets until funds

are advanced For commercial customers lending commitments generally take the form of unused revolving

credit arrangements to finance customers working capital requirements For retail customers lending

commitmenis are generally unused lines of credit secured by residential property

The following table summarizes the contractual amounts of our unused lending commitments relating to

extension of credit with off-balance sheet risk at March 31 2010 in thousands

Commitments to extend credit

Revolving open-end lines secured by single-family residential

properties 49729

Bankcard lines 46729

Commercial real estate construction and land development loans secured

by real estate

Single-family residential construction loan commitments 4124

Commercial real estate other construction loan and land development

loan commitments 24213

Other 45128

Total commitments to extend credit $169923

Commitments to fund other loans are comprised primarily of overdraft protection lines and lines related to

commercial and industrial loans

Standby letters of credit are issued for customers in connection with contracts between the customers and

third parties Letters of credit are conditional commitments issued by us to guarantee the performance of

customer to third party The maximum potential amount of undiscounted future payments related to letters of

credit was $3.9 million and $4.6 million at March 31 2010 and December 31 2009 respectively

The reserve for unfunded commitments at March 31 2010 and December 31 2009 was $214 thousand and

$128 thousand respectively and is recorded in the Other liabilities financial statement line item in the

Consolidated Balance Sheet
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Loan Participations

With regard to participations sold aggregating $23.9 million at March 31 2010 $12.5 million of which

related to gross loan balances and $11.4 million of which related to the contractual loan balances of real estate

acquired in settlement of loans we serve as the lead bank and are therefore responsible for certain

administration and other management functions as agent to the participating banks The participation agreements

include certain standard representations and warranties related to our duties to the participating banks

Derivatives

See Note 16 for further discussion regarding our off-balance sheet arrangements and commitments related to

our derivative loan commitments and freestanding derivatives

Real Properly Operating Lease Obligations

We lease certain of our office facilities and real estate related to banking services under operating leases

There has been no significant change in future minimum lease payments payable as reported in our Annual

Report on Form 10-K for the year ended December 31 2009

Legal Proceedings

We are subject to actual and threatened legal proceedings and other claims against us arising out of the

conduct of our business Some of these suits and proceedings seek damages fines or penalties These suits and

proceedings are being defended by or contested on behalf of us On the basis of information presently available

we do not believe that existing proceedings and claims will have material impact on our financial position or

results of operations

16 Derivative Financial Instruments and Hedging Activities

At March 31 2010 and December 31 2009 our only derivative instruments related to our residential

mortgage lending activities We are required to recognize all derivatives as either assets or liabilities in the

balance sheet and measure those instruments at fair value Changes in the fair value of those derivatives are

reported in current earnings or other comprehensive income depending on the purpose for which the derivative is

held and whether the derivative qualifies for hedge accounting

We originate certain residential loans with the intention of selling these loans Between the time that we

enter into an interest rate lock commitment to originate residential loan with potential borrower and the time

the closed loan is sold we are subject to variability in market prices related to these commitments We also enter

into forward sale agreements of to be issued loans The commitments to originate residential loans and forward

sales commitments are freestanding derivative instruments and are recorded on the

Consolidated Balance Sheets at fair value They do not qualify for hedge accounting treatment Fair value

adjustments are recorded within the Mortgage-banking financial statement line item of the Consolidated

Statements of Income Loss

At March 31 2010 commitments to originate conforming loans totaled $5.8 million At March 31 2010

these derivative loan commitments had positive fair values included within the Other assets financial statement

line item of the Consolidated Balance Sheets totaling $93 thousand and negative fair values included within the

Other liabilities financial statement line item of the Consolidated Balance Sheets totaling $1 thousand At

December 31 2009 commitments to originate conforming loans totaled $7.0 million At December 31 2009
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these derivative loan commitments had positive fair values included within the Other assets financial statement

line item of the Consolidated Balance Sheets totaling $52 thousand and negative fair values included within the

Other liabilities financial statement line item of the Consolidated Balance Sheets totaling $11 thousand The net

change in derivative loan commitment fair values during the three month period ended March 31 2010 resulted

in net derivative loan commitment income of $51 thousand for the period

Forward sales commitments totaled $13.8 million at March 31 2010 At March 31 2010 forward sales

commitments had positive fair values included within the Other assets financial statement line item of the

Consolidated Balance Sheets totaling $23 thousand and negative fair values included within the Other

liabilities financial statement line item of the Consolidated Balance Sheets totaling $8 thousand At

December 31 2009 forward sales commitments totaled $10.0 million At December 31 2009 these forward

sales commitments had positive fair values included within the Other assets financial statement line item of the

Consolidated Balance Sheets totaling $92 thousand and negative fair values included within the Other

liabilities financial statement line item of the Consolidated Balance Sheets totaling $1 thousand The net change

in forward sales commitment fair values during the three month period ended March 31 2010 resulted in net

forward sales commitment expense of $76 thousand for the period

17 Disclosures Regarding Fair Value

Fair Valuation Measurements

We apply the provisions of FASB Accounting Standards Codification ASC 820 Fair Value

Measurements and Disclosures which provides framework for measuring and disclosing fair value under

GAAP FASB ASC 820 requires disclosures about the fair value of assets and liabilities recognized in the

Consolidated Balance Sheets in periods subsequent to initial recognition whether the measurements are made on

recurring basis for example investment securities available-for-sale or on nonrecurring basis for example

impaired loans

FASB ASC 820 defines fair value as the exchange price that would be received for an asset or paid to

transfer liability an exit price in the principal or most advantageous market for the asset or liability in an

orderly transaction between market participants on the measurement date This guidance also establishes fair

value hierarchy which requires an entity to maximize the use of observable inputs and minimize the use of

unobservable inputs when measuring fair value The standard describes three levels of inputs that may be used to

measure fair value

Level 1quoted prices in active markets for identical assets or liabilities

Level 2observable inputs other than Level prices such as quoted prices for similar assets or

liabilities quoted prices in markets that are not active or other inputs that are observable or can be

corroborated by observable market data for substantially the full term of the assets or liabilities and

Level 3unobservable inputs that are supported by little or no market activity and that are significant

to the fair value of the assets or liabilities

Disclosures about the fair value of all financial instruments whether or not recognized in the Consolidated

Balance Sheets for which it is practicable to estimate that value are required In cases where quoted market prices

are not available fair values are based on estimates using present value or other valuation techniques Those

techniques are significantly impacted by the assumptions used including the discount rate and estimates of future

cash flows In that regard the derived fair value estimates cannot be substantiated by comparison to independent

markets and in many cases could not be realized through immediate settlement of the instrument Accordingly

the aggregate fair value amounts presented do not represent the underlying value of the Company
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Valuation Methodologies

Following is description of the valuation methodologies used for fair value measurements

Investment Securities Available for Sale Investment securities available-for-sale are recorded at fair value

on recurring basis Fair value measurement is based upon quoted prices if available If quoted prices are not

available fair values are measured using independent pricing models or other model-based valuation techniques

such as the present value of future cash flows adjusted for the securitys credit rating prepayment assumptions

and other factors such as credit loss assumptions Level securities include those traded on an active exchange

such as the New York Stock Exchange U.S Treasury and federal agencies that are traded by dealers or brokers

in active over-the-counter markets and money market funds Level securities include mortgage-backed

securities issued by government sponsored entities state and municipal bonds and corporate debt securities

Securities classified as Level include asset-backed securities in less liquid markets

Mortgage Loans Held for Sale Mortgage loans held for sale are carried at the lower of cost or fair value The

fair value of mortgage loans held for sale is based on what secondary markets are currently offering for portfolios

with similar characteristics As such we classify loans subjected to nonrecurring fair value adjustments as Level

Loans We do not record loans at fair value on recurring basis However from time to time loan is

considered impaired and specific allowance for loan losses is established or the loan is charged down to the fair

value less costs to sell Once loan is identified as individually impaired management measures impairment

The fair value of impaired loans is estimated using one of several methods including collateral value and

discounted cash flows Those impaired loans not requiring an allowance represent loans for which the net present

value of the expected cash flows or fair value of the collateral less costs to sell exceed the recorded investments

in such loans At March 31 2010 substantially all of the total impaired loans were evaluated based on the fair

value of the collateral When the fair value of the collateral is based on an observable market price or current

appraised value we record the impaired loan as nonrecurring Level When an appraised value is not available

or management determines the fair value of the collateral is further impaired below the appraised value and there

is no observable market price we record the impaired loan as nonrecurring Level

Goodwill Goodwill is subject to impairment testing We test goodwill for impairment by comparing the

business units carrying value to the implied fair value In the event the fair value is determined to be less than

the carrying value the asset is recorded at fair value as determined by the valuation model As such if

applicable we classify goodwill subjected to nonrecurring fair value adjustments as Level

Real Estate and Personal Property Acquired in Settlement of Loans Real estate and personal property

acquired in settlement of loans is adjusted to fair value upon transfer of the loans Subsequently such assets are

carried at the lower of carrying value or fair value less costs to sell Fair value is based upon independent market

prices appraised values of the collateral or managements estimation of the value of the collateral When the fair

value of the collateral is based on an observable market price or current appraised value we record the asset as

nonrecurring Level When an appraised value is not available or management determines the fair value of the

collateral is further impaired below the appraised value and there is no observable market price we record the

asset as nonrecurring Level

Derivative Financial Instruments Currently we enter into loan commitments and forward sales

commitments The valuation of these instruments is computed using internal valuation models utilizing

observable market-based inputs As such we classify derivative financial instruments subjected to recurring fair

value adjustments as Level
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Assets and Liabilities Measured at Fair Value on Recurring Basis

The following tables summarize our assets and liabilities measured at fair value on recurring basis at the dates

indicated aggregated by the level in the fair value hierarchy within which those measurements fall in thousands

March 312010

Level Level Level Total

Assets

Investment securities available for sale $24015 $55255 $36623 $1 15893

Derivative financial instruments 117 117

Total assets measured at fair value on recurring basis $24015 $55372 $36623 $116010

Liabitites

Derivative financial instruments

December 31 2009

Level Level Level Total

Assets

Investment securities available for sale $16297 $63371 $40318 $119986

Derivative financial instruments 144 144

Total assets measured at fair value on recurring basis $16297 $63515 $40318 $120130

Liabitites

Derivative financial instruments 12 12

The following tables summarize the detail of investment securities available for sale fair value

measurements from brokers or third party pricing services by level at the dates indicated in thousands

March 31 2010

Level Level Level Total

Brokers $36623 36623

Third party pricing services 24015 55255 79270

Total $24015 $55255 $36623 $115893

December 31 2009

Level Level Level Total

Brokers $40318 40318

Third party pricing services 16297 63371 79668

Total $16297 $63371 $40318 $119986

The following table reconciles the beginning and ending balances of investment securities available for sale

fair value measurements using significant unobservable inputs on recurring basis at the dates and for the period

indicated in thousands

Level

Balance December 31 2009 $40318

Total gains losses realized unrealized included in

Net income/loss 371
Accumulated other comprehensive income

Purchases sales issuances and settlements net 3326
Transfers in and out of level three

Balance March 31 2010 $36623
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Assets and Liabilities Measured at Fair Value on Nonrecurring Basis

The following tables summarize our assets measured at fair value on nonrecurring basis at the dates

indicated aggregated by the level in the fair value hierarchy within which those measurements fall in

thousands

Assets

Impaired loans net

Real estate and personal property acquired in settlement of loans

Total assets measured at fair value on nonrecurring basis

Assets

March 31 2010

Level Level Level Total

83343 $11793 95136

26219 2761 28980

$109562 $14554 $124116

Total

Impaired loans net 75209 $14097 89306

Real estate and personal property acquired in settlement of loans 25522 2492 28014

Total assets measured at fair value on nonrecurring basis $100.731 $16589 $117320

Carrying Amounts and Estimated Fair Value of Principal Financial Assets and Liabilities

For assets and liabilities that are not presented on the balance sheet at fair value we use the following

methods to determine fair value

For financial instruments that have quoted market prices those quotes are used to determine fair value

Financial instruments that have no defined maturity have remaining maturity of 180 days or less or reprice

frequently to market rate are assumed to have fair value that approximates reported book value If no market

quotes are available financial instruments are valued by discounting the expected cash flows using an estimated

current market interest rate for the financial instrument

The short maturity of our assets and liabilities results in having significant number of financial instruments

whose fair value equals or closely approximates carrying value Such financial instruments are reported in the

following balance sheet captions cash and cash equivalents mortgage loans held for sale retail repurchase

agreements commercial paper and other short-term borrowings

Fair value estimates are made at specific point in time based on relevant market information and

information about the financial instrument These estimates do not reflect the premium or discount on any

particular financial instrument that could result from the sale of our entire holdings Because no ready market

exists for significant portion of our financial instruments fair value estimates are based on many judgments

These estimates are subjective in nature and involve uncertainties and matters of significant judgment and

therefore cannot be determined with precision Changes in assumptions could significantly impact the estimates

Fair value estimates are based on existing on and off-balance sheet financial instruments without attempting

to estimate the value of anticipated future business and the value of assets and liabilities that are not considered

financial instruments Significant assets and liabilities that are not considered financial instruments include those

resulting from our mortgage-banking operations the value of the long-term relationships with the Companys

deposit customers deferred income taxes and premises and equipment In addition the tax ramifications related

to the realization of the unrealized gains and losses can have significant impact on fair value estimates and have

not been considered in the estimates

December 31 2009

Level Level Level
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Commitments to extend credit and standby letters of credit are generally short-term and commitments to

extend credit are generally at variable market rates Standby letters of credit generally have no associated rate

unless funding occurs As such commitments to extend credit and standby letters of credit are deemed to have no

material fair value

The following table summarizes the carrying amount and fair values for other financial instruments included

in our Consolidated Balance Sheets at the dates indicated in thousands

March 31 2010 December 31 2009

Carrying Carrying
amount Fair value amount Fair value

Assets

Loans gross 908379 876123 945864 912277

Total assets 908379 876123 945864 912277

Liabilities

Deposits $1128613 1121128 $1214914 $1206857

Long-term borrowings 96000 95163 101000 100119

Total liabilities $1224613 $1216291 $1315914 $1306976

18 Regulatory Capital Requirements

The following table summarizes the Companys and the Banks actual and required capital ratios at the

dates indicated dollars in thousands Although our Tier leverage ratio and Tier risk-based capital ratios were

above the well-capitalized regulatory minimum threshold of 5% and 6% respectively at March 31 2010 and

December 31 2009 our total risk-based capital ratio was below the well-capitalized regulatory minimum

threshold of 10% Therefore we were classified in the adequately-capitalized category at March 31 2010 and

December 31 2009

Since March 31 2010 no conditions or events have occurred of which we are aware that have resulted in

material change in the Companys or the Banks category other than as reported in this Quarterly Report on Form 10-Q

To be well capitalized

For capital adequacy under prompt corrective

Actual purposes action provisions

amount ratio amount ratio amount ratio

At March 31 2010

Total capital to risk-weighted assets

Company $85758 8.09% $84852 8.00% n/a n/a

Bank 86718 8.17 84938 8.00 $106172 10.00%

Tier capital to risk-weighted assets

Company 72310 6.82 42426 4.00 n/a n/a

Bank 73257 6.90 42469 4.00 63703 6.00

Tier leverage ratio

Company 72310 5.30 54579 4.00 n/a n/a

Bank 73257 5.36 54640 4.00 68300 5.00

At December 31 2009

Total capital to risk-weighted assets

Company $93298 8.25% $90426 8.00% n/a n/a

Bank 93013 8.22 90518 8.00 $113147 10.00%

Tier capital to risk-weighted assets

Company 79046 6.99 45213 4.00 n/a n/a

Bank 78745 6.96 45259 4.00 67888 6.00

Tier leverage ratio

Company 79046 5.55 56951 4.00 n/a n/a

Bank 78745 5.52 57042 4.00 71302 5.00
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Restrictions

Deposits As result of being adequately-capitalized at March 31 2010 although we had none at or since

March 31 2010 we may not accept brokered deposits unless waiver is granted by the FDIC Additionally we
would normally be restricted from offering an effective yield on deposits of more than 75 basis points over the

national rates published by the FDIC weekly on their website However on April 2010 we were notified by the

FDIC that they had determined that the geographic areas in which we operate were considered high-rate areas

Accordingly we are able to offer interest rates on deposits up to 75 basis points over the prevailing interest rates

in our geographic areas

Dividends The holders of the Companys common stock are entitled to receive dividends when and if

declared by the Companys Board of Directors out of funds legally available for such dividends The Company
is legal entity separate and distinct from the Bank and depends on the payment of dividends from the Bank The

Company and the Bank are subject to regulatory policies and requirements relating to the payment of dividends

As result of our being adequately-capitalized at March 31 2010 and December 31 2009 we are restricted from

declaring and paying dividend on our common stock without prior notification and non-objection from the

FDIC

Other Based on discussions with the FDIC following its most recent safety and soundness examination of

the Bank in November 2009 the Bank presently expects to receive written agreement from the FDIC at some

point in 2010 which would require the Bank to take certain actions to address matters raised in the

examination These actions may include but are not limited to addressing asset quality capital adequacy

earnings and liquidity Furthermore the written agreement may establish new minimum capital ratios for the

Bank If these ratios are not met it may change how the Bank is categorized The Company may also receive

similar agreement from the Federal Reserve If the Company and the Bank were to receive written
agreements

from the FDIC and the Federal Reserve and if the Company and the Bank were to fail to comply with the

requirements in the written agreements then we may be subject to further regulatory action

To raise additional capital we have engaged an investment banking firm and are executing capital plan

that may include issuing common stock preferred stock or combination of both debt or other financing

alternatives that are treated as capital for capital adequacy ratio purposes Currently our plan is to raise

additional capital in the next few months and we are in active discussions with potential investors however the

Board of Directors has not yet determined the type timing amount or terms of securities to be issued in the

offering and there are no assurances that the offering will be completed
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Appendix

MANAGEMENTS DISCUSSIONAND ANALYSIS OF FINANCIAL CONDITION AND

RESULTS OF OPERATIONS

The following discussion and analysis presents factors impacting our financial condition as of March 31

2010 and results of operations and cash flows for the three month period ended March 31 2010 This discussion

should be read in conjunction with our Consolidated Financial Statements and the notes thereto included in this

Quarterly Report on Form 10-Q and our Consolidated Financial Statements and the notes thereto for the year

ended December 31 2009 included in our Annual Report on Form 10-K for that period Results for the three

month period ended March 31 2010 are not necessarily indicative of the results for the
year ending

December 31 2010 or any future period Percentage calculations contained herein have been calculated based on

actual not rounded results presented herein

Forward-Looking Statements

This report including information included or incorporated by reference in this document contains

statements which constitute forward-looking statements within the meaning of Section 27A of the Securities Act

of 1933 and Section 21E of the Securities Exchange Act of 1934 Forward-looking statements relate to the

financial condition results of operations plans objectives future performance and business of our Company

Forward-looking statements are based on many assumptions and estimates and are not guarantees of future

performance Our actual results may differ materially from those anticipated in any forward-looking statements

as they will depend on many factors about which we are unsure including many factors which are beyond our

control The words may would could should will expect anticipate predict project

potential continue assume believe intend plan forecast goal and estimate as well as

similar expressions are meant to identify such forward-looking statements Potential risks and uncertainties that

could cause our actual results to differ materially from those anticipated in our forward-looking statements

include but are not limited to the following

Reduced earnings due to higher credit losses generally and specifically because losses in the sectors of

our loan portfolio secured by real estate are greater than expected due to economic factors including

declining real estate values increasing interest rates increasing unemployment or changes in payment

behavior or other factors

Reduced earnings due to higher credit losses because our loans are concentrated by loan type industry

segment borrower type or location of the borrower or collateral

The rate of delinquencies and amounts of loans charged-off

The adequacy of the level of our allowance for loan losses

Our efforts to raise capital or otherwise increase our regulatory capital ratios

The impact of our efforts to raise capital on our financial position liquidity capital and profitability

Our ability to retain our existing customers including our deposit relationships

The rates of loan growth in recent years and the lack of seasoning of portion of our loan portfolio

The amount of our loan portfolio collateralized by real estate and the weakness in the real estate

market

Increased funding costs due to market illiquidity increased competition for funding and or increased

regulatory requirements with regard to funding

Significant increases in competitive pressure in the banking and financial services industries

Changes in the interest rate environment which could reduce anticipated or actual margins

Changes in political conditions and the legislative or regulatory environment

General economic conditions either nationally or regionally and especially in our primary service

areas becoming less favorable than expected resulting in among other things further deterioration

in credit quality
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Changes occurring in business conditions and inflation

Changes in technology

Changes in deposit flows

Changes in monetary and tax policies

Changes in accounting principles policies or guidelines

Our ability to maintain effective internal control over financial reporting

Our reliance on available secondary funding sources such as FHLB advances Federal Reserve

Discount Window borrowings sales of securities and loans and federal funds lines of credit from

correspondent banks to meet our liquidity needs

Adverse changes in asset quality and resulting credit risk-related losses and expenses

Loss of consumer confidence and economic disruptions resulting from terrorist activities or other

military actions

Changes in the securities markets and or

Other risks and uncertainties detailed from time to time in our filings with the SEC

These risks are exacerbated by the recent developments in national and international financial markets and

we are unable to predict what impact these uncertain market conditions will have on us During 2008 and 2009
the capital and credit markets experienced extended volatility and disruption which continue to impact the

Company in 2010 There can be no assurance that these unprecedented developments will not continue to

materially and adversely impact our business financial condition and results of operations as well as our ability

to raise capital or other funding for liquidity and business purposes

We have based our forward-looking statements on our current expectations about future events Although

we believe that the expectations reflected in our forward-looking statements are reasonable we cannot guarantee

that these expectations will be achieved We undertake no obligation to publicly update or otherwise revise any

forward-looking statements whether as result of new information future events or otherwise
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Selected Financial Data

The following consolidated financial data should be read in conjunction with Item Financial Statements

and Item Managements Discussion and Analysis of Financial Condition and Results of Operations dollars in

thousands except per share data unaudited

For the For the For the For the For the

three three three three three

month month month month month For the

period period period period period year

ended ended ended ended ended ended
March 31 December 31 September 30 June 30 March 31 December 31

2010 2009 2009 2009 2009 2009

STATEMENTS OF INCOME LOSS
Interest income 14879 15708 17046 15890 17566 66210
Interest expense 4080 5099 5530 5622 5188 21439

Net interest income 10799 10609 11516 10268 12378 44771
Provision for loan losses 10750 17225 24000 30000 2175 73400

Net interest income loss after

provision for loan losses 49 6616 12484 19732 10203 28629
Noninterest income 4940 4625 4543 5103 4431 18702
Noninterest expense 13323 13628 13998 13143 11517 52286

Net income loss before provision

benefit for income taxes 8334 15619 21939 27772 3117 62213
Provision benefit for income taxes 3042 5566 7764 9921 1123 22128

Net income loss 5292 10053 14175 17851 1994 40085

COMMON AND PER SHARE DATA
Net income loss per common share

Basic 0.82 1.55 2.20 2.77 0.31 6.21
Diluted 0.82 1.55 2.20 2.77 0.31 6.21

Cash dividends per common share 0.06 0.06

Book value percommon share 10.93 11.55 13.63 15.45 18.12 11.55

Outstanding common shares 6495130 6495130 6477630 6477630 6487630 6495130

Weighted average common shares

outstandingbasic 6455598 6450150 6450090 6450090 6448668 6449754

Weighted average common shares

outstandingdiluted 6455598 6450150 6450090 6450090 6529972 6449754
Dividend payout ratio n/a% nla% n/a% nla% 19.5 1% nla%

PERIOD-END BALANCES
Assets $1348463 $1435950 $1425455 $1465529 $1403570 $1435950
Investment securities available for sale at

fairvalue 115893 119986 121027 113347 117961 119986
Total loans 1011368 1044196 1082313 1138832 1167924 1044196
Deposits including traditional and

nontraditional 1168978 1249520 1247850 1275744 1212681 1249520
Other short-term borrowings 15403

Long-term borrowings 96000 101000 82000 82000 52000 101000
Convertible debt 380

Shareholders equity 70978 75015 88266 100088 117550 75015

AVERAGE BALANCES
Assets $1368244 $1431639 $1462846 $1441610 $1387349 $1430271
Interest-earning assets 1283045 1332232 1385232 1378059 1315765 1352956
Investment securities available for sale at

fairvalue 117702 120606 115377 117532 123511 119238
Total loans 1031740 1070390 1126812 1162453 1164661 1130809
Deposits including traditional and

nontraditional 1181492 1248568 1270659 1255243 1154179 1232526
Other short-termiorrowings 112 1386 6605 54437 15447
Long-term borrowings 99666 84063 82000 53647 52000 68054
Convertible debt

Shareholders equity 76648 88879 102298 118922 117894 106906
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For the For the For the For the For the

three three three three three

month month month month month For the

period period period period period year

ended ended ended ended ended ended

March 31 December 31 September 30 June 30 March 31 December 31
2010 2009 2009 2009 2009 2009

SELECT PERFORMANCE RATIOS
Return on average assets 1.57% 2.79% 3.84% 4.97% 0.58% 2.80%
Return on average shareholders equity 28.00 44.87 54.97 60.21 6.86 37.50

Net interest margin 3.41 3.16 3.30 2.99 3.82 3.31

CAPITAL RATIOS

Average shareholders equity as percentage of

average assets 5.60% 6.21% 6.99% 8.25% 8.50% 7.47%

Shareholders equity as percentage of assets

atpenod end 5.26 5.22 6.19 6.83 8.38 5.22

Tier risk-based capital 6.82 6.99 7.50 8.46 9.74 6.99

Total risk-based capital 8.09 8.25 8.76 9.71 10.77 8.25

Tier leverage ratio 5.30 5.55 5.99 7.17 8.67 5.55

ASSET QUALITY INFORMATION
Allowance for loan losses 28426 24079 22548 21965 $12606 24079

Nonaccrual loans 113181 96936 92532 95549 56115 96936

Nonperforming assets 142161 124950 120297 113413 63648 124950

Net loans charged-off 6403 15694 23417 20641 569 60321

Allowance for loan losses as percentage of

gross loans 2.81% 2.31% 2.09% 1.95% 1.09% 2.31%

Nonaccrual loans as percentage of gross loans

and foreclosed assets 10.89 9.07 8.35 8.35 4.82 9.07

Nonperforming assets as percentage of

assets 10.54 8.70 8.44 7.74 4.53 8.70

Net loans charged-off as percentage of

averagegrossloans 2.53 5.83 8.28 7.18 0.20 5.36

Executive Summary of First Quarter 2010 Financial Results

Context for the Three Month Period Ended March 31 2010 and the Company

2009 was very challenging year
for the Company the banking industry and the U.S economy in general

and these challenges have continued into 2010 In relation to the Company the overall economic context for our

financial condition and results of operations include the following

Ongoing financial crisis in the overall U.S economy that generally started in August 2008 and

continued in 2009 for which the banking industry and the Company continue to be adversely affected

Volatile equity markets that declined significantly during the first half of 2009 and have since begun to

improve

Significant stress on the banking industry with significant financial assistance to many financial

institutions extensive regulatory and congressional scrutiny and new regulatory rules and

requirements

General anxiety on the part of our customers and the general public

Uncertainty about the future and when the economy will return to normal and questions about what

will be the new normal

Low and uncertain interest rate environment particularly given the government intervention in the

financial markets with current expectations of rising interest rates in the foreseeable future

High levels of unemployment nationally and in our local markets that have continued to increase

although some recent reports appear to indicate the beginning of an improving trend
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Additional context specific to the Company includes the following

Fast growth from 2004 through the first quarter of 2009 growing total assets 57% during that period

that resulted in the Company reaching natural maturity/life cycle hump that is typical for banks that

reach that asset size Typical challenges associated with this stage
of our life cycle include

Stress on our infrastructure requiring investment in the number and expertise of employees and

refinement of policies and procedures

Required investments in technology to invest in the future and rationalization of the technology

investments versus our historical investment in facilities

Adapting products and services and related pricing and fees to remain relevant to our current and

evolving customer base and competitiveness in the market place and development of broader

distribution channels for delivery of our products and services

Application of more sophisticated risk management approach including comprehensive view

of risk processes and procedures internal and vendor expertise and the way we do business

Executive management succession plan implemented effective July 2009 and resulting

organizational changes

In planning for the retirement of the former Chief Executive Officer of the Company and the

Chief Executive Officer of the Bank who also served as the President Chief Operating Officer

and Chief Accounting Officer of the Company the Company hired Samuel Erwin in March

2009 and Lee Dixon in May 2009 as senior executive vice presidents Effective July 2009

the Company named Mr Erwin as Chief Executive Officer and President of the Bank and

Mr Dixon as Chief Operating Officer of the Company and the Bank Subsequently Mr Erwin

also assumed the title of Chief Executive Officer of the Company on January 2010 and

Mr Dixon assumed additional responsibilities as Chief Risk Officer of the Company and the Bank

in October 2009

Messrs Erwin and Dixon have proven bank turn around and operational capabilities and rapidly

developed and implemented the Companys Strategic Project Plan in June 2009 as summarized

below

Significant deterioration in asset quality during 2009 resulting in net loss for 2009 which was the first

annual net loss in the history of the Company back to the Great Depression in the 1930s We also

incurred net loss in the first quarter 2010 although our quarterly losses have decreased each quarter

since the second quarter 2009

Increased regulatory scrutiny given declining asset quality financial results and capital position

Strategic repositioning and reduction of the balance sheet to reduce commercial real estate loan

concentrations and individually larger and more complex loans originated during 2004 through 2008

as well as intentional reduction in the amount of higher priced certificates of deposit accounts used to

fund the loan growth during that period As result gross loans and total traditional deposits have

decreased $146.1 million and $39.7 million respectively from March 31 2009 to March 31 2010
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In light of the above in 2009 management and the Board of Directors reacted quickly and defined three

strategic initiatives which are summarized as follows

Component Primary Emphasis Time Horizon

Strategic Project Plan Manage through the extended recession June 2009 June 2010

and volatile economic environment

Execute the Strategic Project Plan related

to credit quality earnings liquidity and

capital the Strategic Project Plan is

described in more detail below

2010 Annual Strategic Plan Strategic planning at the corporate and Calendar year 2010

department level for calendar
year 2010 in

the context of the uncertain economic

environment

Acceleration of overcoming the growth

hump/life cycle stage of maturity resulting

from fast growth reaching high of $1.5

billion in assets

Positioning the Bank to return to

profitability in the post-recession

environment

Bank of the Future Reinventing the Bank to be the bank of Three to five years

the future

Determining the customer of tomorrow

and refining our products services and

distributions channels to meet their

expectations

Adapting to the rapidly changing financial

services landscape

We believe it is critical to focus on all three strategic initiatives simultaneously to optimize long-term

shareholder value As result management and the Board of Directors focused tremendous amount of time and

effort on addressing all three initiatives in 2009 and continuing into 2010 with the overall objectives being to

aggressively deal with our credit quality and earnings issues as quickly as possible and to accelerate into

much shorter time frame the reinvention of The Palmetto Bank that might otherwise normally take several

years to accomplish While many believe the recession officially ended in 2009 the impact of the recession is

continuing to be felt by the banking industry and the Company Accordingly our focus has been and continues to

be centered on managing through the effects of the recession to position the Company to return to profitability

once the economy begins to recover

Summary Financial Results and Company Response

The national and local economy and the banking industry continue to deal with the effects of the most

pronounced recession in decades Unemployment in South Carolina rose significantly throughout 2009 and into

2010 and is higher than the national average and residential and commercial real estate projects are depressed

with significant deterioration in values As result the impact in our geographic area and to individual borrowers

was severe As result of the extended recession our financial results in the first quarter 2010 were significantly

impacted by the following in comparison to the first quarter of 2009

Provision for loan losses totaling $10.8 million compared to $2.2 million in 2009

Real estate acquired in settlement of loans writedowns and
expenses totaling $1.0 million compared to

$29 thousand in 2009
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Foregone interest of $1.0 million on cash invested at the Federal Reserve at 25 basis points to maintain

liquidity versus the
average yield on our investment securities of 4.15%

Higher FDIC insurance premiums due to our voluntary participation in the FDICs Transaction

Account Guarantee Program and our classification as adequately-capitalized totaling $715 thousand

compared to $454 thousand in 2009

Higher credit-related expenses for problem asset workout and other
expenses to execute the Strategic

Project Plan which were not incurred in the first quarter 2009

In total the above reduced our earnings by more than $10.9 million for the three month period ended

March 31 2010 compared to the same period of 2009 Accordingly management believes successful completion

of the Strategic Project Plan will result in significant near term improvement to our earnings

The credit-related costs for banks associated with the recession are significant Beginning in the fourth

quarter
of 2008 and continuing into 2010 we recognized that construction acquisition and development real

estate projects were slowing guarantors were becoming financially stressed and increasing credit losses were

surfacing During 2009 delinquencies over 90 days increased resulting in an increase in nonaccrual loans

indicating significant credit quality deterioration and probable losses In particular loans secured by real estate

including acquisition construction and development projects demonstrated stress given reduced cash flows of

individual borrowers limited bank financing and credit availability and slow property sales This deterioration

manifested itself in our borrowers in several ways the cash flows from underlying properties supporting the

loans decreased e.g slower property sales for development type projects or lower occupancy rates or rental

rates for operating properties cash flows from the borrowers themselves and guarantors were under pressure due

to illiquid and diminished personal balance sheets resulting from investing additional personal capital in the

projects and fair values of real estate related assets declined resulting in lower cash proceeds from sales or fair

values declining to the point that borrowers were no longer willing to sell the assets at such deep discounts

The result of the above was significant increase in the level of nonperforming assets through March 31
2010 In addition many of these loans are collateral dependent real estate loans for which we are required to

write down the loans to fair value less estimated costs to sell with the fair values determined primarily based on

third party appraisals During 2009 and continuing into 2010 appraised values decreased significantly even in

comparison to appraisals received within the past 12 to 48 months As result our evaluation of our loan

portfolio and allowance for loan losses at March 31 2010 resulted in net charge-offs of $6.4 million and

provision for loan losses of $10.8 million during the three month period ended March 31 2010

Strategic Project Plan

In response to the challenging economic environment and our negative financial results in June 2009 the

Board of Directors and management adopted and began executing proactive and aggressive Strategic Project

Plan the Plan to address the issues related to credit quality liquidity earnings and capital ExeŁution of the

Plan is being overseen by special committee of the Board of Directors and we have engaged external expertise

to assist with its implementation

Since June 2009 we have been and continue to be keenly focused on executing the Plan No one yet can

predict the ongoing impact of the recession given its length and severity However it is our expectation that our

hard work eventual improvement in the economy and the real estate markets and raising additional capital will

help our borrowers and us weather this storm and continue our road to recovery and return to profitability To

date while we are still incurring net losses execution of the plan has resulted in decreasing net loss each

quarter since the second quarter 2009
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Credit Quality Given the negative asset quality trends within our loan portfolio which began in 2008 and

accelerated during 2009 we have worked aggressively to identify and quantify potential losses and execute plans

to reduce problem assets The credit quality plan includes among other things

Performing detailed loan reviews of our loan portfolio In May and June 2009 we performed an

expanded internal loan review of our nonconsumer loan portfolio that covered 70% of these loans In

July and August 2009 an independent loan review firm also reviewed 35% of our nonconsumer loan

portfolio In February 2010 we performed another internal loan review of our nonconsumer loan

portfolio that covered 154 loans totaling $274.4 million

For problem loans identified we have prepared written workout plans that are borrower specific to

determine how best to resolve the loans which could include restructuring the loans requesting

additional collateral demanding payment from
guarantors

sale of the loans or foreclosure and sale of

the collateral

We have also increased our monitoring of borrower and industry sector concentrations and are limiting

additional credit
exposure to these concentrations

In July 2009 we hired new Chief Credit Officer and reevaluated our lending policies and procedures

and Credit Administration function and implemented significant enhancements Among other changes

we have reorganized our Credit Administration function hired additional internal resources and

external consulting assistance and reorganized our line of business lending roles and responsibilities

including separate designation of commercial lending line of business with more direct oversight and

clearer accountability

We are actively marketing problem assets for sale In the past two quarters we have sold real estate

acquired in settlement of loans aggregating $2.1 million and currently of those in the portfolio at

March 31 2010 we have real estate acquired in settlement of loans under contract for sale aggregating

$8.1 million In April 2010 we hired two additional personnel with expertise in problem asset workout

and disposition

Liquidity In June 2009 we implemented forward-looking liquidity plan and increased our liquidity

monitoring The liquidity plan includes among other things

Implementing proactive customer deposit retention initiatives specific to large deposit customers and

our deposit customers in general

Executing targeted deposit growth and retention campaigns which resulted in retained and new

certificates of deposit aggregating $187.7 million as of April 28 2010 since January 2010

Evaluating our sources of available financing and identifying additional collateral for pledging for

FHLB and Federal Reserve borrowings

Monitoring our correspondent bank lines of credit

Accelerating the filing of our 2009 income tax refund claims resulting in refunds received totaling

$20.9 million in the first quarter 2010

Maintaining cash received primarily from loan and security repayments invested in cash rather than

being reinvested in other earning assets Maintaining this cash balance has reduced our interest income

by $1.0 million for the three month period ended March 31 2010 compared to the same period of 2009

when compared with investing these funds at the average yield of 4.15% on our investment securities

since we are retaining higher level of cash instead of reinvesting this cash in higher yielding assets

However we expect to maintain this cash balance for the foreseeable future

At April 28 2010 funding sources included cash invested at the Federal Reserve totaling $140.3 million

$7.2 million in available repurchase agreement capacity and our correspondent bank line of credit totaling $5.0

million
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Capital At March 31 2010 our Tier leverage ratio and Tier risk-based capital ratios were above the

well-capitalized regulatory minimum threshold of 5% and 6% respectively Our total risk-based capital ratio

however was 8.09% which is below the well-capitalized regulatory minimum threshold of 10% To preserve our

capital we have

Not paid dividend on our common stock since the first quarter of 2009

Reduced our loan portfolio by $146.1 million since March 31 2009

Evaluated other capital saving alternatives such as asset sales and reducing outstanding credit

commitments

Issued unsecured convertible debt from the Company in March 2010 of $380 thousand the proceeds of

which were contributed to the Bank as capital contribution

To raise additional capital we have engaged an investment banking firm and are executing capital

plan that may include issuing common stock preferred stock or combination of both debt or other

financing alternatives that are treated as capital for capital adequacy ratio purposes at the Bank

Currently our plan is to raise additional capital in the next few months however the Board of

Directors has not yet determined the type timing amount or terms of securities to be issued in an

offering

Earnings We have developed an earnings plan that is focused on improvement through combination of

revenue increases and expense reductions including assistance from external consulting firms to review our

current and potential new products and services and related rates and fees and to identify process and efficiency

improvements

With respect to net interest income we have implemented risk-based loan pricing and interest rate

floors on renewed and new loans meeting certain criteria At March 31 2010 loans aggregating $209.0

million had interest rate floors of which $174.1 million had floors greater than 5% In light of the

current low interest rate environment we have also reduced the interest rates paid on our deposit

accounts

Regarding noninterest income we are evaluating other noninterest sources of income For example in

March 2010 we introduced new checking account MyPal checking and new savings account

Smart Savings both of which provide noninterest income resulting from debit card transactions We

have also evaluated the profitability of all of our pre-existing deposit accounts and in the second

quarter of 2010 plan to begin the migration of unprofitable accounts to these new accounts to generate

additional noninterest income

Regarding noninterest expenses we have identified over $2.5 million of specific noninterest expense

reductions to be realized in 2009 and into 2010 and are continuing to review other expense areas for

additional reductions with assistance from consulting firm that specializes in process and efficiency

reviews These expense reductions will be partially offset by the higher level of credit-related costs

incurred due to legal consulting and carrying costs related to our higher level of nonperforming assets

Lastly we are critically evaluating each of our businesses to determine their contribution to our

financial performance and their relative risk return relationship Based on the evaluation to date on

March 31 2010 we entered into referral and services agreement with Global Direct Payments Inc

related to our merchant services business which resulted in
gross payment to the Company of $786

thousand which is included in Merchant services noninterest income in the amount of $559 thousand

net of transaction costs for the three month period ended March 31 2010

Summary

In summary during the three month period ended March 31 2010 we continued to be impacted by the

negative financial conditions of our borrowers and the economy in general but we have also made substantial
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progress on the execution of the Strategic Project Plan adopted in June 2009 To date while we are still incurring

net losses execution of the Plan has resulted in decreasing net loss each quarter since the second quarter 2009

We continue to rapidly execute the Plan with current focus on raising additional capital

Critical Accounting Policies and Estimates

Our significant accounting policies are fundamental to understanding our financial condition and results of

operations because some accounting policies require the use of estimates and assumptions that may impact the

value of assets or liabilities and financial results Accounting for these critical areas requires subjective and

complex judgments and could be subject to revision as new information becomes available Our policies

governing the accounting for our allowance for loan losses and the related reserve for unfunded commitments

mortgage-servicing rights portfolio goodwill real estate acquired in settlement of loans the realization of our

deferred tax asset defined benefit pension plan the valuation of our common stock and the determination of fair

value of financial instruments were determined to be critical as reported in the Annual Report on Form 10-K for

the year ended December 31 2009 On an annual basis management in conjunction with our independent

registered public accounting firm discusses the critical accounting estimates with the Audit Committee of our

Board of Directors For additional information regarding our critical accounting policies and estimates refer to

our Annual Report on Form 10-K for the
year ended December 31 2009
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Financial Condition

Overview

PALMETTO BANCSHARES INC AND SUBSIDIARY

Consolidated Balance Sheets

dollars in thousands

March 31 December 31 Dollar Percent

2010 2009 variance variance

unaudited

Assets

Cash and cash equivalents

Cash and due from banks 156984 188084 $31100 16.5%

Total cash and cash equivalents 156984 188084 31100 16.5

FHLB stock at cost 7010 7010

Investment securities available for sale at fair value 115893 119986 4093 3.4

Mortgage loans held for sale 1121 3884 2763 71.1

Loans gross 1010247 1040312 30065 2.9

Less allowance for loan losses 28426 24079 4347 18.1

Loans net 981821 1016233 34412 3.4

Premises and equipment net 30225 29605 620 2.1

Goodwill net 3691 3691

Accrued interest receivable 4221 4322 101 2.3

Real estate acquired in settlement of loans 28867 27826 1041 3.7

Income tax refund receivable 738 20869 20131 96.5

Other 17892 14440 3452 23.9

Total assets $1348463 $1435950 $87487 6.1%

Liabilities and shareholders equity

Liabilities

Deposits

Noninterest-bearing 139454 142609 3155 2.2%

Interest-bearing 989159 1072305 83146 7.8

Total deposits 1128613 1214914 86301 7.1

Retail repurchase agreements 21417 15545 5872 37.8

Commercial paper Master notes 18948 19061 113 0.6

Long-term borrowings 96000 101000 5000 5.0

Convertible debt 380 380 100.0

Accrued interest payable 1528 2020 492 24.4

Other 10599 8395 2204 26.3

Total liabilities 1277485 1360935 83450 6.1

Shareholders equity

Preferred stock

Common stock 32295 32282 13

Capital surplus 2677 2599 78 3.0

Retained earnings 41802 47094 5292 11.2

Accumulated other comprehensive loss net of tax 5796 6960 1164 16.7

Total shareholders equity 70978 75015 4037 5.4

Total liabilities and shareholders equity $1348463 $1435950 $87487 6.1%
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Cash and Cash Equivalents

Cash and cash equivalents decreased $31.1 million 16.5% at March 31 2010 over December 31 2009

primarily as result of decline in certificate of deposit accounts Cash and cash equivalents totaled $157.0

million at March 31 2010 We maintain our excess liquidity with the Federal Reserve to reduce credit risks

associated with selling those funds to correspondent banks For the foreseeable future we are intentionally

maintaining these higher cash balances to provide liquidity notwithstanding the negative impact to our interest

income since we only earn 25 basis points on our deposits with the Federal Reserve versus investing this cash in

higher earning assets For the three month period ended March 31 2010 the difference between the interest

earned on the cash at the Federal Reserve at 25 basis points and the interest that could have been earned by

investing this cash in the securities portfolio at the
average yield on the portfolio of 4.15% was $1.0 million

Once the banking industry returns to more stable operating environment and we raise additional capital our

plan is to reinvest these cash reserves into higher yielding assets which should significantly improve our net

interest margin

Concentrations and Restrictions In an effort to manage our associated risks we generally do not sell

federal funds to other financial institutions because they are essentially uncollateralized loans Therefore

management regularly evaluates the risk associated with the counterparties to these transactions to ensure that we

do not expose ourselves to any significant risks with regard to our cash and cash equivalent balances

Cash and cash equivalents restricted to secure letter of credit totaled $250 thousand 0.2% and $512

thousand 0.3% as of March 31 2010 and December 31 2009 respectively In addition $836 thousand 0.5%
and $836 thousand 0.4% of the balance of cash and cash equivalents was restricted as of March 31 2010 and

December 31 2009 respectively under our merchant credit card agreements

Investment Activities

General The primary objective of the Companys management of the investment portfolio is to maintain

portfolio of high quality highly liquid investments yielding competitive returns We are required under federal

regulations to maintain adequate liquidity to ensure safe and sound operations We maintain investment balances

based on continuing assessment of cash flows the level of loan production current interest rate risk strategies

and the assessment of the potential future direction of market interest rate changes Investment securities differ in

terms of default interest rate liquidity and expected rate of return risk

Composition The following table summarizes the composition of our investment securities available for

sale portfolio at the dates indicated dollars in thousands

March 31 2010 December 312009

Total of total Total of total

U.S Treasury and federal agencies 24015 20.7% 16297 13.6%

State and municipal 43616 37.6 46785 39.0

Collateralized mortgage obligations 36623 31.6 40318 33.6

Other mortgage-backed federal agencies 11639 10.1 16586 13.8

Total investment securities available for sale $115893 100.0% $119986 100.0%

Average balances of investment securities available for sale decreased to $117.7 million during the three

month period ended March 31 2010 from $123.5 million during the same period of 2009 During March 2010

we evaluated and executed several capital preservation transactions one of which was sale of investment

securities available for sale Eleven collateralized mortgage obligations three other mortgage-backed securities

and three state and municipal securities totaling $40.2 million were sold during March 2010 resulting in net

gain on sale totaling $8 thousand The proceeds from the sales were reinvested in GNMA collateralized mortgage
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obligations with an expected duration of 2.5 years These transactions were executed as part of our repositioning

the investment securities portfolio in light of the current interest rate environment including expectation of rising

interest rates over at least the next 18 months In addition the transactions resulted in an improved regulatory

capital position as the securities sold were in higher risk weighted asset categories compared to the securities

purchased

The fair value of the investment securities available for sale portfolio represented 8.6% of total assets at

March 31 2010 and 8.4% of total assets at December 31 2009

Unrealized Position The following table summarizes the amortized cost and fair value composition of our

investment securities available for sale portfolio at the dates indicated in thousands

U.S Treasury and federal agencies

State and municipal

Collateralized mortgage obligations

Other mortgage-backed federal agencies ________ ________ ________ ________

Total investment securities available for sale
_________ _________ _________

Other-Than-Temporary Impairment The following tables summarize the number of securities in each

category of investment securities available for sale the fair value and the gross
unrealized losses aggregated by

investment category and length of time that individual securities have been in continuous unrealized loss

position at the dates indicated dollars in thousands

March 312010

Less than 12 months 12 months or longer

U.S Treasury and federal agencies

State and municipal

Collateralized mortgage obligations

Other mortgage-backed federal

agencies 1444

Total investment securities

available for sale $12729

December 312009

12 months or longer Total

March 312010

Amortized Fair

cost value

24016 24015

41590 43616

36851 36623

11067 11639

$113524 $115893

December 31 2009

Amortized Fair

cost value

16294 16297

44908 46785

42508 40318

15783 16586

$119493 $119986

Gross

unrealized

Fair value losses

$19016U.S Treasury and federal agencies

State and municipal

Collateralized mortgage obligations

Other mortgage-backed federal

agencies

Total

2563

Gross Gross

unrealized unrealized

Fair value losses Fair value losses

4$19016

237 2563 237

1447 25 1447 25

Total investment securities

available for sale $23026 $263 $23026 263

Less than 12 months

Gross Gross Gross

unrealized unrealized unrealized

Fair value losses Fair value losses Fair value losses

300 1$ 300

662 662

10323 412 16624 1946 26947 2358

1444 35

$450 $16624 $1946 14 $29353 $2396
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Gross unrealized losses decreased $2.1 million from December 31 2009 to March 31 2010 primarily
within the collateralized mortgage obligation sector of the investment securities portfolio Eleven collateralized

mortgage obligations were sold during the three month period ended March 31 2010 The gross unrealized losses

on the sold collateralized mortgage obligations totaled $2.0 million at December 31 2009

We use prices from third party pricing services and to lesser extent indicative non-binding quotes from

third party brokers to measure fair value of our investment securities See Part Financial Information Item

Financial Statements Note 17 for further discussion regarding the amount and fair value hierarchy classification

of investment securities measured at fair value using third party pricing service and those measured at fair value

using broker quotes We utilize multiple third party pricing services and brokers to obtain fair values however

management generally obtains one price quote for each individual security For securities priced by third party

pricing services management determines the most appropriate and relevant pricing service for each security class

and has that vendor provide the price for each security in the class We record the unadjusted value provided by
the third party pncing service broker in our Consolidated Financial Statements subject to our internal price

verification procedUres

Fair values of the investment securities portfolio could decline in the future if the underlying performance of

the collateral for collateralized mortgage obligations or other securities deteriorates and the levels do not provide

sufficient protection for contractual principal and interest As result there is risk that additional other-than-

temporary impairments may occur in the future particularly in light of the current economic environment

Ratings The following table summarizes Moodys ratings by segment of the investment securities

available for sale based on fair value at March 31 2010 An AAA rating is based not only on the credit of the

issuer but may also include consideration of the structure of the securities and the credit quality of the collateral

Other
U.S Treasury State Collateralized mortgage-backed

and federal and mortgage federal

agencies municipal obligations agencies

Aaa 100% 3% 100% 100%
Aal-A3 72

Baal-B3 16

Not rated or withdrawn rating

Total 100% 100% 100% 100%

Of the state and municipal investment securities not rated or with withdrawn ratings by Moodys at

March 31 2010 15% were rated AA by Standard and Poors ratings 52% were rated AA 19% were rated AA-
and 14% or $566 thousand were not rated by Standard and Poors ratings

Maturities The weighted average contractual life of investment securities available for sale was 3.7 years

at March 31 2010 Since 42% based on amortized cost of the portfolio is collateralized mortgage obligations or

other mortgage-backed securities the expected remaining maturity may differ from contractual maturity because

borrowers generally have the right to prepay obligations before the underlying mortgages mature

Pledged 63% and 61% of the portfolio was pledged to secure public deposits including retail repurchase

agreements and trust assets at March 31 2010 and December 31 2009 respectively Of the $72.6 million and

$73.2 million pledged at March 31 2010 and December 31 2009 respectively $55.0 million and $56.3 million

respectively of the portfolio was securing public deposits and trust assets

$6.3 i.ul.i btthc tie at March 31 2010 and December 31 2009 was pledged to secure federal

funds funding from
correspotident bank $26.2 million 23% and $29.8 million 25% of the portfolio at

March 31 2010 and December 31 2009 respectively was pledged to collateralize FHLB advances and letters of

credit of which $25.2 million and $26.8 million respectively was available as lendable collateral
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Concentrations Three state and municipal security issuers issued securities with fair values ranging from

2.0% to 3.2% of total shareholders equity at March 31 2010 Twelve state and municipal security issuers issued

securities with fair values ranging from 1.0% to 1.7% of total shareholders equity at March 31 2010

Two collateralized mortgage obligation issuers issued securities with fair values of 1.9% and 3.6%

respectively of total shareholders equity at March 31 2010 Seven collateralized mortgage obligations issued

by GNMA had an aggregate fair value and amortized cost of $32.7 million 46.1% of shareholders equity at

March 31 2010

The following table summarizes issuer concentrations of other mortgage-backed investment securities at fair

value at March 31 2010 dollars in thousands

FNMA FHLMC GNMA Total

Other mortgage-backed federal agencies $8327 $1865 $1447 $11639

As percentage of shareholders equity 11.7% 2.6% 2.1% 16.4%

Realized Gains and Losses As previously described securities totaling $40.2 million were sold during the

three month period ended March 31 2010 resulting in net gain on sale totaling $8 thousand

The following table summarizes the gross realized gains and losses on investment securities available for

sale for the periods indicated in thousands

For the three month

periods ended March 31

2010 2009

Realized gains 1147

Realized losses 1139

Net realized gains $2

Lending Activities

General Loans continue to be the largest component of our assets During the three month period ended

March 31 2010 gross loans declined $30.1 million 2.9% as we actively sought to reduce our commercial real

estate loan portfolio to preserve capital as part of our capital plan and to reduce concentrations in the commercial

real estate related segments of the loan portfolio Based on our risk assessment of borrowers we also

implemented risk-based loan pricing and interest rate floors or minimum interest rates both at origination and

renewal In addition we are proactively addressing the reduction of our nonperforming assets through

restructurings charge-offs and sales During the three month period ended March 31 2010 we charged-off $5.8

million in gross loan charge-offs related to loans evaluated individually for impairment and transferred $2.7

million of loans evaluated individually for impairment to the real estate acquired in settlement of loans portfolio

G-15



Composition The following table summarizes gross loans categorized by FDIC code at the dates

indicated dollars in thousands

March 31 2010 December 312009

Total of total Total of total

Secured by real estate

Construction land development and other land loans 198236 19.7% 205465 19.8%

Farmland 1016 0.1 466

Single-family residential 195168 19.3 203330 19.6

Multifamily residential 30426 3.0 30668 3.0

Nonfarm nonresidential 449749 44.5 459130 44.1

Commercial and industrial 59958 5.9 61788 5.9

Obligations of states and political subdivisions of the U.S 1091 0.1 1418 0.1

General consumer 55207 5.5 57581 5.5

Credit line 5082 0.5 5501 0.5

Bankcards 12833 1.3 13214 1.3

Others 1481 0.1 1751 0.2

Loans gross $1010247 100.0% $1040312 100.0%

The following table summarizes gross loans categorized by loan purpose at the dates indicated dollars in

thousands

March 31 2010 December 31 2009

Total of total Total of total

Commercial business 114690 11.4% 121691 11.7%

Commercial real estate 657439 65.1 671701 64.6

Installment 17915 1.8 20845 2.0

Installment real estate 77231 7.6 80395 7.7

Indirect 35928 3.6 36291 3.5

Credit line 1910 0.2 1970 0.2

Prime access 65743 6.5 66082 6.4

Residential mortgage 23752 2.3 26282 2.5

Bankcards 12858 1.3 13236 1.3

Business manager 286 319

Other loans 1969 0.2 1081 0.1

Loans in process
135 33

Deferred loans fees and costs 391 452

Loans gross $1010247 100.0% $1040312 100.0%

Loans included in both of the preceding loan composition tables are net of participations sold Participations

sold totaled $12.5 million loans at March 31 2010 and December 31 2009 With regard to participations

sold we serve as the lead bank and are therefore responsible for certain administration and other management

functions as agent to the participating banks We are in active discussions with the participating banks to keep

them informed of the status of these loans and determine loan workout plans

Mortgage loans serviced for the benefit of others amounted to $430.4 million and $426.6 million at

March 31 2010 and December 31 2009 respectively and are not included in our Consolidated Balance Sheets

Pledged To borrow from the FHLB members must pledge collateral to secure advances and letters of

credit Acceptable collateral includes among other types of collateral variety of residential miltifamily home
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equity lines and second mortgages and commercial loans $397.6 million and $407.0 million of gross loans were

pledged to collateralize FHLB advances and letters of credit at March 31 2010 and December 31 2009

respectively of which $169.5 million and $162.0 million respectively was available as lendable collateral

Effective for all borrowers on March 18 2010 the maximum maturity for borrowings was shortened to

overnight As of April 12 2010 we were required to post collateral of $5.7 million to cover the various Federal

Reserve System services that are being utilized by us In addition any future potential borrowings from the

Discount Window are at the secondary credit rate and must be used for operational issues and the Federal

Reserve has the discretion to deny approval of borrowing requests We are also required to pledge collateral for

such secondary borrowing capacity While as of March 31 2010 loans were pledged to collateralize for potential

borrowings from the Federal Reserve Discount Window effective April 12 2010 the amount our loans pledged

as collateral was reduced to $27.7 million

Concentrations General During 2009 and continuing into 2010 we increased our monitoring of borrower

and industry sector concentrations and are limiting additional credit exposure to these concentrations in

particular the segments of our loan portfolio secured by commercial real estate In addition we are proactively

executing loan workout plans with particular focus on reducing our concentrations in these segments In

addition in 2009 we engaged an investment banking firm to assist us with the potential sale individually or in

bulk of pool of commercial real estate loans aggregating unpaid principal balance of $68.1 million We
received the bids in the first quarter and are currently evaluating whether to accept any of the individual loan bids

or to decline the bids and continue to work out the loans as part of our credit quality plan

Loan Type Industry Concentration The following table summarizes loans secured by commercial real

estate categorized by FDIC code at March 31 2010 dollars in thousands

of Banks
of gross total regulatory

Total loans capital

Secured by commercial real estate

Construction land development and other land loans $198236 19.7% 228.6%

Multifamily residential 30426 3.0 35.1

Nonfarm nonresidential 449749 44.5 518.6

Total loans secured by commercial real estate $678411 67.2% 782.3%
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The following table further categorizes loans secured by commercial real estate categorized by FDIC code

at March 31 2010 dollars in thousands

of Banks
of gross total regulatory

Total loans capital

Development commercial real estate loans

Secured by
Land unimproved commercial or residential 80401 8.0% 92.7%

Land developmentcommercial 14905 1.5 17.2

Land developmentresidential 57481 5.7 66.3

Commercial construction

Hotel/motel 192 0.2

Retail 4458 0.4 5.2

Office 245 0.3

Multifamily 9598 0.9 11.1

Industrial and warehouse 7136 0.7 8.2

Healthcare 4946 0.5 5.7

Miscellaneous commercial 4792 0.5 5.5

Total development commercial real estate loans 184154 18.2 212.4

Existing and other commercial real estate loans

Secured by

Hotel/motel 104840 10.4 120.9

Retail 26527 2.6 30.6

Office 34653 3.4 39.9

Multifamily 30426 3.0 35.1

Industrial and warehouse 17621 1.8 20.3

Healthcare 16730 1.7 19.3

Miscellaneous commercial 132475 13.1 152.8

Residential construction speculative 6932 0.7 8.0

Total existing and other commercial real estate

loans 370204 36.7 426.9

Commercial real estate owner occupied and residential loans Secured by
Commercial owner occupied 116904 11.6 134.8

Commercial constructionowner occupied 3207 0.3 3.7

Residential constructioncontract 3942 0.4 4.5

Total commercial real estate owner occupied and

residential loans 124053 12.3 143.0

Total loans secured by commercial real estate $678411 67.2% 782.3%

Asset Quality Given the negative credit quality trends which began in 2008 accelerated during 2009 and

have continued into 2010 we have performed extensive analysis of our nonconsumer loan portfolio with

particular focus on commercial real estate loans The analyses included internal and external loan reviews that

required detailed written analyses for the loans reviewed and vetting of the risk rating accrual status and

collateral valuation of the loans by the loan officers our senior management team external consultants and an

external loan review firm Of particular significance is that these reviews have identified 36 specifically

identified borrower relationships 46 individual loans aggregating $152.3 million in original principal balance

that have resulted in $40.6 million 61% of the $66.7 million of net chargeoffs recorded in the past 12 months

In general these loans have one or more of the following common characteristics

Individually larger commercial real estate loans originated in 2004 through 2008 that were larger and

more complex loans than historically originated by the Company
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Out-of-market loans participated loans purchased from other banks or brokered loans brought to us by

loan brokers which were generally to non-customers of the Company for whom we generally had no

pre-existing banking relationship

Concentrated in commercial real estate with 66% of the original principal amount of these loans

originated by two loan officers who are no longer employed by the Company

At March 31 2010 the remaining unpaid principal balance for this pool of loans comprises 65% of our total

problem assets loans individually evaluated for impairment and real estate acquired in settlement of loans In

addition the loss rate on this pooi of loans through March 31 2010 has been 27% of the original principal

amount which is significantly higher than the loss rate on the remainder of the loan portfolio

In general our entire commercial real estate loan portfolio has been impacted by the challenging economic

environment in 2008 2009 and 2010 However this pool of loans is the primary contributor to our deteriorated

asset quality chargeoffs and resulting net loss over the past 12 months In addition this pool of loans has

exhibited loss given default much higher than the remainder of the loan portfolio that is comprised of in-market

loans to ongoing customers of the Company that were underwritten by loan officers of the Company using our

normal credit underwriting standards Accordingly as we evaluate the credit quality of the remaining loan

portfolio we do not currently believe that the loss rate of 27% incurred on this particular pool of loans is

indicative of the loss rate to be incurred on the remainder of the loan portfolio

As part of the credit quality plan to continue to address the impact of the economic environment on our loan

portfolio we are continuing our detailed review of the loan portfolio and are focused on executing detailed loan

workout plans for all of our problem loans led by team of seasoned commercial lenders and using external loan

workout consulting expertise It is clear that many of our borrowers are continuing to face financial stress

manifesting itself in the following ways

Cash flows from the underlying properties supporting the loans decreased

Personal cash flows from the borrowers themselves and guarantors under pressure due to illiquid and

diminished personal balance sheets resulting from investing additional personal capital in the projects

and

Fair values of real estate related assets declining resulting in lower cash proceeds from sales or fair

values declining to the point that borrowers are no longer willing to sell the assets at such deep

discounts

We also continue to review our lending policies and procedures and credit administration function To this

end during 2009 and 2010 we implemented several enhancements as follows

Construction draws In March 2009 we centralized the oversight and disbursement of construction

draws to contractors working for borrowers and in October 2009 we hired construction draw

manager to review advance requests before funds are advanced to borrowers

Loan Policy In June 2009 and October 2009 we amended our loan policy to among other changes

reduce lending limit approval authorities prohibit out-of-market loans to borrowers for which we do

not have previously existing relationship and prohibit brokered loans

Credit Administration In July 2009 we hired new Chief Credit Officer who brings over 25 years of

credit administration loan review and credit policy experience to the Company in August 2009 we

reassigned two commercial lenders to credit analysts in the Credit Administration department and in

September 2009 we hired an additional Credit Administration executive

Special Assets In June 2009 we reassigned senior Credit Administrator in August and September

2009 we engaged two external workout consultants in November 2009 we reassigned commercial

lender and in April 2010 we hired two experienced special assets professionals These internal

personnel and external consultants are focused exclusively on accelerated resolution of our problem

assets
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Training In March 2010 we conducted additional training using external specialists in the areas of

problem loan workout and negotiating skills and additional training is scheduled in 2010

All of these actions were taken to improve our credit risk management approach and accelerate the

resolution of our credit quality issues

Delinquent Loans We determine past due and delinquent status based on contractual terms When

borrower fails to make scheduled loan payment we attempt to cure the default through several methods

including but not limited to collection contact and assessment of late fees If these methods do not result in the

borrower remitting the past due payment further action may be taken Interest on loans deemed past due

continues to accrue until the loan is placed in nonaccrual status We place loans in nonaccrual status prior to any

amount being charged-off

Nonperforming Assets Nonaccrual loans are those loans that management has determined offer more

than normal risk of future uncollectibility In most cases loans are automatically placed in nonaccrual status by

the loan system when the loan payment becomes 90 days delinquent and no acceptable arrangement has been

made between us and the borrower Loans may be manually placed in nonaccrual status on the loan system
if

management determines that some factor other than delinquency such as bankruptcy proceedings cause us to

believe that more than normal amount of risk exists with regard to collectability When the loan is placed in

nonaccrual status accrued interest income is reversed based on the effective date of nonaccnial status

Thereafter interest income on the nonaccrual loans is recognized only as received

We classify nonaccrual loans as substandard or lower When the probability of future collectability on

nonaccrual loan declines we may take additional collection measures including commencing foreclosure action

if necessary Specific steps must be taken when commencing foreclosure action on loans secured by real estate

Notice of default is required to be recorded and mailed If the default is not cured within specified time period

notice of sale is posted mailed and advertised and sale is then conducted

The following table summarizes nonperforming assets by FDIC code at the dates indicated dollars in

thousands

March 31 December 31
2010 2009

Secured by real estate

Construction land development and other land loans 54347 47901

Farmland 48 50

Single-family residential 8472 7652

Multifamily residential 9827 9844

Nonfarm nonresidential 31910 23330

Commercial and industrial 7917 7475

General consumer 660 684

Total nonaccrual loans 113181 96936

Real estate acquired in settlement of loans 28867 27826

Personal property acquired in settlement of loans 113 188

Total foreclosed assets 28980 28014

Total nonperforming assets 142161 124950

Gross loans $1010247 $1040312

Total assets 1348463 1435950

Nonaccrual loans as percentage of

gross loans and foreclosed assets 10.89% 9.07%

total assets 8.39 6.75

Nonperforming assets as percentage of

gross loans and foreclosed assets 13.68% 11.70%

total assets 10.54 8.70
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Loans placed in nonaccrual status during the three month period ended March 31 2010 resulted primarily

from loans becoming delinquent on contractual payments due to deterioration in the financial condition of the

borrowers or guarantors such that payment in full of principal or interest was not expected due to personal cash

flows from the borrowers and guarantors inadequate to service the loans interest reserves on the loans being

depleted decrease in operating cash flows from the underlying properties supporting the loans or decline in

fair values of the collateral resulting in lower cash proceeds from property sales

Thirty-one loans with balance at March 31 2010 greater than $1 million comprised 66% of our nonaccrual

loans at March 31 2010 The following table summarizes the composition of these loans by collateral type

dollars in thousands

Total

nonaccrual loans of total nonaccrual

$1 million loans

Residential lots golf course development $35974 32%

Multifamily residential 8176

Retirement center properties 2671

Real estate for commercial use 19785 18

Marina 2790

Other business loans 5463

Total nonaccrual loans $1 million secured by commercial real

estate $74859

Additionally seven of these loans 32% based on the principal balance at March 31 2010 were purchased

participations and 11 of these loans 42% based on the principal balance at March 31 2010 are out-of-market

loans In June 2009 we amended our loan policy to preclude originating any new loans of these kinds

In 2009 we executed contract with an investment banking firm to assist us with the potential sale

individually or in bulk of pool of commercial real estate loans aggregating $68.1 million of unpaid principal

balance We received the bids in the first quarter and are currently evaluating whether to accept any of the

individual loan bids or to decline the bids and continue to work out the loans as part of our credit quality plan

While loan is in nonaccrual status cash received is applied to the principal balance Additional interest

income of $823 thousand would have been reported during the three month period ended March 31 2010 had

loans classified as nonaccrual during the period performed in accordance with their original terms As result

our earnings did not include this interest income

The following table summarizes the changes in the real estate acquired in settlement of loans portfolio at the

dates and for the periods indicated in thousands Real estate acquired in settlement of loans is net of

participations sold of $8.2 million four properties at March 31 2010

At and for the

three month

periods ended

March 31

2010 2009

Real estate acquired in settlement of loans beginning of period $27826 $6719

Plus New real estate acquired in settlement of loans 3893 273

Less Sales of real estate acquired in settlement of loans 1777 202
Less Provision charged to expense 1075 19

Real estate acquired in settlement of loans end of period $28867 $6771
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The following table summarizes the Real estate acquired in settlement of loans portfolio by FDIC code at

March 31 2010 in thousands

Construction land development and other land loans 8414

Single-family residential 2609

Nonfarm nonresidential 17844

Total real estate acquired in settlement of loans $28867

Six individual properties greater than $1 million comprised 66% of our real estate acquired in settlement of

loans portfolio at March 31 2010 Of the balance of these properties 33% were hotel properties 8% were

residential development properties and 59% were retirement center properties Additionally 56% of these

properties were participations Four of the six were the result of out-of-market loans

These properties are being actively marketed with the primary objective of liquidating the collateral at

level which most accurately approximates fair value and allows recovery of as much of the unpaid principal

balance as possible upon the sale of the property in reasonable period of time As result loan charge-offs

were recorded prior to or upon foreclosure to writedown the loans to estimated fair value less estimated costs to

sell For some assets additional writedowns have been taken based on receipt of updated third party appraisals

for which appraised values continue to decline Based on currently available valuation information the carrying

value of these assets is believed to be representative of their fair value less estimated costs to sell although there

can be no assurance that the ultimate proceeds from the sale of these assets will be equal to or greater than the

carrying values particularly in the current real estate environment and the continued downward trend in third

party appraised values

During the quarter ended March 31 2010 of the $1.8 million in total real estate acquired in settlement of

loans sales we sold one asset with an aggregate net carrying amount of $1.7 million at gain of $252 thousand

and we sold three properties with an aggregate net carrying amount of $49 thousand in bulk sale auction

Of the balance at March 31 2010 10 assets with an aggregate net carrying amount of $8.1 million are under

contract for sale with closing dates in the second quarter of 2010

We are actively addressing the issue of our increase in nonperforming assets and will continue to be

aggressive in working to resolve these issues as quickly as possible For problem assets identified we prepared

written workout plans that are borrower specific to determine how best to resolve the loans which could include

restructuring the loans requesting additional collateral demanding payment from guarantors sale of the loans or

foreclosure and sale of the collateral However given the nature of th projects related to such loans and the

distressed values within the real estate market immediate resolution in all cases is not expected Therefore it is

reasonable to expect that current negative asset quality trends may continue for coming periods when compared

to historical periods As necessary carrying values of these assets may require additional adjustment for further

declines in estimated fair values

Troubled Debt Restructurings Troubled debt restructurings are loans which have been restructured from

their original contractual terms for example reduction in contractual interest rate As part of the determination

of our individual loan workout plans we may restructure loans to assist borrowers facing cash flow challenges in

the current economic environment to facilitate ultimate repayment of the loan At March 31 2010 and

December 31 2009 the principal balance of troubled debt restructurings totaled $16.2 million and $14.6 million

respectively Five individual loans greater than $1 million comprised 60% of our troubled debt restructurings at

March 31 2010 Three of the loans experienced rate concessions one experienced term concession and one

experienced rate and term concessions At March 31 2010 all are performing as expected under the new terms

troubled debt restructuring can be returned to performing loan status once there is sufficient history

generally six months of demonstrating the borrower can service the credit under market terms For the three

month period ended March 31 2010 none were removed based on this process
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Potential Problem Loans Potential problem loans consist of loans that are generally performing in

accordance with contractual terms but for which we have concerns about the ability of the borrower to continue

to comply with repayment terms because of the borrowers potential operating or financial difficulties

Management monitors these loans closely and reviews performance on regular basis As of March 31 2010

potential problem loans that were not already categorized as nonaccrual totaled $125.3 million

Allowance for Loan Losses The allowance for loan losses represents an amount that we believe will be

adequate to absorb probable losses as of specific period of time inherent in our loan portfolio Assessing the

adequacy of the allowance for loan losses is process that requires considerable judgment Our judgment in

determining the adequacy of the allowance is based on evaluations of the collectability of loans including

consideration of factors such as the balance of impaired loans the quality mix and size of our overall loan

portfolio economic conditions that may impact the overall loan portfolio or an individual borrowers ability to

repay the amount and quality of collateral securing the loans our historical loan loss experience and borrower

and collateral specific considerations for loans individually evaluated for impairment

Our allowance for loan losses totaled $28.4 million at March 31 2010 compared with $24.1 million at

December 31 2009 representing 2.81% and 2.31% of gross loans respectively The March 31 2010 allowance

for loan losses and therefore indirectly the provision for loan losses for the three month period ended March 31
2010 was determined based on the following specific factors though not intended to be an all inclusive list

The impact of the ongoing depressed overall economic environment including those within our

geographic market

The cumulative impact of the extended duration of this economic deterioration on our borrowers in

particular commercial real estate loans for which we have heavy concentration

The declining asset quality trends in our loan portfolio including the increase in nonaccrual loans

during the first quarter 2010

The declining but still elevated trend in the historical loan loss rates within our loan portfolio

The results of our internal loan review during the first quarter of 2010 resulting in loan downgrades in

the commercial real estate portfolio and

Our individual impaired loan analysis which identified

Continued stress on borrowers given increasing lack of liquidity and limited bank financing and

credit availability and

Continued downward trends in appraised values and market assumptions used to value real estate

dependent loans

G-23



The following table summarizes activity within our allowance for loan losses by FDIC code at the dates

and for the periods indicated dollars in thousands Loans charged-off and recovered are charged or credited to

the allowance for loan losses at the time realized

At and for the three month
At

periods ended March 31 yer eIetd

2010 2009 December 312009

Allowance for loan losses beginning of period 24079 11000 11000

Provision for loan losses 10750 2175 73400

Loans charged-off

Secured by real estate

Construction land development and other land loans 2498 84 33873

Farmland

Single-family residential 1176 208 4060

Multifamily residential 483 5096

Nonfarm nonresidential 2289 10784

Commercial and industrial 282 33 4945

General consumer and other 514 290 2033

Total loans charged-off 7242 615 60791

Recoveries

Secured by real estate

Construction land development and other land loans 234 32

Farmland

Single-family residential 66

Multifamily residential

Nonfarm nonresidential 129 10 79

Commercial and industrial 145 88

General consumer and other 265 31 266

Total recoveries 839 46 470

Net loans charged-off 6403 569 60321

Allowance for loan losses end of period 28426 12606 24079

Average gross loans $1028302 $1156146 $1124599

Ending gross loans 1010247 1156362 1040312

Nonaccrual loans 113181 56115 96936

Net loans charged-off as percentage of average gross loans 2.53% 0.20% 5.36%

Allowance for loan losses as percentage of ending gross loans 2.81 1.09 2.31

Allowance for loan losses as percentage of nonaccrual loans 25.12 22.46 24.84

In addition to loans charged-off in the ordinary course of business included within loans charged-off for the

three month period ended March 31 2010 were $5.8 million in gross loan charge-offs relating to loans

individually evaluated for impairment The determination was made to take partial charge-offs on certain

collateral dependent loans based on the status of the underlying real estate projects or our expectation that these

loans would be foreclosed on and we would take possession of the collateral The loan charge-offs were recorded

to writedown the loans to the fair value of the collateral less estimated costs to sell generally based on fair values

from third party appraisals We do not split loans with partial charge-offs into two legally separate
loans

Accordingly loans with partial charge-offs remain on nonaccrual status

We analyze individual loans within the portfolio and make allocations to the allowance for loan losses based

on each individual loans specific factors and other circumstances that impact the collectability of the loan The

population of loans evaluated to be potential impaired loans includes all troubled debt restructures and loans with
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interest reserves as well as significant individual loans classified as doubtful or in nonaccrual status At

March 31 2010 we had one loan totaling $2.5 million with interest reserves that based on our analysis was

considered impaired This loan was also troubled debt restructuring

In situations where loan is determined to be impaired primarily because it is probable that all principal

and interest due according to the terms of the loan agreement will not be collected as scheduled the loan is

excluded from the general reserve calculation described below and is evaluated individually for impairment The

impairment analysis is based on the determination of the most probable source of repayment which is typically

liquidation of the underlying collateral but may also include discounted future cash flows or in rare cases the

market value of the loan itself At March 31 2010 $101.9 million of our loans evaluated individually for

impairment were valued based on liquidation of collateral while $5.5 million were valued based on discounted

future cash flows

Generally for larger impaired loans valued based on liquidation of collateral current appraisals performed

by Company approved third-party appraisers are the basis for estimating the current fair value of the

collateral However in situations where current appraisal is not available management uses the best available

information including recent appraisals for similar properties communications with qualified real estate

professionals information contained in reputable trade publications and other observable market data to

estimate the current fair value The estimated costs to sell the property if not already included in the appraisal

are then deducted from the appraised value to arrive at the net realizable value of the loan used to calculate the

loans specific reserve

The following table summarizes the composition of impaired loans by FDIC code at March 31 2010 in

thousands

March 31
2010

Secured by real estate

Construction land development and other land loans 54493

Fanniand

Single-family residential 4752

Multifamily residential 11568

Nonfarm nonresidential 30037

Commercial and industrial 6549

Total impaired loans $107399

The following table summarizes information relative to impaired loans at the dates and for the periods

indicated in thousands

March 31 December 31
2010 2009

Impaired loans for which there is related allowance for loan losses

determined in accordance with FASB ASC 310 25528 $11253

Other impaired loans 81871 85583

Total impaired loans $107399 $96836

Average impaired loans calculated using simple average $102118 $82471

Related allowance for loan losses 6997 5250

We calculate our general allowance by applying our historical loss factors to each sector of the loan

portfolio For consistency of comparison on quarterly basis we utilize five-year lookback period when

computing historical loss rates However given the increase in charge-offs beginning in 2009 we also utilized

three-year lookback period at March 31 2010 as another reference point in determining the allowance for loan

losses
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We adjust these historical loss percentages for qualitative environmental factors derived from

macroeconomic indicators and other factors Qualitative factors we considered in the determination of the

March 31 2010 allowance for loan losses include pervasive factors that generally impact borrowers across the

loan portfolio such as unemployment and consumer price index and factors that have specific implications to

particular loan portfolios such as residential home sales or commercial development Factors evaluated may
include changes in delinquent nonaccrual and troubled debt restructured loan trends trends in risk grades and net

loans charged-off concentrations of credit competition and legal and regulatory requirements trends in the

nature and volume of the loan portfolio national and local economic and business conditions collateral

valuations the experience and depth of lending management lending policies and procedures underwriting

standards and practices the quality of loan review systems and degree of oversight by the Board of Directors

peer comparisons and other external factors The general reserve calculated using the historical loss rates and

qualitative factors is then combined with the specific allowance on loans individually evaluated for impairment

to determine the total allowance for loan losses

The following table summarizes the allocation of the allowance for loan losses at the dates indicated in

thousands

March .31 December 31
2010 2009

Allowance for loan losses allocated to Homogenous loan pools $21373 $18829

Loan individually analyzed for impairment 6997 5250

Unallocated 56

Allowance for loan losses $28426 $24079

The allowance for loan losses coverage ratio increased from 2.31% to 2.81% of gross loans from

December 31 2009 to March 31 2010 The increase in the component of the allowance for loan losses

attributable to the homogenous loan pools was driven primarily by the increase in our nonaccrual loans at

March 31 2010 and the downgrades in our nonconsumer loan portfolio resulting from the internal loan review in

the first quarter 2010 The increase in the allowance attributable to loans individually evaluated for impairment is

primarily due to one participated loan for which the bank participant group concluded to accept an offer in March

2010 to sell the loan at an amount below our recorded book value The offer is subject to buyer due diligence of

the underlying collateral and other pre-closing conditions accordingly we recorded reserve for the loan versus

charging off the shortfall

The following table summarizes the allocation of the allowance for loan losses at March 31 2010 by FDIC

code dollars in thousands

Allowance Allowance of loans to

allocation allocation gross loans

Secured by real estate

Construction land development and other land loans 9487 33.4% 19.7%

Farmland 0.1

Single-family residential 3936 13.9 19.3

Multifamily residential 716 2.5 3.0

Nonfarm nonresidential 7191 25.3 44.5

Commercial and industrial 4872 17.1 5.9

Obligations of states and political subdivisions of the U.S 0.1

General consumer 899 3.2 5.5

Credit line 345 1.2 0.5

Bankcards 922 3.2 1.3

Others 56 0.2 0.1

Total $28426 100.0% 100.0%
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Portions of the allowance for loan losses may be allocated for specific loans or portfolio segments

However the entire allowance for loan losses is available for any loan that in managements judgment should

be charged-off While management utilizes the best judgment and information available to it the ultimate

adequacy of the allowance for loan losses depends on variety of factors beyond the Companys control

including the performance of the Companys loan portfolio the economy changes in interest rates and the view

of the regulatory authorities toward loan classifications

In addition to the Companys portfolio review process various regulatory agencies periodically review the

Companys allowance for loan losses These agencies may require the Company to recognize additions to the

allowance for loan losses based on their judgments and information available to them at the time of their

examinations While the Company uses available information to recognize inherent losses on loans future

adjustments to the allowance for loan losses may be
necessary

based on changes in economic conditions and

other factors and the impact of such changes and other factors on our borrowers

We believe that the allowance for loan losses at March 31 2010 is appropriate and adequate to cover

probable inherent losses in the loan portfolio However underlying assumptions may be impacted in future

periods by changes in economic conditions the impact of regulatory examinations and the discovery of

information with respect to borrowers which was not known to management at the time of the issuance of the

Companys Consolidated Financial Statements Therefore managements assumptions may or may not prove

valid Thus there can be no assurance that loan losses in future periods will not exceed the current allowance for

loan losses amount or that future increases in the allowance for loan losses will not be required Additionally no

assurance can be given that managements ongoing evaluation of the loan portfolio in light of changing

economic conditions and other relevant factors will not require significant future additions to the allowance for

loan losses thus adversely impacting the Companys business financial condition results of operations and cash

flows

Goodwill

Goodwill arose from our acquisition of various branches from 1988 through 1999 and represents the excess

of the cost of businesses acquired over the fair value of the net assets acquired We perform our annual

impairment testing as of June 30 Our impairment testing at June 30 2009 indicated that no impairment charge

was required Due to the overall adverse economic environment and the negative impact on the banking industry

as whole including the impact to the Company resulting in net losses and decline in market capitalization

based on our common stock price we also performed an impairment test of our goodwill at December 31 2009

and March 31 2010 We utilized the market approach to determine fair value Based on our impairment testing

as of these dates we determined that our reporting units implied fair value of goodwill exceeded the carrying

value

Due to the current economic environment and other uncertainties it is possible that our estimates and

assumptions may adversely change in the future If our market capitalization further decreases we may be

required to record goodwill impairment losses in future periods whether in connection- with our next annual

impairment testing in the second quarter of 2010 or prior to that if any changes constitute triggering event It is

not possible at this time to determine if any such future impairment loss would result however any such

potential impairment loss would be limited to the balance of goodwill which was $3.7 million at March 31
2010

Deposit Activities

Traditional deposit accounts have historically been the
primary source of funds for the Company and

competitive strength of our Company Traditional deposit accounts also provide customer base for the sale of

additional financial products and services and fee income through service charges We set targets for growth in deposit

accounts annually in an effort to increase the number of products per banking relationship Deposits are attractive

sources of funding because of their stability and generally low cost as compared with other funding sources

G-27



The following table summarizes our traditional deposit composition at the dates indicated dollars in

thousands

March 31 2010 December 312009

Total of total Total of total

Noninterest-bearing transaction deposit accounts 139454 12.3% 142609 11.7%

Interest-bearing transaction deposit accounts 295576 26.2 307258 25.3

Transaction deposit accounts 435030 38.5 449867 37.0

Money market deposit accounts 129352 11.5 119082 9.8

Savings deposit accounts 44318 3.9 40335 3.3

Time deposit accounts 519913 46.1 605630 49.9

Total traditional deposit accounts $1128613 100.0% $1214914 100.0%

In March 2010 we introduced new checking accounting MyPal checking and new savings account

Smart Savings These accounts combine traditional banking features and nonbanking features and are expected to

be source of both additional deposits and noninterest income resulting primarily from debit card transactions

The MyPal checking account includes monthly fee of $5 which is reduced by $0.50 each time account

holders uses their debit card Thus ten debit card transactions
per

month results in no monthly fee to the account

holders However the Company earns per transaction fee from the merchant each time the debit cards are used

In addition the MyPal checking account includes competitive interest rate free checks free identity theft

protection and safety deposit rental for period of time and comes with membership rewards program that

provides purchase discounts to the account holders for items such as airfare car rental and hotel and every day

savings at wide variety of national and local retailers and entertainment companies As of April 28 2010 the

aggregate current balance of new and converted MyPal checking accounts totaled $5.1 million

The Smart Savings account can be linked to any
of our checking accounts and results in $1 being transferred

from the account holders checking account to the Smart Saving account each time the account holders use their

debit cards The Company matches each $1 transfer with $1 for the first six months and then $0.10 thereafter up

to $250 per year The Smart Savings account is also interest bearing As of April 28 2010 the aggregate current

balance of Smart Savings accounts totaled $1.7 million

During the first quarter of 2010 we conducted targeted deposit growth and retention campaigns related to

maturing certificates of deposit and to attract new deposits The certificate of deposit CD campaigns included

CDs with various maturities ranging from months to 60 months as well as 20 month and 36 month step-up

add-on CDs that allows holders to reset their interest rate up to two and three times respectively over the life of

the CD From January 2010 through April 28 2010 these campaigns resulted in the retention of existing CDs

and generation of new CDs totaling $187.7 million However due primarily to maturing CDs that were not

retained through April 28 2010 total traditional deposit accounts and as result our cash decreased $86.2

million from December 31 2009 In general this CD runoff was expected as part of our balance sheet

management efforts to attract and retain lower priced transaction deposit accounts and shrinking our higher

priced deposit base given the decline in the loan portfolio

At March 31 2010 traditional deposit accounts as percentage of liabilities were 88.3% compared with

89.3% at December 31 2009 Interest-bearing deposits decreased $83.1 million during the three month period

ended March 31 2010 primarily due to higher priced time deposit accounts not being retained at maturity as part

of our balance sheet management efforts Noninterest-bearing deposits decreased $3.2 million during the same

period Traditional deposit accounts continue to be our primary source of funding and as part of our liquidity

plan we are proactively pursuing deposit retention initiatives with our deposit customers We are also pursuing

strategies to increase our transaction deposit accounts as proportion of our total deposits
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In October 2008 the Emergency Economic Stabilization Act EESA was enacted Among other things

the EESA increased FDIC deposit insurance on most accounts from $100000 to $250000 The increased

coverage is currently available through December 31 2013 In addition we are voluntarily participating in the

FDICs Transaction Account Guarantee Program Under this program all noninterest-bearing transaction

accounts are fully guaranteed by the FDIC for the entire amount of the account On April 13 2010 the FDIC

approved an interim rule that extends the Transaction Account Guarantee Program to December 31 2010 We

have elected to continue our voluntary participation in the program Coverage under the program is in addition to

and separate from the basic coverage
available under the FDIC general deposit insurance rules We believe

participation in the program is enhancing our ability to retain customer deposits

On April 2010 the FDIC announced that Beach First National Bank in Myrtle Beach South Carolina

was closed by the Office of the Comptroller of the Currency which appointed the FDIC as receiver To protect

the depositors the FDIC entered into purchase and assumption agreement with another financial institution to

assume all of the deposits of Beach First National Bank This was the first South Carolina bank to be taken into

receivership by the FDIC since 1999 accordingly we are monitoring closely its potential impact to the banking

industry in South Carolina

Borrowing Activities

During the three month period ended March 31 2010 borrowings as percentage of total liabilities

increased from 10.0% at December 31 2009 to 10.7% at March 31 2010

The following table summarizes our borrowings composition at the dates indicated dollars in thousands

March 312010 December 31 2009

Total of total Total of total

Retail repurchase agreements 21417 15.7% 15545 11.5%

Commercial paper 18948 13.8 19061 14.0

Total nontraditional deposit accounts 40365 29.5 34606 25.5

Long-term borrowings 96000 70.2 101000 74.5

Total wholesale funding 96000 70.2 101000 74.5

Convertible debt 380 0.3

Total convertible debt 380 0.3

Total borrowed funds $136745 100.0% $135606 100.0%

Retail Repurchase Agreements We offer retail repurchase agreements as an alternative investment tool to

conventional savings deposits The investor buys an interest in pool of U.S government or agency securities

Funds are swept daily between the customer and the Bank Retail repurchase agreements are securities

transactions not insured deposits

Commercial Paper We offer commercial
paper as an alternative investment tool for our commercial

customers Through master note arrangement between the Company and the Bank Palmetto Master Notes are

issued as an alternative investment for commercial sweep accounts These master notes are unsecured but are

backed by the full faith and credit of the Company The commercial paper is issued only in conjunction with

deposits in the Banks automated sweep accounts While they have not indicated any plans to do the Federal

Reserve as regulator for the Company could require that we discontinue this program

As an alternative to this program and as part of our efforts to provide enhanced services to our customers

we are currently evaluating new money market sweep account to replace the commercial paper program

Currently our plans are to implement the new account by July 2010 and transition our existing customers to

the new account by that date
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Wholesale Funding Wholesale funding options include federal funds line from correspondent bank
FHLB advances and the Federal Reserve Discount Window Such funding provides us with the ability to access

the type of funding needed at the time and amount needed at market rates This provides us with the flexibility to

tailor borrowings to our specific needs Wholesale funding utilization may be categorized as either other short-

term borrowings or long-term borrowings depending on maturity terms Wholesale short-term borrowings are

those having maturities less than one year when executed Long-term borrowings are those having maturities

greater than one year when executed Interest rates on such borrowings vary
from time to time in response to

general economic conditions

FHLB Borrowings The following table summarizes FHLB borrowed funds utilization and availability at the

dates indicated in thousands

March 31 December 31
2010 2009

Available lendable loan collateral value to serve against FHLB advances

and letters of credit $169521 162014

Available lendable investment security collateral value to serve against

FHLB advances and letters of credit 25209 26791

Advances and letters of credit

Long-term advances 96000 101000
Letters of credit 50000 50000

Excess 16592 55

The following table summarizes long-term FHLB borrowings at March 31 2010 dollars in thousands Our

long-term FHLB advances do not have embedded call options

Total

Borrowing balance 12000 19000 30000 30000 5000 $96000

Interest rate 2.75% 0.63% 1.34% 2.89% 3.61% 1.98%

Maturity date 4/2/2010 1/7/2011 1/18/2011 3/7/2011 4/2/2013

In January 2010 we were notified by the FHLB that it will not allow incremental borrowings until our

financial condition improves however the $12 million FHLB advance that was scheduled to mature on April

2010 was extended for 12 months The interest rate which is daily variable rate was 0.36% at March 31 2010

Federal Reserve Discount Window Effective for all borrowers on March 18 2010 the maximum maturity

for borrowings was shortened to overnight As of April 12 2010 any future potential borrowings from the

Discount Window are at the secondary credit rate and must be used for operational issues and the Federal

Reserve has the discretion to deny approval of borrowing requests We had no outstanding borrowings from the

Federal Reserve at December 31 2009 or March 31 2010

Federal Funds Accommodations At March 31 2010 we had access to federal funds funding from

correspondent bank Our federal funds accommodation line is secured by U.S Treasury and federal agencies

securities The following table summarizes our federal funds funding utilization and availability at the dates

indicated in thousands

March 31 December 31
2010 2009

Authorized federal funds funding accomodations $5000 $5000

Utilized federal funds funding accomodations

Available federal funds funding accomodations $5000 $5000
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This federal funds funding source may be canceled at any time at the correspondent banks discretion

Convertible Debt On March 31 2010 the Company issued unsecured convertible promissory notes in an

aggregate principal amount of $380 thousand to members of the Board of Directors The notes bear interest at

10% per year payable quarterly have stated maturity of March 31 2015 may be prepaid by the Company at

any time at the discretion of the Board of Directors and are mandatorily convertible into stock of the Company at

the same tenns and conditions as other investors that participate in the Companys next stock offering The

proceeds from the issuance of the notes were contributed to the Bank as capital contribution

Capital

The following table summarizes capital key performance indicators at the dates and for the periods indicated

dollars in thousands except per share data

Total shareholders equity

Average shareholders equity

Shareholders equity as percentage of assets

Average shareholders equity as percentage of
average assets

Cash dividends per common share

Dividend payout ratio

The following table summarizes activity impacting shareholders

thousands

Total shareholders equity beginning of period

Additions to shareholders equity during period Change in

accumulated other comprehensive loss due to investment

securities available for sale

Common stock issued pursuant to restricted stock plan

Compensation expense related to stock option plan

Total additions to shareholders equity during

period

Reductions in shareholders equity during period

Net loss

Total reductions in shareholders equity during

period

Total shareholders equity end of period

At and for the three month

periods ended March 31

2010 2009

$70978 $117550

76648 117894

5.26% 8.38%

5.60 8.50

0.06

n/a% 19.51%

equity for the period indicated in

At and for the three month

period ended March 312010

$75015

1164

84

1255

5292

5292

$70978
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Accumulated Other Comprehensive income Loss The following table summarizes the components of

accumulated other comprehensive income loss net of tax impact at the dates and for the periods indicated in

thousands

Impact of

Total impact investment

of defined securities

Impact of FASB Impact of benefit available for

ASC 715 curtailment pension plan sale Total

Accumulated other comprehensive income

loss after income tax impact

December 31 2008 $6126 $1630 $4496 $1621 $6117
Accumulated other comprehensive loss before

income tax impact 224 224
Income tax benefit 85 85

Accumulated other comprehensive loss after

income tax impact 139 139

Accumulated other comprehensive income

loss after income tax impact March 31

2009 $6126 $1630 $4496 $1760 $6256

Accumulated other comprehensive income

loss after income tax impact

December 31 2009 $8896 $1630 $7266 306 $6960
Accumulated other comprehensive income

before income tax impact 1876 1876

Income tax expense 712 712

Accumulated other comprehensive income

after income tax impact 1164 1164

Accumulated other comprehensive income

loss after income tax impact March 31

2010 $8896 $1630 $7266 1470 $5796

The market value of pension plan assets is assessed and adjusted through accumulated other comprehensive

income loss annually if
necessary

Dividends The following table summarizes key dividend information at the dates and for the periods

indicated dollars in thousands except per
share data

At and for the three month

periods ended March 31

2010 2009

Cash dividends
per common share 0.06

Cash dividends declared and paid 389

Dividend payout ratio n/a% 19.5 1%

On March 17 2009 our Board of Directors declared cash dividend of $0.06 per share of common stock

with regard to the first quarter of 2009 Since that date the Board of Directors has not declared or paid dividend

on our common stock The Company and the Bank are subject to regulatory policies and requirements relating to

the payment of dividends In an effort to retain capital during this period of economic uncertainty the Board of

Directors reduced the quarterly dividend for the first quarter of 2009 and has not declared or paid quarterly

common stock dividend since that date The Board of Directors believes that suspension of the dividend was
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prudent to protect our capital base In addition since our total risk-based capital ratio was 8.09% at March 31

2010 which was below the well-capitalized regulatory minimum threshold payment of dividend on the

common stock of the Bank requires prior notification and non-objection from the FDIC Our Board of Directors

will continue to evaluate dividend payment opportunities on quarterly basis There can be no assurance as to

when and if future dividends will be reinstated and at what level because they are dependent on our financial

condition results of operations and or cash flows as well as capital and dividend regulations from the FDIC

and others

Regulatory Capital and Other Requirements The Company and the Bank are required to meet regulatory

capital requirements that include several measures of capital Under regulatory capital requirements accumulated

other comprehensive income loss amounts do not increase or decrease regulatory capital and are not included in

the calculation of risk-based capital and leverage ratios

As previously described on March 31 2010 the Company issued unsecured convertible promissory notes

in an aggregate principal amount of $380 thousand The proceeds from this issuance along with other cash of the

Company were contributed to the Bank as capital contribution

Although our Tier leverage ratio and Tier risk-based capital ratios were above the well-capitalized

regulatory minimum threshold of 5% and 6% respectively at March 31 2010 our total risk-based capital ratio

was 8.09% which was below the well-capitalized regulatory minimum threshold of 10% As result although we

had none at or since March 31 2010 we may not accept brokered deposits unless waiver is granted by the

FDIC Additionally we would normally be restricted from offering an effective yield on deposits of more than 75

basis points over the national rates published by the FDIC weekly on their website However on April 2010

we were notified by the FDIC that they had determined that the geographic areas in which we operate were

considered high-rate areas Accordingly we are able to offer interest rates on deposits up to 75 basis points over

the prevailing interest rates in our geographic areas

The balance of net deferred income tax assets at March 31 2010 represented tax assets and liabilities arising

from temporary differences between the financial reporting and income tax bases of various items as of that date

As of March 31 2010 we evaluated whether it was more likely than not that the net deferred tax assets could be

supported as realizable given the financial results for the year Based on this evaluation no valuation allowance

was required for financial reporting purposes at March 31 2010 However $774 thousand of deferred tax assets

were disallowed for regulatory capital purposes at March 31 2010 due to regulatory limitation on the period for

which future taxable income estimates may be considered Should net losses continue all or an additional portion

of our deferred tax asset may be disallowed for purposes of our regulatory capital calculations which would

adversely impact our regulatory capital

To raise additional capital we have engaged an investment banking firm and are executing capital plan

that may include issuing common stock preferred stock or combination of both debt or other financing

alternatives that are treated as capital for capital adequacy ratio purposes at the Bank Currently our plan is to

raise additional capital in the next few months and we are in active discussions with potential investors however

the Board of Directors has not yet determined the type timing amount or terms of securities to be issued in the

offering and there are no assurances that the offering will be completed

Based on discussions with the FDIC following its most recent safety and soundness examination of the

Bank in November 2009 the Bank presently expects to receive written agreement from the FDIC at some point

in 2010 which would require the Bank to take certain actions to address matters raised in the examination These

actions may include but are not limited to addressing asset quality capital adequacy earnings and liquidity

Furthermore the written agreement may establish new minimum capital ratios for the Bank If these ratios are

not met it may change how the Bank is categorized The Company may also receive similar agreement from

the Federal Reserve If the Company and the Bank were to receive written agreements from the Federal Reserve

and the FDIC and if the Company and the Bank were to fail to comply with the requirements in the written

agreements then we may be subject to further regulatory action
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See Part Financial Information Item Financial Statements Note 18 contained herein for additional

disclosures regarding the Companys and the Banks actual and required regulatory capital requirements and

ratios Since March 31 2010 no conditions or events have occurred of which we are aware that have resulted in

material change in the Companys or the Banks category other than as reported in this Quarterly Report on

Form 10-Q

Outstanding Equity We currently have authorized common stock and preferred stock of 25 million and

2.5 million shares respectively Although we expect to issue stock as part of our capital plan at this time the

Board of Directors has not made any decisions about the timing or terms of any potential stock issuance

Government Financing We did not participate in the U.S Treasurys Capital Purchase Program CPP
offered in 2008 based on our evaluation of the merits of the program at that time With respect to any potential

government assistance programs in the future we will evaluate the merits of the programs including the terms of

the financing the Companys capital position at that time the cost to the Company of alternative capital at that

time and the Companys strategy at that time for the use of additional capital to determine whether it is prudent

to participate

Private Trading System On June 26 2009 we implemented Private Trading System on our website

www.palmettobank.com The Private Trading System is passive mechanism created to assist buyers and

sellers in facilitating trades in our common stock On June 30 2009 the Company mailed letter and related

materials to shareholders regarding the Private Trading System and elected to furnish this information as an

exhibit to Current Report on Form 8-K filed with the SEC on July 2009 which can be accessed through the

SECs website www.sec.gov

Governance During 2009 as part of our ongoing self-assessment process management and the Board of

Directors focused on their governance roles and processes to improve the risk management oversight of the

Company refine the roles and responsibilities of the Board of Directors and Board committees and to support an

overall healthy corporate culture The Board performed self-assessment facilitated by an external consultant

including comparisons to best practices from recognized authorities such as the Business Roundtable Ca1PERS

and the national stock exchanges The Board also reviewed the Companys Articles of Incorporation and Bylaws

and updated them to fit the current and future size structure and business activities of the Company Also

during 2009 management refined its performance evaluation process with more detailed focus on roles and

responsibilities and related accountabilities

Commitments Guarantees and Other Contingencies

See Part IFinancial Information Item Financial Statements Note 15 contained herein for disclosures

regarding our commitments guarantees and other contingencies

Derivative Activities

See Part IFinancial Information Item Financial Statements Note 16 for disclosures regarding our

derivative financial instruments and hedging activities

G-34



First Quarter 2010 Earnings Review

Overview

PALMETTO BANCSHARES INC AND SUBSIDIARY

Consolithited Statements of Income Loss

dollars in thousands except per share data unaudited

For the three month

periods ended March 31
Dollar Percent

2010 2009 variance variance

Interest income

Interest earned on cash and cash equivalents 67 61 1016.7%

Dividends paid on FHLB stock 100.0

Interest earned on investment securities available for sale 1203 1533 330 21.5

Interest and fees earned on loans 13605 16027 2422 15.1

Total interest income 14879 17566 2687 15.3

Interest expense

Interest paid on deposits 3563 4712 1149 24.4

Interest paid on retail repurchase agreements 14 13 7.7

Interest paid on commercial paper 10 15 33.3

Interest paid on other short-term borrowings 77 77 100.0

Interest paid on long-term borrowings 493 371 122 32.9

Total interest expense 4080 5188 1108 21.4

Net interest income 10799 12378 1579 12.8

Provision for loan losses 10750 2175 8575 394.3

Net interest income after provision for loan losses 49 10203 10154 99.5

Noninterest income

Service charges on deposit accounts net 1950 1884 66 3.5

Fees for trust and investment management and brokerage services 651 534 117 21.9

Mortgage-banking 620 865 245 28.3

Automatic teller machine 303 300 1.0

Merchant services 794 278 516 185.6

Investment securities gains 300.0

Other 614 568 46 8.1

Total noninterest income 4940 4431 509 11.5

Noninterest expense
Salaries and other personnel 6135 5915 220 3.7

Occupancy 1171 916 255 27.8

Furniture and equipment 967 883 84 9.5

Loss on disposition of premises furniture and equipment 55 50 90.9
FDIC deposit insurance assessment 715 454 261 57.5

Mortgage-servicing rights portfolio amortization and impairment 191 414 223 53.9

Marketing 295 368 73 19.8

Real estate acquired in settlement of loans writedowns and expenses 1012 29 983 3389.7

Other 2832 2483 349 14.1

Total noninterest expense 13323 11517 1806 15.7

Net income loss before provision benefit for income taxes 8334 3117 11451 367.4

Provision benefit for income taxes 3042 1.123 4165 370.9

Net income loss 5292 1994 7286 365.4%

Common and per share data

Net income lossbasic 0.82 0.31 1.13
Net income lossdiluted 0.82 0.31 1.13

Cash dividends 0.06 0.06

Book value 10.93 18.12 7.19

Weighted average common shares outstanding basic 6455598 6448668

Weighted average common shares outstanding diluted 6455598 6529972

G-35



Summary

Historically our earnings were driven primarily by high net interest margin which allowed for higher

expense base related primarily to personnel and facilities However given the narrowing of our net interest

margin due to the reduction of 500 to 525 basis points in interest rates by the Federal Reserve in 2007 and 2008

we have become much more focused on increasing our noninterest income and managing expenses In addition

we are realigning our lending focus to originate higher yielding loan portfolio segments with lower historical loss

rates To accelerate efforts to improve our earnings we also engaged two external strategic consulting firms in

the first quarter of 2010 which specialize in assessment of banking products and services revenue enhancements

and efficiency reviews

One of the components of our Strategic Project Plan is an earnings plan that is focused on earnings

improvement through combination of revenue increases and expense reductions In summary to date

With respect to net interest income we have implemented risk-based loan pricing and interest rate

floors on renewed and new loans meeting certain criteria At March 31 2010 loans aggregating $209.0

million had interest rate floors of which $174.1 million had floors greater than 5% In light of the

current low interest rate environment we have reduced the interest rates paid on our deposits

Regarding noninterest income we are evaluating other noninterest sources of income For example in

March 2010 we introduced new checking accounting MyPal checking and new savings account

Smart Savings both of which provide noninterest income resulting from debit card transactions We
have also evaluated the profitability of all of our pre-existing deposit accounts and in the second

quarter 2010 plan to begin the migration of unprofitable accounts to these new accounts to generate

additional noninterest income

Regarding noninterest expenses we have identified over $2.5 million of specific noninterest
expense

reductions to be realized in 2009 and into 2010 and are continuing to review other
expense areas for

additional reductions including with assistance from consulting firm that specializes in
process and

efficiency reviews These
expense

reductions will be partially offset by the higher level of credit-

related costs incurred due to legal consulting and carrying costs related to our higher level of

nonperforming assets

Lastly we are critically evaluating each of our businesses to determine their contribution to our

financial performance and their relative risk return relationship Based on the evaluation to date on

March 31 2010 we entered into referral and services agreement with Global Direct Payments Inc

related to our merchant services business which resulted in gross payment to the Company of $786

thousand which is included in Merchant services income in the amount of $559 thousand net of

transaction fees for the three month period ended March 31 2010

Net Interest Income

General Net interest income is the difference between interest income earned on interest-earning assets

primarily loans and investment securities and interest expense paid on interest-bearing deposits and other

interest-bearing liabilities This measure represents the largest component of income for us The net interest

margin measures how effectively we manage the difference between the interest income earned on interest-

earning assets and the interest expense paid for funds to support those assets Changes in interest rates earned on

interest-earning assets and interest rates paid on interest-bearing liabilities the rate of growth of the interest

earning assets and interest-bearing liabilities base the ratio of interest-earning assets to interest-bearing

liabilities and the management of interest rate sensitivity factor into fluctuations within net interest income

During the second half of 2008 and continuing throughout 2009 and thus far in 2010 the financial markets

experienced significant volatility resulting from the continued fallout of subprime lending and the global liquidity

crisis multitude of government initiatives along with interest rate cuts by the Federal Reserve have been
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designed to improve liquidity for the distressed financial markets and stabilize the banking system The

relationship between declining interest-earning asset yields and more slowly declining interest-bearing liability

costs has caused and may continue to cause net interest margin compression Net interest margin compression

may also continue to be impacted by continued deterioration of assets resulting in further interest income

adjustments

Net interest income totaled $10.8 million for the three month period ended March 31 2010 compared with

$12.4 million for the three month period ended March 31 2009 Overall interest income has been negatively

impacted by the following

Reduction in interest rates by the Federal Reserve by 500 to 525 basis points throughout 2007 and

2008 In response we have refined the type of loan and deposit products we prefer to pursue taking

into consideration the yields earned and rates paid and are exercising more discipline in our loan and

deposit interest rate levels We have also implemented interest rate floors on loans At March 31 2010

loans aggregating $209.0 million had interest rate floors of which $174.1 million had floors greater

than or equal to 5%

Higher level of loans placed in nonaccrual status during the period foregone interest on nonaccrual

loans for the three month period ended March 31 2010 totaled $823 thousand

Retaining higher level of cash at the Federal Reserve primarily from loan and security repayments

for which we earn 25 basis points yield Maintaining this liquidity position has reduced our interest

income by $1.0 million for the three month period ended March 31 2010 when compared with

investing these funds at the average yield of 4.15% on our investment securities because we are

retaining higher level of cash instead of reinvesting this cash in higher yielding assets However we

expect to maintain this level of cash for the foreseeable future notwithstanding the negative impact to

our interest income Once the banking industry returns to more stable operating environment and we

raise additional capital our plan is to reinvest these cash reserves into higher yielding assets which

should significantly improve our net interest margin

G-37



Average Balance Sheets and Net Interest Income Margin Analysis The following table summarizes our

average balance sheets and net interest income margin analysis for the periods indicated dollars in thousands

Our interest yield earned on interest-earning assets and interest rate paid on interest-bearing liabilities shown in the

table are derived by dividing interest income and expense by the average balances of interest-earning assets or

interest-bearing liabilities respectively The following table does not include tax-equivalent adjustment to net

interest income for interest-earning assets earning tax-exempt income to comparable yield on taxable basis

For the three month periods ended March 31

2010 2009

Average Income/ Yield Average Income/ Yield

balance expense rate balance expense rate

Assets

Interest-earnings assets

Cash and cash equivalents 126593 67 0.21% 20450 0.12%

FHLB stock 7010 0.23 7143

Investment securities available for sale taxable1 71718 818 4.63 72872 1104 6.14

Investment securities available for sale nontaxable 45984 385 3.40 50639 429 3.44

Loans2 1031740 13605 5.35 1164661 16027 5.58

Total interest-earning assets 1283045 14879 4.70 1315765 17566 5.41

Noninterest-earning assets

Cash and cash equivalents 11711 26234

Allowance for loan losses 23646 11298
Premises and equipment net 29909 27214

Premises held for sale 1376

Goodwill net 3688 3688

Accrued interest receivable 4436 5320
Real estate acquired in settlement of loans 28864 6578
Income tax refund receivable 15928

Other 14309 12472

Total noninterest-earning assets 85199 71584

Total assets $1368244 $1387349

Liabilities and Shareholders Equity

Liabilities

Interest-bearing liabilities

Transaction deposit accounts 299329 61 0.08% 354384 245 0.28%

Money market deposit accounts 123741 161 0.53 94413 168 0.72

Savings deposit accounts 41803 32 0.31 38176 31 0.33

Time deposit accounts 536876 3309 2.50 489683 4268 3.53

Total interest-bearing deposits 1001749 3563 1.44 976656 4712 1.96

Retail repurchase agreements 22319 14 0.25 21692 13 0.24

Commercial paper Master notes 16671 10 0.24 24409 15 0.25

Other short-term borrowings 54437 77 0.57

Long-term borrowings 99666 493 2.01 52000 371 2.89

Convertible debt

Total interest-bearing liabilities 1140411 4080 1.45 1129194 5188 1.86

Noninterest-bearing liabilities

Noninterest-bearing deposits 140753 131422

Accrued interest payable 1727 2043

Other 8705 6796

Total noninterest-bearing liabilities 151185 140261

Total liabilities 1291596 1269455
Shareholders equity 76648 117894

Total liabilities and shareholders equity $1368244 $1387349

NET INTEREST INCOME NET YIELD ON INTEREST
EARNING ASSETS $10799 3.41% $12378 3.82%

The average balances for investment securities include the applicable unrealized gain or loss recorded for available for sale

securities

Calculated including mortgage loans held for sale excluding the allowance for loan losses Nonaccrual loans are included in

average balances for yield computations The impact of foregone interest income as result of loans on nonaccrual was not

considered in the above analysis All loans and deposits are domestic
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Federal Reserve Rate Influences The Federal Reserve influences the general market rates of interest

earned on interest-earning assets and interest paid on interest-bearing liabilities However there have been no

changes by the Federal Reserve with regard to the prime interest rate and the federal funds interest rate from

December 31 2008 through March 31 2010

Rate Volume Analysis The following rate volume analysis summarizes the dollar amount of changes in

interest income and interest expense attributable to changes in volume and the amount attributable to changes in

rate when comparing the periods indicated in thousands The impact of the combination of rate and volume

change has been divided proportionately between the rate change and volume change

For the three month period ended March 31 2010

compared with the three month period ended

March 312009

Change in Change in Total

volume rate change

Assets

Interest-earnings assets

Cash and cash equivalents 53 61

FHLBstock

Investment securities available for sale 69 261 330
Loans 1773 649 2422

Total interest income $1789 898 $2687

Liabilities and Shareholders Equity

Interest-bearing liabilities

Transaction deposit accounts 33 151 184
Money market deposit accounts 52 45

Savings deposit accounts

Time deposit accounts 470 1429 959

Total interest paid on deposits 388 1537 1149
Retail repurchase agreements

Commercial paper

Other short-term borrowings 38 39 77
Long-term borrowings 184 62 122

Convertible debt

Total interest expense
529 $1637 $1108

Net interest income $2318 739 $1579

Absent the significant impact of impaired loans during the three month period ended March 31 2010 the

change due to volume and the change due to rate for the three month period ended March 31 2010 compared

with the three month period ended March 31 2009 was -$2.8 million and $352 thousand respectively

Provision for Loan Losses

Provision for loan losses increased from $2.2 million during the three month period ended March 31 2009

to $10.8 million for the three month period ended March 31 2010 See Part 1.Financial Information Item

Financial Condition Lending Activities included elsewhere in this item for discussion regarding our accounting

policies related to factors impacting and methodology for analyzing the adequacy of our allowance for loan

losses and therefore our provision for loan losses
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Noninte rest Income

General The following table summarizes the components of noninterest income for the periods indicated

in thousands

For the three month

periods ended March 31

2010 2009

Service charges on deposit accounts net $1950 $1884

Fees for trust and investment management and brokerage services 651 534

Mortgage-banking 620 865

Automatic teller machine 303 300

Merchant services 794 278

Investment securities gains

Other 614 568

Total noninterest income $4940 $4431

Service Charges on Deposit Accounts Net Net service charges annualized on deposit accounts comprise

significant component of noninterest income totaling 1.8% of
average transaction deposit accounts for the three

month period ended March 31 2010 compared with 1.6% of
average transaction deposit accounts for the three

month period ended March 31 2009

In response to competition to retain deposits institutions in the financial services industry have increasingly

been providing services for free in an effort to lure deposits away from competitors and retain existing balances

Services that were initially developed as fee income opportunities such as Internet banking and bill payment

service are now provided to customers free of charge Consequently opportunities to earn additional income

from service charges for such services have been more limited In addition recent focus on the level of deposit

service charges within the banking industry by the media and the U.S Government may result in future

legislation limiting the amount and type of services charges within the banking industry

The November 2009 amendment to Regulation of the Electronic Fund Transfer Act which is effective

July 2010 prohibits financial institutions from charging consumers fees for paying overdrafts on automated

teller machine and one-time debit card transactions unless consumer consents to the overdraft service for those

types of transactions Some industry experts have estimated that the impact of the change from Regulation

would result in reduction of 30% to 40% of such overdraft fees We are currently evaluating the potential

impact of Regulation on our services charges and have engaged specialized consulting firm to assist with the

evaluation and to develop alternatives to mitigate the potential impact We expect to complete our assessment by

June 30 2010

Fees for Trust and Investment Management and Brokerage Services The following table summarizes the

composition of fees for trust and investment management and brokerage services for the periods indicated in

thousands

For the three month

periods ended March 31

2010 2009

Fees for trust and investment management services $499 $407

Fees for brokerage services 152 127

Total fees for trust and investment management and brokerage

services $651 $534

Fees for trust and investment management and brokerage services for the three month period ended

March 31 2010 increased $117 thousand 22% to $651 million from $534 million for the three month period
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ended March 31 2009 primarily as result of the overall increase in the market values of securities held in trust

accounts upon which trust fees are calculated Fees for brokerage services are primarily transaction-based As

such the increase in these fees was primarily due to the increase in brokerage transaction activity over the

periods presented

The following table summarizes trust and investment management and brokerage assets under management

which are not included in our Consolidated Balance Sheets at the dates indicated in thousands

March 31 December 31 March 31
2010 2009 2009

Trust and investment management assets $230437 $237771 $209061

Brokerage assets 178630 181469 159934

Total trust and investment management and brokerage assets $409067 $419240 $368995

Mortgage-Banking Most of the residential mortgage loans that we originate are sold in the secondary

market Normally we retain the servicing rights Mortgage loans serviced for the benefit of others amounted to

$430.4 million and $426.6 million at March 31 2010 and December 31 2009 respectively and are not included

in our Consolidated Balance Sheets

The following table summarizes the components of mortgage-banking income for the periods indicated

dollars in thousands

For the three month

periods ended March 31

2010 2009

Mortgage-servicing fees 256 240

Gain on sale of mortgage loans held for sale 343 522

Derivative loan commitment income 51

Forward sales commitment income 76
Other 46 103

Total mortgage-banking income $620 $865

Mortgage-servicing fees as percentage of
average mortgage loans serviced

for the benefit of others 0.24% 0.25%

Mortgage banking income decreased $245 thousand 28.3% from the three month period ended March 31
2009 to the three month period ended March 31 2010 primarily due to decreased Gains on sales of mortgage

loans and related decrease in processing fees included in Other for the three month period ended March 31
2010 compared to the three month period ended March 31 2009 In 2009 the low interest rate environment

contributed to an increase in refinancings which has declined to normal levels in 2010

Merchant Services Merchant services income increased $516 thousand from the three month period ended

March 31 2009 to the same period 2010 As previously described we are critically evaluating each of our

businesses to determine their contribution to our financial performance and their relative risk return

relationship Based on the evaluation to date on March 31 2010 we entered into referral and services

agreement with Global Direct Payments Inc related to our merchant services business which resulted in gross

payment to the Company of $786 thousand which is included in Merchant services income in the amount of

$559 thousand net of transaction fees for the three month period ended March 31 2010 Under the agreement

Global Payments will provide services including merchant sales through dedicated sales person marketing and

advertising within our geographic footprint credit review and approval and activating new merchant accounts

equipment sales and customer service transaction authorization service risk mitigation services and compliance

with applicable laws and card association and payment network rules
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Non inte rest Expense

General The earnings component of our Strategic Project Plan includes keen focus on expense

management As part of our earnings plan to improve our overall financial performance we identified over $2.5

million of specific noninterest expense reductions to be realized in 2009 and into 2010 and are continuing to

review other expense areas for additional reductions Examples include freezing most employee salaries effective

May 2009 eliminating the remaining officer cash incentive plan awards under the corporate incentive plan for

2009 and thus far in 2010 reducing our Saturday banking hours from 200 p.m to noon effective September

2009 reducing corporate contributions to not-for-profit organizations reducing marketing expenses in 2009

reducing perquisites provided to officers such as bank-owned automobiles and club memberships and savings

resulting from implementing more advanced technology and other process improvements These expense

reductions will be partially offset by the higher level of credit-related costs incurred due to legal consulting and

carrying costs related to our higher level of nonperforming assets We continue to review other expense areas for

additional reduction opportunities including assistance in the first half of 2010 from consulting firm that

specializes in efficiency reviews and expense reductions

The following table summarizes the components of noninterest expense for the periods indicated in

thousands

For the three month

periods ended March 31

2010 2009

Salaries and other personnel 6135 5915

Occupancy 1171 916

Furniture and equipment 967 883

Loss gain on disposition of premises furniture and equipment 55

FDIC deposit insurance assessment 715 454

Mortgage-servicing rights portfolio amortization and impairment 191 414

Marketing 295 368

Real estate acquired in settlement of loans wntedowns and expenses 1012 29

Other 2832 2483

Total noninterest
expense $13323 $11517

Salaries and Other Personnel Comprising 46.0% of total noninterest
expense during the three month

period ended March 31 2010 and 51.4% of total noninterest expense during the three month period ended

March 31 2009 salaries and other personnel expense increased by $220 thousand 3.7% over the same periods

The increase was primarily the result of an increase in medical insurance premiums for the same period

Occupancy Occupancy expense increased $255 thousand 27.8% for the three month period ended

March 31 2010 over the same period of 2009 primarily as result of the impact of the new corporate

headquarters Occupancy expense for the three month period ended March 31 2010 included three monthly

payments under the lease agreement for the new headquarters and only one-half monthly payment for the three

month period ended March 31 2009 This increase was offset by the impact of expenses associated with banking

offices previously consolidated or relocated that have not yet been subleased or sold no longer being recorded

within this financial statement line item but rather being recorded as branch closure expense within the Other

noninterest expense financial statement line item of the Consolidated Statements of Income Loss

FDIC Deposit Insurance Assessment FDIC insurance premiums increased $261 thousand 57.5% due to

the FDIC higher general assessment rates during the three month period ended March 31 2010 compared to the

same period of 2009 The increase in the general assessment was the result of our voluntary participation in the

FDIC Transaction Account Guarantee Program and our classification as adequately-capitalized in the first

quarter 2010
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Mortgage-Servicing Rights Portfolio Amortization and Impairment Amortization and impairment of the

mortgage-servicing rights portfolio decreased $223 thousand 53.9% from the three month period ended

March 31 2009 to the same period of 2010 During 2007 and 2008 the Federal Reserve decreased rates by 500

to 525 basis points During the three month period ended March 31 2009 this decline in interest rates resulted in

an increase in loan prepayments and therefore increased amortization within the mortgage-servicing rights

portfolio Loan prepayments were significantly lower in the quarter ended March 31 2010

Marketing Marketing expense decreased $73 thousand 19.8% from the three month period ended

March 31 2009 to the same period of 2010 primarily due to concerted effort to reduce discretionary

expenditures

Real Estate Acquired in Settlement of Loans Writedowns and Expenses Real estate acquired in settlement

of loans writedowns and expenses increased $983 thousand from the three month period ended March 31 2009

to the same period of 2010 primarily due to the receipt of an updated third party appraisal on one property and

current offers on two properties which resulted in writedowns of $845 thousand Of the total writedowns

recorded during the three month period ended March 31 2010 79% related to these three properties Offsetting

these expenses for the three month period ended March 31 2010 were gains on sales of real estate acquired in

settlement of loans of $271 thousand resulting primarily from the sale of one property with carrying amount of

$1.7 million at gain of $252 thousand

Other Other noninterest expense increased by $349 thousand 14.1% during the three month period

ended March 31 2010 In large part this increase was the result of increased credit-related costs and expenses

associated with the execution of the Strategic Project Plan and problem loan resolution consulting assistance

Also included within this financial statement line item for the three month period ended March 31 2010 was

the provision for loss on unfunded commitments of $86 thousand

Provision Benefit for Income Taxes

As result of our pretax net loss of $8.3 million for the three month period ended March 31 2010 we

recognized an income tax benefit of $3.0 million for the period During the three month period ended March 31

2009 we recognized income tax expense of $1.1 million on pretax net income of $3.1 million Our effective tax

rate was 36.5% for the three month period ended March 31 2010 and 36.0% for the three month period ended

March 31 2009

Recently Issued Applicable Accounting Pronouncements

See Item Financial Statements Note contained herein for disclosures regarding accounting

pronouncements recently issued if applicable and their expected impact on our business financial condition

results of operations or cash flows
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Appendix

Item Quantitative and Qualitative Disclosures about Market Risk

As of March 31 2010 the following table summarizes the forecasted impact on net interest income using

base case scenario given upward and downward movement in interest rates of 100 basis points and 200 basis

points based on forecasted assumptions of nominal interest rates and deposit and loan repricing rates based upon

past interest rate cycles Estimates are based on historical interest rate cycles and other factors deemed to be

relevant However underlying assumptions may be impacted in future periods which were not known to

management at the time of the issuance of the Consolidated Financial Statements Therefore managements

assumptions may or may not prove valid No assurance can be given that changing economic conditions and

other relevant factors impacting our net interest income will not cause actual occurrences to differ from

underlying assumptions

Percentage

change in net

interest income
Interest rate scenario from base

Up 200 basis points 3.l0%

Up 100 basis points 1.59
Down 100 basis points 2.63

Down 200 basis points 3.22

The rising and falling 100 and 200 basis point interest rate scenarios assume gradual change in interest

rates along the entire yield curve over twelve month time frame

There are material limitations with the model presented above which include but are not limited to

It presents the balance sheet in static position When assets and liabilities mature or reprice they do

not necessarily keep the same characteristics

The computation of prospective impacts of hypothetical interest rate changes are based on numerous

assumptions and should not be relied upon as indicative of actual results

The computations do not contemplate any additional actions we could undertake in response to changes

in interest rates
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PART

FORWARD-LOOKING STATEMENTS

This report including information included or incorporated by reference in this document contains

statements which constitute forward-looking statements within the meaning of Section 27A of the Securities Act

of 1933 and Section 21E of the Securities Exchange Act of 1934 Forward-looking statements relate to the

financial condition results of operations plans objectives future performance and business of our Company

Forward-looking statements are based on many assumptions and estimates and are not guarantees of future

performance Our actual results may differ materially from those anticipated in any forward-looking statements

as they will depend on many factors about which we are unsure including many factors which are beyond our

control The words may would could should will expect anticipate predict project

potential continue assume believe intend plan forecast goal and estimate as well as

similar expressions are meant to identify such forward-looking statements Potential risks and uncertainties that

could cause our actual results to differ materially from those anticipated in our forward-looking statements

include but are not limited to the following

Reduced earnings due to higher credit losses generally and specifically because losses in the sectors of

our loan portfolio secured by real estate are greater than expected due to economic factors including

declining real estate values increasing interest rates increasing unemployment or changes in payment

behavior or other factors

Reduced earnings due to higher credit lqsses because our loans are concentrated by loan type industry

segment borrower type or location of the borrower or collateral

The rate of delinquencies and amounts of loans charged-off

The adequacy of the level of our allowance for loan losses

Our efforts to raise capital or otherwise increase our regulatory capital ratios

The impact of our efforts to raise capital on our financial position liquidity capital and profitability

Our ability to retain our existing customers including our deposit relationships

The rates of loan growth in recent years and the lack of seasoning of aportion of our loan portfolio

The amount of our loan portfolio collateralized by real estate and the weakness in the real estate

market

Increased funding costs due to market illiquidity increased competition for funding and/or increased

regulatory requirements with regard to funding

Significant increases in competitive pressure in the banking and financial services industries

Changes in the interest rate environment which could reduce anticipated or actual margins

Changes in political conditions and the legislative or regulatory environment

General economic conditions either nationally or regionally and especially in our primary service

areas becoming less favorable than expected resulting in among other things further deterioration

in credit quality

Changes occurring in business conditions and inflation

Changes in technology

Changes in deposit flows

Changes in monetary and tax policies

Changes in accounting principles policies or guidelines



Our ability to maintain effective internal control over financial reporting

Our reliance on available secondary funding sources such as FHLB advances Federal Reserve

Discount Window borrowings sales of securities and loans and federal funds lines of credit from

correspondent banks to meet our liquidity needs

Adverse changes in asset quality and resulting credit risk-related losses and expenses

Loss of consumer confidence and economic disruptions resulting from terrorist activities or other

military actions

Changes in the securities markets and or

Other risks and uncertainties detailed from time to time in our filings with the Securities and Exchange

Commission SEC
These risks are exacerbated by the recent developments in national and international financial markets and

we are unable to predict what impact these uncertain market conditions will have on us During 2008 and 2009

the capital and credit markets experienced extended volatility and disruption There can be no assurance that

these unprecedented recent developments will not continue to materially and adversely impact our business

financial condition and results of operations as well as our ability to raise capital or other funding for liquidity

and business purposes

We have based our forward-looking statements on our current expectations about future events Although

we believe that the expectations reflected in our forward-looking statements are reasonable we cannot

guarantee that these expectations will be achieved We undertake no obligation to publicly update or otherwise

revise any forward-looking statements whether as result of new information future events or otherwise

ITEM BUSINESS

Development and Description of Business

Organization

Palmetto Bancshares Inc the Company is regional bank holding company organized in 1982 under

the laws of South Carolina and is headquartered in Greenville South Carolina Through the holding companys

subsidiary The Palmetto Bank the Bank and the Banks wholly-owned subsidiary Palmetto Capital Inc

Palmetto Capital we provide broad array of commercial banking consumer banking trust and investment

management and brokerage services throughout our primary market area of northwest South Carolina

Throughout this report the Company we us or our refers to Palmetto Bancshares Inc and our

subsidiary the Bank which includes its brokerage subsidiary Palmetto Capital except where the context

indicates otherwise

Since the Company is holding company and does not conduct operations the Companys primary sources

of liquidity are debt and equity offerings by the Company dividends upstreamed from the Bank funds received

through stock option exercises and funds received through the offering of commercial paper as an alternative

investment tool for our commercial customers referred to as our master note program

Subsidiary of Palmetto Bancshares The Bank was organized under South Carolintt law in 1906 The

Company owns all of the Banks stock The Bank primarily acts as financial intermediary by attracting deposits

from the general public and using those funds together with borrowed funds to originate loans and invest in

securities

Significant services offered by the Bank include

Commercial Banking The Bank provides commercial banking services to corporations and other

business clients Loans are made for wide variety of corporate purposes including financing industrial



and commercial properties construction related to industrial and cotnmercial properties equipment

inventories and accounts receivable and acquisition financing The Bank also provides cash

management and merchant services

Consumer Banking The Bank provides consumer banking services including checking accounts

savings programs automated teller machines overdraft facilities installment and real estate loans home

equity loans and lines of credit credit cards drive-in and night deposit services and safe deposit

facilities

Trust Insurance and Investment Management The Bank provides trust investment agency insurance

and custodial services for individual and corporate clients These services include the administration of

estates and personal trusts as well as the management of investment accounts for individuals employee
benefit plans and charitable foundations At December 31 2009 the estimated fair value of trust assets

was approximately $238 million

Additionally in conjunction with originating residential mortgage loans we offer mortgage-servicing

services to the secondary market

Subsidiaries of the Bank Palmetto Capital is wholly-owned subsidiary of the Bank and provides

brokerage services relating to stocks treasury and municipal bonds mutual funds and insurance annuities as

well as college and retirement planning through third
party arrangement with Raymond James At

December 31 2009 the estimated fair value of brokerage assets was approximately $181 million

In 2009 the Bank formed wholly-owned subsidiary Palmetto Loan Subsidiary Inc To date there have

been no significant operations in this subsidiary

Our corporate offices and operations center are located at 306 East North Greenville South Carolina 29601
and our main telephone number is 800 725-2265 Our corporate headquarters was relocated to downtown

Greenville South Carolina during March 2009 Our operations center remains at the Laurens location

The following table summarizes our consolidated assets revenues and net income at the dates and for the

periods indicated in thousands

At and for the years ended December 31

2009 2008 2007

Total consolidated assets $1435950 $1372275 1248177
Total consolidated revenues 84912 97143 100930
Total consolidated net income loss 40085 13599 16015

Market

The Company is locally oriented community-based financial services institution Our local market

orientation is reflected in our management and advisory boards which are comprised of local business persons
professionals and other community representatives who assist us in identifying and responding to banking needs

within our market Despite this community-based market focus we believe we offer many of the products

available from larger competitors

Our primary market area is located within northwest South Carolina and includes the counties of Laurens

Greenville Spartanburg Greenwood Anderson Cherokee Abbeville Pickens Oconee and York the majority
of which are referred to as the Upstate of South Carolina We originate most of our loans and deposits in our

primary market area

The Upstates ability to attract both small local companies and major internationally recognized

corporations is the result of cooperation between city and state governments and the private sector We believe



that the Upstates entrepreneurial spirit and strong workforce creates strong magnet for business Major

industries of commerce in the Upstate include the auto industry which is concentrated mainly along the corridor

between Greenville and Spartanburg around the BMW manufacturing facility in Greer Another major industry in

the Upstate is healthcare and pharmaceuticals Greenville Hospital System and Bon Secours St Francis Health

System are the areas largest in the healthcare sector while the pharmaceutical corporation of Bausch Lomb

has established regional operations alongside smaller recently developed local companies The Upstate is also

home to large amount of private sector and university-based research including research and development

facilities for Michelin Fuji and General Electric and research centers to support the automotive life sciences

plastics and photonics industries Clemson University BMW IBM Microsoft and Michelin have combined

their resources to create International Center for Automotive Research ICAR research park that specializes in

the development of automotive technology

Located adjacent to major transportation corridors such as Interstates 85 and 26 and centrally located

between Charlotte North Carolina and Atlanta Georgia the Upstate provides diversified broad economic

base We believe that our primary market area is not dependent on any one or few types of commerce due to the

areas diverse economic base Our customer base is similarly diverse although as community bank our loan

portfolio includes concentrations in construction and commercial real estate

The Upstate also benefits from being an academic center including Clemson University Furman

University Wofford College and Converse College among others

Despite being in what we believe are some of the best growth markets in South Carolina we face the risk of

being particularly sensitive to changes in the state and local economies South Carolina has not been immune to

the economic challenges of the past two years Unemployment has been rising in our markets and property values

have declined Unemployment rates at December 31 2009 for the following counties were Greenville 10.5%

Spartanburg 12.7% Anderson 13.4% and Laurens 12.2% The average state unemployment rate for South

Carolina at December 31 2009 was 12.6% compared to 10.0% for the United States U.S. Continued higher

levels of unemployment will continue to impact credit quality As result we are spending significant time on

credit solutions for our customers and managing and disposing of real estate acquired in settlement of loans as

effectively as possible

The weakening in the state and local economies has impacted our loan demand and to lesser extent

available deposits

See Item IA Risk Factors for discussion regarding the material risks and uncertainties that may impact

our market

Distribution Channels

The Company through the Bank is primarily engaged in the business of commercial and consumer banking

through our 29 banking offices in the counties of Laurens Greenville Spartanburg Greenwood Anderson

Cherokee Abbeville Pickens Oconee and York In addition to our banking offices at December 31 2009 the

Bank had 38 automatic teller machine locations including ten at nonbanking office locations and six limited

service banking offices located in retirement centers in the Upstate We provide our commercial banking

consumer banking trust and investment management and brokerage services to customers through our banking

office network Additionally Palmetto Capital maintains separate investment office location in Greenville

County

We provide customers with access to their funds through extended weekday hours at banking offices

Saturday banking at select banking offices an automatic teller machine network that incorporates regional and

national networks call center and Internet banking

See Item 1A Risk Factors for discussion regarding the material risks and uncertainties that may impact

our distribution channels



Competition

We face substantial competition Competitors include national banks regional banks and other community
banks We also face competition from many other types of financial institutions including savings and loan

associations finance companies credit unions mortgage banks and other financial intermediaries as well as full

service brokerage firms and discount brokerage firms with regard to the services offered by Palmetto Capital
Out-of-state financial intermediaries that have opened loan production offices or that solicit deposits in our

market areas also provide competition In addition to historical competitors in recent years money market

stock and fixed income mutual funds have attracted an increasing share of household savings Consequently we
consider these funds to be competitors We compete with major financial companies that have greater resources

than we have which afford them marketplace advantage by enabling them to maintain numerous locations and

mount extensive promotional and advertising campaigns Additionally due to their size many competitors may
offer broader range of products and services as well as better pricing for those products and services than we
offer In addition banks and other financial institutions with larger capitalization and financial intermediaries not

subject to bank regulatory restrictions may have larger lending limits that allow them to serve the lending needs

of larger customers Because larger competitors have advantages in attracting business from larger corporations
we do not generally compete for that business Instead we concentrate our efforts on attracting the business of

individuals and small and medium-size businesses With regard to such accounts we generally compete on the

basis of customer service and responsiveness to customer needs the convenience of banking offices and hours
and the availability and pricing of our products and services

The following table summarizes the Banks deposit market share information as of June 30 2009 the most
recent date for which data is available from the Federal Deposit Insurance Corporation the FDIC

Metropolitan area

Greenville Anderson Spartanburg Combined

Ranking among all institutions

Total institutions 36 21 19 43
Market share among all institutions 5.09% 4.85% 3.96% 4.8 1%

Ranking among South Carolina headquartered institutions

Total South Carolina headquartered institutions 27 15 13 34
Market share among South Carolina headquartered institutions 8.70% 8.30% 8.26% 8.57%

With regard to the entire state of South Carolina according to the FDIC as of June 30 2009 the Banks
market share ranks 10th out of 107 institutions and 6th out of 90 South Carolina headquartered institutions

Employees

At December 31 2009 we had 413 full-time equivalent employees none of whom were subject to

collective bargaining agreements compared with 415 full-time equivalent employees at December 31 2008
Based on the current size and

scope of business activities of the Company we are currently focused on the need

to hire additional employees with specific expertise and industry knowledge

Supervision and Regulation

General

We are subject to extensive regulation under federal and state laws The regulatory framework is intended

primarily for the protection of depositors federal deposit insurance funds and the banking system as whole and
not for the protection of security holders

Set forth below is summary of the significant laws and regulations applicable to the Company and the

Bank The description is qualified in its entirety by reference to the full text of the statutes regulations and



policies that are described Those statutes regulations and policies are continually under review by Congress

state legislatures and federal and state regulatory agencies change in statutes regulations or regulatory

policies applicable to the Company and the Bank could have material adverse impact on our business financial

condition results of operations and cash flows

See Item 1A Risk Factors for discussion regarding the material risks and uncertainties that may impact

our supervision and regulation

Recent Legislative and Regulatory Initiatives to Address Financial and Economic Crises

Congress the U.S Department of the Treasury the U.S Treasury and the federal banking regulators

including the FDIC have taken broad action throughout 2008 and 2009 to address volatility in the U.S banking

system

The Emergency Economic Stabilization Act of 2008 EESA authorized the Treasury Secretary to

purchase from financial institutions and their holding companies up to $700 billion in mortgage loans mortgage-

backed securities and certain other financial instruments including debt and equity securities issued by financial

institutions and their holding companies in Troubled Asset Relief Program TARP The purpose of TARP is

to restore confidence and stability to the U.S banking system
and to encourage

financial institutions to increase

their lending to customers and to each other The U.S Treasury allocated $250 billion towards the TARP Capital

Purchase Program CPP Under the CPP the U.S Treasury purchases debt or equity securities from

participating institutions The TARP also includes direct purchases or guarantees of troubled assets of financial

institutions Participants in the CPP are subject to executive compensation limits and are encouraged to expand

their lending and mortgage loan modifications Our Board of Directors has determined not to participate in the

CPP

EESA also increased FDIC deposit insurance on most accounts from $100 thousand to $250 thousand This

increase is now in place through December 31 2013

Following systemic risk determination the FDIC established its Temporary Liquidity Guarantee Program

TLGP in October 2008 Under the interim rule for the TLGP there are two parts to the program the Debt

Guarantee Program DGP and the Transaction Account Guarantee Program TAGP Eligible entities

generally are participants unless they exercised an opt-out right in timely fashion

For the DGP eligible entities are generally U.S bank holding companies savings and loan holding

companies and FDIC-insured institutions Under the DGP the FDIC guarantees
senior unsecured debt of an

eligible entity issued on or after October 14 2008 and not later than June 30 2009 The guarantee is effective

through the earlier of the maturity date or June 30 2012 Under an extension of the program participating

entities that issued FDIC-insured debt before April 2009 and upon application
and approval participating

entities that had not issued such debt before such date could issue FDIC-guaranteed debt until October 31 2009

which would be guaranteed through the earlier of maturity or December 31 2012 The DGP coverage limit is

generally 125% of the eligible entitys eligible debt outstanding on September 30 2008 and scheduled to mature

on or before June 30 2009 The nonrefundable DGP fee is 75 basis points annualized for covered debt with

various surcharges ranging from 10 to 50 basis points applicable in certain cases Eligible debt of participating

entity becomes covered when and as issued until the coverage limit is reached except that under certain

circumstances participating
entities could elect for fee an option to issue non-guaranteed long-term debt

maturing after June 30 2012 and could apply to issue other non-guaranteed debt The Company opted out of the

DGP The FDIC has also established limited six-month emergency guarantee facility Under this facility

participating entities can apply to issue FDIC-guaranteed debt during the period October 31 2009 through

April 30 2010 to be guaranteed through December 31 2012 For approved applicants fees of at least 300 basis

points will be assigned on case-by-case basis We did not apply for the six-month emergency guarantee facility



For the TAGP eligible entities are FDIC-insured institutions Under the TAGP the FDIC provides

unlimited deposit insurance coverage through June 30 2010 for noninterest-bearing transaction accounts

typically business checking accounts and certain funds swept into noninterest-bearing savings accounts

Negotiable order of withdrawal NOW accounts generally and money market deposit accounts are not

covered unless an institution opts out of the extension period Participating institutions pay fees of 10 basis

points annualized during the period through December 31 2009 and fees of 15 to 25 basis points annualized

depending on the Risk Category assigned to the institution on the balance of each covered account in excess of

$250 thousand during the period from January 2010 through June 30 2010 The Bank participates in the

TAGP and this program has not had material impact on the FDIC deposit insurance assessment we pay

EESA has been followed by numerous actions by the Board of Governors of the Federal Reserve the

Federal Reserve Congress U.S Treasury the SEC and others to address the liquidity and credit crisis that has

followed the subprime crisis that commenced in 2007 These measures include homeowner relief that encourages

loan restructuring and modification the establishment of significant liquidity and credit facilities for financial

institutions and banks the lowering of the federal funds rate action against short-term selling practices the

temporary guaranty program for money market funds the establishment of commercial paper funding facility

to provide back-stop liquidity to commercial paper issuers and coordinated international efforts to address

illiquidity and other weaknesses in the banking sector

In addition the Internal Revenue Service has issued guidance in
response to the credit crisis including

extension of the net operating loss carryback period from two to five
years

and relaxation of limits on the

ability of financial institutions that undergo an ownership change to utilize their pre-change net operating

losses and net unrealized built-in losses The relaxation of these limits may make it significantly more attractive

to acquire financial institutions whose tax basis in their loan portfolios significantly exceeds the fair market value

of those portfolios

Proposed Legislation and Regulatory Action

Legislative and regulatory proposals regarding changes in banking and the regulation of banks federal

savings institutions and other financial institutions and bank and bank holding company powers are being

considered by the executive branch of the federal government Congress and various state governments Certain

of these proposals if adopted could significantly change the regulation or operations of banks and the financial

services industry New regulations and statutes are regularly proposed that contain wide-ranging proposals for

altering the structures regulations and competitive relationships of the nations financial institutions On

June 17 2009 the U.S Treasury released white paper entitled Financial Regulatory Reform New

Foundation Rebuilding Financial Supervision and Regulation the Proposal which calls for sweeping

regulatory and supervisory reforms for the entire financial sector and seeks to advance the following six key

objectives promote robust supervision and regulation of financial firms ii establish comprehensive

supervision of financial markets iii protect consumers and investors from financial abuse iv provide the

government with additional powers to monitor systemic risks supervise and regulate financial products and

markets and to resolve firms that threaten financial stability and raise international regulatory standards and

improve international cooperation

The Proposal includes the creation of new federal government agency the National Bank Supervisor

NBS that would charter and supervise all federally chartered depository institutions and all federal branches

and agencies of foreign banks It is proposed that the NBS take over the responsibilities of the Office of the

Comptroller of the Currency which currently charters and supervises nationally chartered banks and the

responsibility for the institutions currently supervised by the Office of Thrift Supervision which supervises

federally chartered savings institutions and federal savings institution holding companies

The Proposal also includes the creation of new federal agency designed to enforce consumer protection

laws The Consumer Financial Protection Agency CFPA would have authority to protect consumers of



financial products and services and to regulate all providers bank and non-bank of such services The CFPA

would be authorized to adopt rules for all providers of consumer financial services supervise and examine such

institutions for compliance and enforce compliance through orders fines and penalties The rules of the CFPA

would serve as floor and individual states would be permitted to adopt and enforce stronger consumer

protection laws If adopted as proposed we may become subject to multiple laws affecting its provision of loans

and other credit services to consumers which may substantially increase the cost of providing such services

On February 2010 the U.S President called on the U.S Congress to create new Small Business

Lending Fund Under this proposal $30 billion in TARP funds would be transferred to new program outside of

TARP to support small business lending As proposed only small- and medium-sized banks would qualify to

participate in the program

New regulations and statutes are regularly proposed that contain wide-ranging proposals for altering the

structures regulations and competitive relationships of the nations financial institutions We cannot predict

whether or in what form any proposed regulation or statute will be adopted or the extent to which our business

may be affected by any new regulation or statute

Regulatory Agencies

The Company is legal entity separate and distinct from the Bank is regulated under the Bank Holding

Company Act of 1956 BHCA and is subject to inspection examination and supervision by the Federal

Reserve We are also under the jurisdiction of the SEC and are subject to the disclosure and regulatory

requirements of the Securities Act of 1933 and the Securities Exchange Act of 1934

The Bank is FDIC-insured state-chartered banking organization and is subject to various statutory

requirements and rules and regulations promulgated and enforced primarily by the Federal Reserve as our

primary federal regulator the FDIC as our deposit insurer and the South Carolina State Board of Financial

Institutions the State Board The Bank is also member of the Federal Home Loan Bank System FHLB
The Bank is subject to various statutes rules and regulations that govern the insurance of deposits required

reserves allowable investments loans mergers consolidations issuance of securities payment of dividends

establishment of banking offices and other aspects of the business of the Bank The Company must file reports

with the Federal Reserve and the Bank must file reports with the FDIC concerning our activities and financial

condition in addition to obtaining regulatory approvals prior to entering into certain transactions such as mergers

with or acquisitions of other financial institutions The Federal Reserve the State Board and or the FDIC

conduct periodic examinations to test the applicable entitys safety and soundness and compliance with various

regulatory requirements This regulation and supervision establishes comprehensive framework of permitted

activities in which we can engage and is intended primarily for the protection of the federal deposit insurance

funds and depositors The regulatory structure also gives the regulatory authorities extensive discretion in

connection with their supervisory and enforcement activities and examination policies including policies with

respect to the classification of assets and the establishment of adequate loan loss reserves for regulatory purposes

Holding Company Activities

BHCA The Company is bank holding company In general the BHCA limits the business of bank

holding companies to banking managing or controlling banks and other activities that the Federal Reserve

determines to be closely related to banking as to be proper incident to the business of banking

Activities that the Federal Reserve has found to be so closely related to banking as to be proper incident to

the business of banking include

Factoring accounts receivable

Making acquiring brokering or servicing loans and usual related activities



Leasing personal or real property

Operating non-bank depository institution such as savings association

Trust company functions

Financial and investment advisory activities

Conducting discount securities brokerage activities

Underwriting and dealing in government obligations and money market instruments

Providing specified management consulting and counseling activities

Performing selected data processing services and support services

Acting as agent or broker in selling credit life insurance and other types of insurance in connection with

credit transactions and

Performing selected insurance underwriting activities

The BHCA generally limits acquisitions by bank holding companies that are not qualified as financial

holding companies to commercial banks and companies engaged in activities that the Federal Reserve has

determined to be so closely related to banking as to be proper incident thereto

The BHCA also regulates acquisitions of commercial banks and prohibits us from acquiring direct or

indirect control of more than 5% of any class of outstanding voting stock or substantially all of the assets of any

bank or merging or consolidating with another bank holding company without prior approval of the Federal

Reserve The BHCA also prohibits us from engaging in or acquiring ownership or control of more than 5% of the

outstanding voting stock of any company engaged in nonbanking business unless that business is determined by

the Federal Reserve to be closely related to banking or managing or controlling banks

In addition and subject to certain exceptions the BHCA and the Change in Bank Control Act together with

regulations promulgated thereunder require Federal Reserve approval prior to any person or company acquiring

control of bank holding company Control is conclusively presumed to exist if an individual or company

acquires 25% or more of any class of voting securities of bank holding company Following the relaxing of

these restrictions by the Federal Reserve in September 2008 control will be rebuttably presumed to exist if

person acquires more than 33% of the total equity of bank or bank holding company of which it may own
control or have the power to vote not more than 15% of

any class of voting securities

Source of Strength Doctrine and other Responsibilities with Respect to the Bank There are number of

obligations and restrictions imposed by law and regulatory policy on bank holding companies with regard to their

depository institution subsidiaries that are designed to minimize potential loss to depositors and to the FDIC
insurance funds in the event that the depository institution becomes in danger of defaulting under its obligations

to repay deposits Under policy of the Federal Reserve bank holding company is required to serve as source

of financial strength to its subsidiary depository institutions and to commit resources to support such institutions

in circumstances where it might not do so absent such policy The Federal Reserve also has the authority under

the BHCA to require bank holding company to terminate any activity or relinquish control of nonbank

subsidiary other than nonbank subsidiary of bank upon the Federal Reserves determination that such

activity or control constitutes serious risk to the financial soundness or stability of any subsidiary depository

institution of the bank holding company Further federal law grants federal bank regulatory authorities additional

discretion to require bank holding company to divest itself of any bank or nonbank subsidiary if the agency
determines that divestiture may aid the depository institutions financial condition Further any loans by bank

holding company to subsidiary bank are subordinate in right of payment to deposits and certain other

indebtedness of the subsidiary bank In the event of bank holding companys bankruptcy any commitment by

the bank holding company to federal bank regulatory agency to maintain the capital of subsidiary bank at

certain level would be assumed by the bankruptcy trustee and entitled to priority payment



The State Board of Financial Institutions As bank holding company registered under the South Carolina

BHCA we are subject to regulation by the State Board We must file with the State Board periodic reports with

respect to our financial condition results of income management and relationships between the Company and

the Bank Additionally we must obtain approval from the State Board prior to engaging in acquisitions of

banking or nonbanking institutions or assets

Dividends

The holders of our common stock are entitled to receive dividends when and if declared by our Board of

Directors out of funds legally available for such dividends The Company is legal entity separate and distinct

from the Bank and depends on the payment of dividends from the Bank The Company and the Bank are subject to

regulatory policies and requirements relating to the payment of dividends including requirements to maintain

adequate capital above regulatory minimums Federal regulatory authorities are authorized to determine under

certain circumstances that the payment of dividends by bank holding company or bank would be an unsafe or

unsound practice and to prohibit payment of those dividends Federal regulatory authorities have indicated that

banking organizations should generally pay dividends only out of current income In addition as South Carolina

chartered bank the Bank is subject to limitations on the amount of dividends that it is permitted to pay In general

South Carolina state bank may not pay
dividends from its capital All dividends must be paid out of undivided

profits then on hand after deducting expenses including reserves for losses and bad debts The Bank is authorized

to pay cash dividends up to 100% of net income in any calendar year without obtaining the prior approval of the

State Board provided that the Bank received composite rating of one or two at the last federal or state regulatory

examination The Bank must obtain approval from the State Board prior to the payment of any other cash

dividends In addition under the Federal Deposit Insurance Corporation Improvement Act of 1991 the

FDICIA the Bank may not pay dividend if after paying the dividend the Bank would be undercapitalized

See Item Market For Registrants Common Equity Related Shareholder Matters and Issuer Purchases of

Equity Securities for further discussion regarding matters related to our common stock dividends

Capital Adequacy and Prompt Corrective Action

Banks and bank holding companies are subject to various regulatory capital requirements administered by

state and federal banking agencies Capital adequacy guidelines and additionally for banks prompt corrective

action regulations involve quantitative measures of assets liabilities and certain off-balance sheet agreements

calculated under regulatory accounting practices Capital amounts and classifications are also subject to

qualitative judgments by regulators about components risk-weighting and other factors

The Federal Reserve and the FDIC have substantially similar risk-based capital ratio and leverage ratio

guidelines for banking organizations The guidelines are intended to ensure that banking organizations have

adequate capital given the risk levels of assets and off-balance sheet agreements Under the guidelines banking

organizations are required to maintain minimum ratios for Tier capital as defined below and total capital to

risk-weighted assets including certain off-balance sheet agreements such as letters of credit For purposes of

calculating the ratios banking organizations assets and some of its specified off-balance sheet agreements are

assigned to various risk categories depository institutions or holding companys capital in turn is classified

in one of the following three tiers depending on type

Core Capital Tier Tier capital includes common equity retained earnings qualifying noncumulative

perpetual preferred stock limited amount of qualifying umuIative perpetual preferred stock at the

holding company level minority interests in equity accounts of consolidated subsidiaries qualifying trust

preferred securities less goodwill most intangible assets and certain other assets

Supplementary Capital Tier Tier capital includes among other things perpetual preferred stock

and trust preferred securities not meeting the Tier definition qualifying mandatory convertible debt

securities qualifying subordinated debt and allowances for loan losses subject to limitations

Market Risk Capital Tier Tier capital includes qualifying unsecured subordinated debt
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The Company like other bank holding companies currently is required to maintain Tier capital and total

capital the sum of Tier Tier and Tier capital equal to at least 4.0% and 8.0% respectively of our total

risk-weighted assets including various off-balance sheet agreements such as letters of credit At least half of the

total capital is required to be Tier capital In determining the amount of risk-weighted assets all assets

including certain off-balance sheet agreements are multiplied by risk-weight based on the risk inherent in the

type of asset The Bank like other depository institutions is required to maintain similar capital levels under

capital adequacy guidelines For depository institution to be considered well-capitalized under the regulatory

framework for prompt corrective action its Tier and total capital ratios must be at least 6.0% and 10.0% on

risk-weighted basis respectively

Bank holding companies and banks subject to the market risk capital guidelines are required to incorporate

market and interest rate risk components into their risk-based capital standards The Company and the Bank are

not subject to the market risk capital guidelines

In addition to the risk-based capital guidelines bank holding companies and banks are also required to

comply with minimum leverage ratio requirements The Federal Reserve has adopted minimum Tier

leverage capital ratio under which bank holding company must maintain minimum level of Tier capital to

its total adjusted quarterly average assets as defined for regulatory purposes of at least 3% in the case of bank

holding companies that have the highest regulatory examination ratios and are not contemplating significant

growth or expansion All other bank holding companies are required to maintain Tier leverage capital ratio

of at least 4% unless an appropriate regulatory authority specifies different minimum For depository

institution to be considered well-capitalized under the regulatory framework for prompt corrective action its

leverage ratio must be at least 5% The Federal Reserve has not advised the Company of afly specific minimum

leverage ratio applicable to it The FDIC also requires state-chartered nonmember banks to maintain minimum

leverage ratio similar to that adopted by the Federal Reseie Under the FDICs leverage capital requirement the

Bank is required to maintain minimum Tier leverage capital ratio of not less than 4%

The Federal Deposit Insurance Act as amended the FDIA requires among other things the federal

banking agencies to take prompt corrective action with respect to depository institutions that do not meet

minimum capital requirements The FDIA sets forth the following five capital tiers well-capitalized adequately-

capitalized undercapitalized significantly-undercapitalized and critically-undercapitalized depository

institutions capital tier depends upon how its capital levels compares with various relevant capital measures and

certain other factors as established by regulation The relevant capital measures are the total capital ratio the

Tier capital ratio and the leverage ratio

Under the regulations adopted by the federal regulatory authorities bank will be categorized as

Well-capitalized if the institution has total risk-based capital ratio of 10.0% or greater Tier risk-

based capital ratio of 6.0% or greater leverage ratio of 5.0% or greater and is not subject to any order

or written directive by any such regulatory authority to meet and maintain specific capital level for any

capital measure

Adequately-capitalized if the institution has total risk-based capital ratio of 8.0% or greater Tier

risk-based capital ratio of 4.0% or greater leverage ratio of 4.0% or greater and is not categorized as

well-capitalized

Undercapitalized if the institution has total risk-based capital ratio that is less than 8.0% Tier risk-

based capital ratio of less than 4.0% or leverage ratio of less than 4.0%

Significantly-undercapitalized if the institution has total risk-based capital ratio of less than 6.0%
Tier risk-based capital ratio of less than 3.0% or leverage ratio of less than 3.0%

Critically-undercapitalized if the institutions tangible equity is equal to or less than 2.0% of average

quarterly tangible assets

In addition an institution may be downgraded to or deemed to be in capital category that is lower than

indicated by its capital ratios if it is determined to be in an unsafe or unsound condition or if it receives an
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unsatisfactory examination rating with respect to certain matters banks capital category is determined solely

for the purpose of applying prompt corrective action regulations and the capital category may not constitute an

accurate representation of banks overall financial condition or prospects for other purposes

If bank is not well-capitalized it cannot accept brokered deposits without prior FDIC approval and if

approval is granted cannot offer an effective yield in excess of 75 basis points on interest paid on deposits of

comparable size and maturity in such institutions normal market area for deposits accepted from within its

normal market area or national rate paid on deposits of comparable size and maturity for deposits accepted

outside the banks normal market area Thus for deposits in its own normal market area the bank must offer

rates that are not in excess of 75 basis points over the average local rates For non-local deposits the bank must

offer rates that are not in excess of 75 basis points over either the banks own local rates or the applicable

non-local rates In other words the bank must adhere to the prevailing rates in its own normal market area for all

deposits whether local or non-local and also must adhere to the prevailing rates in the non-local area for any

non-local deposits Thus the bank would be unable to outbid non-local institutions for non-local deposits even if

the non-local rates are lower than the rates in the banks own normal market area Moreover the FDIA generally

prohibits depository institution from making any capital distributions including payment of dividend or

paying any management fee to its parent holding company if the depository institution would thereafter be

categorized as undercapitalized

Undercapitalized institutions are subject to growth limitations an undercapitalized institution may not

acquire another institution establish additional branch offices or engage in any new line of business unless

determined by the appropriate federal banking agency to be consistent with an accepted capital restoration plan

or unless the FDIC determines that the proposed action will further the purpose of prompt corrective action and

are required to submit capital restoration plan Thegencies may not accept capital restoration plan without

determining among other things that the plan is based on realistic assumptions and is likely to succeed in

restoring the depository institutions capital In addition for capital restoration plan to be acceptable the

depository institutions parent holding company must guarantee that the institution will comply with the capital

restoration plan The aggregate liability of the parent holding company is limited to the lesser of an amount equal

to 5.0% of the depository institutions total assets at the time it became categorized as undercapitalized or the

amount that is necessary or would have been necessary to bring the institution into compliance with all capital

standards applicable with respect to such institution as of the time it fails to comply with the plan If depository

institution fails to submit an acceptable plan it is categorized as significantly undercapitalized

Significantly undercapitalized categorized depository institutions may be subject to number of

requirements and restrictions including orders to sell sufficient voting stock to become categorized as

adequately-capitalized requirements to reduce total assets and cessation of receipt of deposits from

correspondent banks The appropriate federal banking agency may take any action authorized for significantly

undercapitalized institution if an undercapitalized institution fails to submit an acceptable capital restoration plan

or fails in any material respect to implement plan accepted by the agency critically undercapitalized

institution is subject to having receiver or conservator appointed to manage its affairs and for loss of its charter

to conduct banking activities

An insured depository institution may not pay management fee to bank holding company controlling that

institution or any other person having control of the institution if after making the payment the institution

would be undercapitalized In addition an institution cannot make capital distribution such as dividend or

other distribution that is in substance distribution of capital to the owners of the institution if following such

distribution the institution would be undercapitalized Thus if payment of such management fee or the making

of such would cause bank to become undercapitalized it could not pay management fee or dividend to the

bank holding company

See Item Financial Statements and Supplementary Data Note 20 for further discussion regarding the

capital ratios and leverage ratio of the Company and the Bank
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FDICIA

FDICIA and regulations implementing the FDICIA require among other things that management report on

the institutions responsibility for preparing financial statements establishing and maintaining an internal control

structure and procedures for financial reporting and compliance with designated laws and regulations concerning

safety and soundness The final regulations also require that independent registered public accounting firms attest

to and report separately on assertions in managements reports regarding compliance with such laws and

regulations using FDIC approved audit procedures These regulations apply to financial institutions with greater

than $1 billion in assets at the beginning of their fiscal year Accordingly the Bank is subject to these

regulations

Sarbanes-Oxley Act of 2002 the Sarbanes-Oxley Act

The Sarbanes-Oxley Act was signed into law on July 30 2002 in response to public concerns regarding

corporate accountability in connection with certain 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 both U.S and non-U.S that file or are required

to file periodic reports with the SEC under the Securities Exchange Act of 1934

The Sarbanes-Oxley Act includes
very specific additional disclosure requirements and new corporate

governance rules requires the SEC and securities exchanges to adopt extensive additional disclosure corporate

governance and related rules and mandates 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 board of directors and management and between board

of directors and its committees

Deposit Insurance

The Banks deposits are insured up to applicable limits by the Deposit Insurance Fund DIF of the FDIC

and are subject to deposit insurance assessments The FDIC amended its risk-based assessment system for 2007

to implement authority granted by the Federal Deposit Insurance Reform Act of 2005 Reform Act The DIF

is the successor to the Bank Insurance Fund and the Savings Association Insurance Fund which were merged

effective March 31 2006 As insurer the FDIC imposes deposit insurance premiums and is authorized to conduct

examinations of and to require reporting by FDIC-insured institutions It also may prohibit any FDIC-insured

institution from engaging in
any activity the FDIC determines by regulation or order to pose serious risk to the

insurance fund The FDIC also has the authority to initiate enforcement actions against financial institutions and

may terminate the deposit insurance if it determines that the institution has engaged in unsafe or unsound

practices or is in an unsafe or unsound condition

Under the Reform Act which became law in 2006 we received one-time assessment credit of $576

thousand that could be applied against future premiums beginning in 2007 subject to certain limitations Any

remaining credit was to be used to offset up to 90% of subsequent annual assessments through 2010 As of

December 31 2007 approximately $154 thousand of the credit remained available to offset future deposit

insurance assessments This credit was not available to offset Financing Corporation FICO assessments

FDIC-insured institutions are required to pay FICO assessments in order to fund the interest on bonds issued to

resolve financial institutions failures in the 1980s We fully utilized this credit in 2008

Under regulations effective January 2007 the FDIC adopted new risk-based premium system that

provides for quarterly assessments based on an insured institutions ranking in one of four risk categories based

upon supervisory and capital evaluations Assessment rates depend upon the category to which an institution is

assigned
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In October 2008 the EESA increased FDIC deposit insurance on most accounts from $100000 to $250000

This increase was originally to be in place until the end of 2009 In May 2009 this increased coverage was

extended through December 31 2013 In addition we are voluntarily participating in the FDIC TAGP Under

this program which in August 2009 was extended through June 30 2010 all noninterest-bearing transaction

accounts are fully guaranteed by the FDIC for the entire amount of the account Coverage under the program is in

addition to and separate from the basic coverage available under the FDICs general deposit insurance rules

During 2009 the FDIC implemented an industry-wide special assessment to bolster the FDIC insurance

fund The FDIC imposed basis point special assessment on assets less Tier capital with cap of 10 basis

points times deposits This incremental special assessment was paid to the FDIC at the end of the third quarter

2009 Also effective in 2009 initial base assessment rates were increased by seven basis points to range from 12

basis points to 45 basis points across all risk categories with possible adjustments to these rates based on certain

debt-related components Based on these factors our FDIC general assessment rates in 2009 increased The

increase in the general assessment was the result of change in the FDIC assessment matrix the increase in our

deposit base on which the assessment is calculated over the periods presented and an increase due to our total

risk-based capital ratio falling into the adequately-capitalized category during the period

In September 2009 the FDIC adopted Notice of Proposed Rulemaking to require insured financial

institutions to prepay
their estimated quarterly risk-based assessments for the fourth quarter of 2009 and for

2010 2011 and 2012 Unlike special assessments prepaid assessments will not immediately impact earnings but

require cash outlay for the full amount of the prepaid assessment We applied for and received an exemption to

the prepayment assessment which would have required cash payment to the FDIC of $10.6 million in

December 2009 Having been granted the waiver we will continue to pay our FDIC insurance premiums on

quarterly basis The FDIC Board of Directors also voted to adopt uniform three-basis point increase in

assessment rates effective on January 2011

Under the Reform Act the FDIC may pay dividends to insured institutions once the DIF reserve ratio equals

or exceeds 1.35% of estimated insured deposits

The FDIC may terminate the deposit insurance of
any

insured depository institution including the Bank if

it determines after hearing that the 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 It also may suspend deposit insurance temporarily during the hearing process
for the

permanent termination of insurance if the institution has no tangible capital If insurance of accounts is

terminated the accounts at the institution at the time of the termination less subsequent withdrawals shall

continue to be insured for period of six months to two years as determined by the FDIC

Depositor Preference

The FDIA provides that in the event of the liquidation or other resolution of an insured depository

institution the claims of depositors of the institution including the claims of the FDIC as subrogee of insured

depositors and certain claims for administrative expenses
of the FDIC as receiver will have priority over other

general unsecured claims against the institution If an insured depository institution fails insured and uninsured

depositors along with the FDIC will have priority in payment ahead of unsecured nondeposit creditors

including us with respect to any extensions of loans they have made to such insured depository institution

Community Reinvestment Act of 1977 CRA
The CRA requires depository institutions to assist in meeting the lending needs of their market areas

consistent with safe and sound banking practice Under the CRA each depository institution is required to help

meet the lending needs of its market areas by among other things providing loans to low and moderate income

individuals and communities The CRA does not establish specific lending requirements or programs for
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financial institutions nor does it limit an institutions discretion to develop the types of products and services that

it believes are best suited to its particular community consistent with the CRA financial institutions

performance is periodically evaluated in the context of information about the institution financial condition and

business strategies its community demographic and economic data and its competitors Upon completion of

CRA examination the FDIC rates the overall CRA performance of the financial institution using four-tiered

rating system These ratings consist of outstanding satisfactory needs to improve and substantial

noncompliance For financial holding company to commence any new activity permitted by the BHCA or to

acquire any company engaged in any new activity permitted by the BHCA each insured depository institution

subsidiary of the financial holding company must have received rating of at least satisfactory in its most recent

examination under the CRA Furthermore banking regulators take into account CRA ratings when considering

approval of proposed transaction The CRA requires public disclosure of an institutions CRA rating Our latest

CRA rating as of March 2009 was satisfactory

Transactions with Affiliates and Insiders

The Company is legal entity separate and distinct from the Bank and its other subsidiaries Various legal

limitations restrict the Bank from lending or otherwise supplying funds to the Company or its non-bank

subsidiaries The Company and the Bank are subject to Sections 23A and 23B of the Federal Reserve Act and

Federal Reserve Regulation Section 23A of the Federal Reserve Act places limits on the amount of loans or

extensions of credit to or investments in or certain other transactions with affiliates and on the amount of

advances to third parties collateralized by the securities or obligations of affiliates The aggregate of all covered

transactions is limited in amount as to any one affiliate to 10% of the Banks capital and surplus and as to all

affiliates combined to 20% of the Banks capital and surplus Furthermore within the foregoing limitations as to

amount each covered transaction must meet specified collateral requirements The Bank is forbidden to purchase

low quality assets from an affiliate

Section 23B of the Federal Reserve Act among other things prohibits an institution from engaging in

certain transactions with certain affiliates unless the transactions are on terms substantially the same or at least

as favorable to such institution or its subsidiaries as those prevailing at the time for comparable transactions with

nonaffihiated companies

Regulation generally excludes all non-bank and non-savings association subsidiaries of banks from

treatment as affiliates except to the extent that the Federal Reserve decides to treat these subsidiaries as

affiliates The regulation also limits the amount of loans that can be purchased by bank from an affiliate to not

more than 100% of the banks capital and surplus

The Bank is also subject to certain restrictions on extensions of credit to executive officers directors certain

principal shareholders and their related interests Such extensions of credit must be made on substantially the

same terms including interest rates and collateral as those prevailing at the time for comparable transactions

with third parties and ii must not involve more than the normal risk of repayment or present other unfavorable

features

Branching

Under current South Carolina law we may open branch offices throughout South Carolina with the prior

approval of the State Board In addition with prior regulatory approval the Bank will be able to acquire existing

banking operations in South Carolina Furthermore federal legislation has been passed that permits interstate

branching by banks if allowed by state law and interstate merging by banks However South Carolina law with

limited exceptions currently permits branching across state lines only through interstate mergers

Anti-Tying Restrictions

Under amendments to the BHCA and Federal Reserve regulations bank is prohibited from engaging in

certain tying or reciprocity arrangements with its customers In general bank may not extend credit lease sell
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property or furnish any services or fix or vary the consideration for these on the condition that the customer

obtain or provide some additional credit property or services from or to the bank the bank holding company or

subsidiaries thereof or ii the customer may not obtain some other credit property or services from

competitor except to the extent reasonable conditions are imposed to assure the soundness of the credit extended

Certain arrangements are permissible bank may offer combined-balance products and may otherwise offer

more favorable terms if customer obtains two or more traditional bank products and certain foreign

transactions are exempt from the general rule bank holding company or any bank affiliate also is subject to

anti-tying requirements in connection with electronic benefit transfer services

Finance Subsidiaries

Under the Gramm-Leach-Bliley Act the GLBA subject to certain conditions imposed by their

respective banking regulators national and state-chartered banks are permitted to form financial subsidiaries

that may conduct financial or incidental activities thereby permitting bank subsidiaries to engage in certain

activities that previously were impermissible The GLBA imposes several safeguards and restrictions on financial

subsidiaries including that the parent banks equity investment in the financial subsidiary be deducted from the

banks assets and tangible equity for
purposes of calculating the banks capital adequacy In addition the GLBA

imposes new restrictions on transactions between bank and its financial subsidiaries similar to restrictions

applicable to transactions between banks and non-bank affiliates

Financial Privacy

In accordance with the GLBA federal banking regulators adopted rules that limit the ability of banks and

other financial institutions to disclose nonpublic information about consumers to nonaffiliated third parties

These limitations require disclosure of privacy policies to consumers and in some circumstances allow

consumers to prevent disclosure of certain personal information to nonaffiliated third party

Consumer Protection Regulations

Activities of the Bank are subject to variety of statutes and regulations designed to protect consumers

Interest and other charges collected or contracted for by the Bank are subject to state usury laws and federal laws

concerning interest rates The Banks loan operations are also subject to federal laws applicable to credit

transactions such as

The federal Truth-In-Lending Act governing disclosures of credit terms to consumer borrowers

The Home Mortgage Disclosure Act of 1975 requiring financial institutions to provide information to

enable the public and public officials to determine whether financial institution is fulfilling its

obligation to help meet the housing needs of the community it serves

The Equal Credit Opportunity Act prohibiting discrimination on the basis of race creed or other

prohibited factors in extending credit

The Fair Credit Reporting Act of 1978 as amended by the Fair and Accurate Credit Transactions Act

governing the use and provision of information to credit reporting agencies certain identity theft

protections and certain credit and other disclosures

The Fair Debt Collection Act governing the manner in which consumer debts may be collected by

collection agencies and

The rules and regulations of the various federal agencies charged with the responsibility of

implementing these federal laws

The deposit operations of the Bank also are subject to

The Right to Financial Privacy Act which imposes duty to maintain confidentiality of consumer

financial records and prescribes procedures for complying with administrative subpoenas of financial

records and
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The Electronic Funds Transfer Act and Regulation issued by the Federal Reserve Board to implement

that Act which governs automatic deposits to and withdrawals from deposit accounts and customers

rights and liabilities arising from the use of automated teller machines and other electronic banking

services

Enforcement Powers

The Bank and its institution-affiliated parties including its management employees agents independent

contractors and consultants such as attorneys and accountants and others who participate in the conduct of the

financial institutions affairs are subject to potential civil and criminal penalties for violations of law regulations

or written orders of government agency These practices can include the failure of an institution to timely file

required reports or the filing of false or misleading information or the submission of inaccurate reports Civil

penalties may be as high as $1000000 day for such violations Criminal penalties for some financial institution

crimes have been increased to 20 years In addition regulators are provided with greater flexibility to commence

enforcement actions against institutions and institution-affiliated parties Possible enforcement actions include

the termination of deposit insurance Furthermore banking agencies power to issue cease-and-desist orders were

expanded Such orders may among other things require affirmative action to correct any harm resulting from

violation or practice including restitution reimbursement indemnifications or guarantees against loss

financial institution may also be ordered to restrict its growth dispose of certain assets rescind agreements or

contracts or take other actions as determined by the ordering agency to be appropriate

Anti-Money Laundering

Financial institutions must maintain anti-money laundering programs that include established internal

policies procedures and controls designated compliance officer an ongoing employee training program and

testing of the program by an independent audit function The Company and the Bank are also prohibited from

entering into specified financial transactions and account relationships and must meet enhanced standards for due

diligence and knowing your
customer in their dealings with foreign financial institutions and foreign

customers Financial institutions must take reasonable steps to conduct enhanced scrutiny of account

relationships to guard against money laundering and to report any suspicious transactions and recent laws

provide law enforcement authorities with increased access to financial information maintained by banks Anti-

money laundering obligations have been substantially strengthened as result of the USA PATRIOT Act

enacted in 2001 and renewed in 2006 Bank regulators routinely examine institutions for compliance with these

obligations and are required to consider compliance in connection with the regulatory review of applications The

regulatory authorities have been active in imposing cease and desist orders and money penalty sanctions

against institutions found to be violating these obligations

USA PATRIOT Act

The USA PATRIOT Act became effective on October 26 2001 amended in part the Bank Secrecy Act

and provides in part
for the facilitation of information sharing among governmental entities and financial

institutions for the purpose of combating terrorism and money laundering by enhancing anti-money laundering

and financial transparency laws as well as enhanced infonnation collection tools and enforcement mechanics for

the U.S government including requiring standards for verifying customer identification at account opening

ii rules to promote cooperation among financial institutions regulators and law enforcement entities in

identifying parties that may be involved in terrorism or money laundering iii reports by nonfinancial trades and

businesses filed with the Treasury Departments Financial Crimes Enforcement Network for transactions

exceeding $10000 and iv filing suspicious activities reports by brokers and dealers if they believe customer

may be violating U.S laws and regulations and requires enhanced due diligence requirements for financial

institutions that administer maintain or manage private bank accounts or correspondent accounts for non-U.S

persons Bank regulators routinely examine institutions for compliance with these obligations and are required to

consider compliance in connection with the regulatory review of applications
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Under the USA PATRIOT Act the Federal Bureau of Investigation FBI can send our banking regulatory

agencies lists of the names of persons suspected of involvement in terrorist activities The Bank can be requested

to search its records for
any relationships or transactions with persons on those lists If the Bank finds any

relationships or transactions it must file suspicious activity report and contact the FBI

The Office of Foreign Assets Control OFAC which is division of the U.S Treasury is responsible for

helping to insure that U.S entities do not engage in transactions with enemies of the U.S as defined by

various Executive Orders and Acts of Congress OFAC has sent and will send our banking regulatory agencies

lists of names of persons and organizations suspected of aiding harboring or engaging in terrorist acts If the

Bank finds name on any transaction account or wire transfer that is on an OFAC list it must freeze such

account file suspicious activity report and as appropriate notify the FBI The Bank actively checks high-risk

OFAC areas such as new accounts wire transfers and customer files The Bank performs these checks utilizing

software which is updated each time modification is made to the lists provided by OFAC and other agencies of

Specially Designated Nationals and Blocked Persons

Privacy and Credit Reporting

Financial institutions are required to disclose their policies for collecting and protecting confidential

information Customers generally may prevent financial institutions from sharing nonpublic personal financial

information with nonaffiliated third parties except under narrow circumstances such as the processing of

transactions requested by the consumer or when the financial institution is jointly sponsoring product or service

with nonaffiliated third party Additionally financial institutions generally may not disclose consumer account

numbers to any nonaffiliated third party for use in telemarketing direct mail marketing or other marketing to

consumers It is the Banks policy not to disclose
any personal information unless required by law

Like other lending institutions the Bank utilizes credit bureau data in its underwriting activities Use of such

data is regulated under the Federal Credit Reporting Act on uniform nationwide basis including credit

reporting prescreening sharing of information between affiliates and the use of credit data The Fair and

Accurate Credit Transactions Act of 2003 the FACT Act authorizes states to enact identity theft laws that are

not inconsistent with the conduct required by the provisions of the FACT Act

Check 21

The Check Clearing for the 21st Century Act gives substitute checks such as digital image of check

and copies made from that image the same legal standing as the original paper check Some of the major

provisions include

Allowing check truncation without making it mandatory

Demanding that every financial institution communicate to accountholders in writing description of its

substitute check processing program and their rights under the law

Legalizing substitutions for and replacements of paper checks without
agreement from consumers

Retaining in place the previously mandated electronic collection and return of checks between financial

institutions only when individual agreements are in place

Requiring that when accountholders request verification financial institutions produce the original

check or copy that accurately represents the original and demonstrate that the account debit was

accurate and valid and

Requiring the re-crediting of funds to an individuals account on the next business day after consumer

proves that the financial institution has erred

Impact of Governmental Monetar Policies

Our results of operations are impacted by domestic economic conditions and the monetary and fiscal

policies of the U.S government and its agencies The Federal Reserves monetary policies have had and are



likely to continue to have an important impact on the operating results of commercial banks through its power to

implement national monetary policy in order among other things to curb inflation or combat recession The

monetary policies of the Federal Reserve have major effects upon the levels of bank loans investments and

deposits through its open market operations in U.S government securities and through its regulation of the

discount rate on borrowings of member banks and the reserve requirements against member bank deposits It is

not possible to predict the nature or impact of future changes in monetary and fiscal policies

Office of Foreign Assets Control Regulation

The U.S has imposed economic sanctions that impact transactions with designated foreign countries

nationals and others Such sanctions are typically known as the OFAC rules based on their administration by the

U.S Department of the Treasury Office of Foreign Assets Control The OFAC administered sanctions take many
different forms Generally however they contain one or more of the following elements

Restrictions on trade with or investment in sanctioned country including prohibitions against direct

or indirect imports from and exports to sanctioned country and prohibitions on U.S
persons engaging

in financial transactions relating to making investments in or providing investment-related advice or

assistance to sanctioned country and/or

blocking of assets in which the government or specially designated nationals of the sanctioned

country have an interest by prohibiting transfers of property subject to U.S jurisdiction including

property in the possession or control of U.S persons Blocked assets e.g property and bank deposits

cannot be paid out withdrawn set off or transferred in any manner without license from OFAC

Failure to comply with these sanctions can result in serious legal and reputational consequences

Available Information

Under the Securities Exchange Act of 1934 we are required to file annual quarterly and current reports proxy

statements and other information with the SEC One may access read and copy any document we file with the

SEC at the SECs Public Reference Room at 450 Fifth Street N.W Washington D.C 20549 The public may

obtain information on the operation of the Public Reference Room by calling the SEC at -800-SEC-0330 We file

reports electronically with the SEC The SEC maintains an Internet site that contains reports proxy
and information

statements and other information regarding issuers that file reports electronically This site may be accessed at

www.sec.gov Documents filed by us electronically with the SEC may be accessed through this website

Our Annual Reports on Form 10-K and Quarterly Reports on Form 0-Q as well as select other documents

filed with or furnished to the SEC pursuant to Section 3aor 15d of the Securities Exchange Act of 1934 are

accessible at no cost on our website www.palmettobank.com through the Investor Relations link Other

documents filed with or furnished to the SEC pursuant to Section 13a or 15d of the Securities Exchange Act

of 1934 are accessible at no cost on the SECs website www.sec.gov or through written request directed to 306

East North Street Greenville South Carolina 29601 Attention Chief Financial Officer In addition through the

Corporate Governance link we make available our Code of Ethics as well as various other corporate

governance information We will provide printed copy of any of the aforementioned documents to any

requesting shareholder Such requests should be directed to 306 East North Street Greenville South Carolina

29601 Attention Chief Financial Officer

ITEM 1A RISK FACTORS

The material risks and uncertainties that management believes impact our Company are described below

The risks and uncertainties described below are not the only ones we face Additional risks and uncertainties may

also impair our business operations This report is qualified in its entirety by these risk factors

If any of the following risks actually occurs our business financial condition results of operations or cash

flows could be materially and adversely impacted If this were to happen the value of our common or preferred

stock could decline and investors could lose all or part of their investment
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Economic Risk

General

All facets of our operations are impacted by general business and economic conditions in the Upstate of

South Carolina the U.S and abroad These conditions include short-term and long-term interest rates inflation

money supply political issues legislative and regulatory changes fluctuations in both debt and equity capital

markets broad trends in industry and finance and the strength of the U.S economy and the local economies in

which we operate all of which are beyond our control In 2007 the housing and real estate sectors experienced

an economic slowdown that progressed into recession throughout 2008 and 2009 Unlike larger national or

regional banks that are more geographically diversified we primarily provide our services to customers within

our market area Continued weakness or weakening in business and economic conditions caused by inflation

recession acts of terrorism unemployment changes in securities markets or other factors will result in further

deterioration in our asset quality loan collateral values and or the demand for our products and services

Current Conditions in the Financial Markets and Economic Conditions Generally

Negative developments which began in the latter half of 2007 and continued throughout 2009 in the

financial services industry have resulted in uncertainty in the financial markets in general and related general

economic downturn In addition as consequence of the current recession in the U.S businesses across wide

range of industries face serious difficulties due to the lack of consumer spending and the extreme lack of liquidity

in the global credit markets Unemployment also increased significantly

Further negative market developments may decrease consumer confidence levels even more causing adverse

changes in payment patterns and increases in delinquencies and default rates which have and may continue to

impact our charge-off levels and provision for loan losses This would likely exacerbate the adverse impacts of

these difficult market conditions on us and others in the financial services industry

As result of these financial economic crises many lending institutions including our Bank have

experienced declines in the performance of their loans Moreover competition among depository institutions for

deposits and quality loans has increased significantly In addition the values of real estate collateral supporting

many commercial loans and home mortgages have declined and may continue to decline Broadly speaking bank

and bank holding company stock prices have been negatively impacted as has the ability of banks and bank

holding companies to raise capital or borrow in the debt markets As result there is potential for additional

federal or state laws and regulations regarding lending and funding practices and liquidity standards and bank

regulatory agencies are expected to continue to be very aggressive in responding to concerns and trends

identified in examinations and to among other things issue formal or informal enforcement actions or orders

The impact of new legislation enforcement actions or other regulatory restrictions in response to those

developments may negatively impact our operations by restricting our business operations including our ability

to originate or sell loans and to generate deposits and may adversely impact our financial performance liquidity

and stock price

Due to concern surrounding the stability of the financial markets generally and the strength of

counterparties many lenders and institutional investors have reduced or ceased providing funding to borrowers

including to other financial institutions This tightening of credit has led to an increased level of commercial and

consumer delinquencies lack of consumer confidence increased market volatility and widespread reduction of

business activity generally The resulting economic
pressure on consumers and lack of confidence in the financial

markets has adversely impacted our business financial condition results of operations and cash flows Although

there are signs of economic improvement we do not expect that the difficult conditions in the financial markets

are likely to improve significantly in the near future If current levels of market disruption and volatility continue

or worsen our ability to access capital and maintain sufficient liquidity may be adversely impacted which in

turn would adversely impact our business financial condition results of operations and cash flows
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Overall during the past two years the general business environment has had an adverse impact on our

business and there can be no assurance that the environment will improve in the near term Until conditions

improve our business financial condition results of operations and cash flows will continue to be adversely

impacted

The Current U.S Financial Industry

Enacted legislation and other measures undertaken by the U.S Treasury the Federal Reserve and other

governmental agencies in 2008 and 2009 appear to have helped stabilize the U.S financial system and improve

the housing market However there can be no assurances that these actions will be enough to completely

stabilize the financial system given the difficult economic environment

The EESA authorizes the U.S Treasury to purchase from financial institutions and their holding companies

up to $700 billion in mortgage loans mortgage-backed securities and certain other financial instruments

including debt and equity securities issued by financial institutions and their holding companies under the

TARP The purpose
of TARP is to restore confidence and stability to the U.S banking system and to encourage

financial institutions to increase their lending to customers and to each other The U.S Treasury has allocated

$250 billion towards the TARP CPP Under the CPP the U.S Treasury purchases debt or equity securities from

participating institutions The TARP also will include direct purchases or guarantees of troubled assets of

financial institutions We decided not to participate in the CPP

EESA also increased FDIC deposit insurance on most accounts from $100 thousand to $250 thousand This

increase is in place until December 31 2013 In addition the FDIC has implemented two temporary programs to

provide deposit insurance for the full amount of most noninterest-bearing transaction accounts through June 30

2010 and to guarantee certain unsecured debt of financial institutions and their holding companies through June

2012 The
purpose

of these legislative and regulatory actions is to stabilize the volatility in the U.S banking

system

The EESA the TARP and the FDICs recent regulatory initiatives may not have the desired effect If the

volatility in the market and the economy continues or worsens our business financial condition results of

operations access to funds and the market price of our common stock could be materially and adversely

impacted

Risk of Downturn in the Economy on Small- to Medium-Sized Business Target Markets

We generally provide banking and financial services to small- and medium-sized businesses These

businesses generally have fewer financial resources in terms of capital borrowing capacity than larger entities If

general economic conditions continue to negatively impact these businesses in the markets in which we operate

our business financial condition results of operation and cash flows will be adversely impacted

Interest Rate Risk

Risk to Net Interest Income

One of the key measures of our success is our amount of net interest income Net interest income is the

difference between interest income earned on interest-earning assets and interest expense paid on interest-bearing

liabilities Interest rates are highly sensitive to many factors that are beyond our control including general

economic conditions and policies of various governmental and regulatory agencies particularly the Federal

Reserve

We are subject to interest rate risk because

Assets and liabilities may mature or reprice at different times for example if assets reprice faster than

liabilities and interest rates are generally falling net income will initially decline
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Assets and liabilities may reprice at the same time but by different amounts for example when the

general level of interest rates is falling we may reduce rates paid on transaction and savings deposit

accounts by an amount that is less than the general decline in market interest rates

Short-term and long-term market interest rates may change by different amounts for example the shape

of the yield curve may impact new loan yields and funding costs differently and/or

The remaining maturity of various assets or liabilities may shorten or lengthen as interest rates change

for example if long-term mortgage interest rates decline sharply mortgage-backed securities held in

the investment securities available for sale portfolio may prepay significantly earlier than anticipated

which could reduce portfolio income

Interest rates may also have direct or indirect impact on loan demand credit losses mortgage origination

volume the mortgage-servicing rights portfolio the value of our pension plan assets and liabilities and other

financial instruments directly or indirectly impacting net income

Any substantial unexpected prolonged change in market interest rates could have material adverse impact

on our business financial condition results of operations and cash flows See Item 7A Quantitative and

Qualitative Disclosures About Market Risk contained herein for discussion regarding the impact that changing

interest rates would have on our net interest income over the coming 12 month period

Loan Prepayment Risks Impacting Mortgage Instruments

Loan prepayment rates are impacted by changes in interest rates charged on mortgage loans as well as to

lesser extent by consumer behavior conditions in the housing and financial markets and general economic

conditions Although changes in prepayment rates are difficult to predict prepayment rates tend to increase when

market interest rates decline Since December 31 2007 the Federal Reserve reduced the prime and federal funds

interest rate by 400-425 basis points This decline in interest rates may continue to result in an increase in loan

prepayments in the foreseeable future Significant risks resulting from increased loan prepayments include but

are not limited to the following

Deferred Fees and Costs Impact We recognize deferred loan origination fees and costs by adjusting

interest income over the contractual life of the individual loans As prepayments occur the rate at which net

deferred loan origination fees and costs are recognized accelerates

Premiums Paid on Mortgage-Backed Securities Impact We recognize premiums paid on mortgage-backed

securities as an adjustment to interest income over the life of the investment security based on the rate of

repayment of the investment securities Prepayment on the loans underlying mortgage-backed security shortens

the life of the security thereby increasing the rate at which premiums are expensed

Mortgage-Servicing Rights Portfolio Impact Our mortgage-servicing rights portfolio represents the

estimated present value of fees that we expect to receive on mortgages that we service over an expected term If

prepayments increase above expected levels the value of the servicing asset decreases because the amount of

future fees expected to be received decreases We may be required to recognize this decrease in value by taking

charge against net income We have experienced an increase in prepayments of mortgages at times in the past as

interest rates have decreased dramatically which has impacted the value of our servicing asset We believe

based on historical experience that the amount of prepayments and related charges should decrease if interest

rates increase

Funds Reinvestment Risk

With regard to our loan portfolio we may be unable to reinvest prepayment proceeds at rates comparable to

the prepaid instruments particularly in periods of declining interest rates
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Lending Activities Risk

There are inherent risks associated with our lending activities These risks include among other things the

impact of changes in interest rates on borrowers and changes in the economic conditions in the specific markets

in which we operate as well as changes in economic conditions regionally nationally and internationally

Increases in interest rates and or continued weakening economic conditions could continue to adversely impact

the ability of borrowers to pay their loans or the value of the collateral securing those loans

See Item Managements Discussion and Analysis of Financial Condition and Results of Operations for

discussion regarding our underwriting and monitoring policies and procedures for mitigating risks inherent in our

lending activities

Repayment and Collateral Risk

We have sustained losses primarily because borrowers guarantors or related parties have failed to perform

in accordance with the terms of their loans and we could sustain additional losses for these reasons In an

economic downturn our ability to assess the creditworthiness of our customers may be impaired if the models

and approaches we use to select manage and underwrite our customers become less predictive of future

behaviors and collateral values may decline

At December 31 2009 significant portion of our loan portfolio consisted of commercial and industrial

loans and loans secured by construction land development other land and nonfarm nonresidential real estate

Loans secured by construction land development other land and nonfarm nonresidential real estate are

generally viewed as having more risk of default than loans secured by residential real estate or consumer loans

because repayment of the loans often depends on the successful operation of the property the income stream of

the borrowers the accciracy of the estimate of the propertys value at completion of construction and the

estimated cost of construction Commercial and industrial loans are generally more risky than loans secured by

residential real estate or consumer loans because those loans are typically not secured by real estate collateral An

adverse development with respect to one lending relationship can expose us to significantly greater risk of loss

compared with single-family residential mortgage loan because we typically have more than one loan with such

borrowers Additionally these loans typically involve larger loan balances to single borrowers or groups
of

related borrowers compared with single-family residential mortgage loans Therefore the deterioration of one or

few of these loans could cause significant decline in the related asset quality In addition many economists

believe that deterioration in income producing commercial real estate is likely to worsen as vacancy rates

continue to rise and absorption rates of existing square footage and/or units continue to decline Because of the

general economic slowdown we are currently experiencing these loans represent higher risk and could result in

sharp increase in loans charged-off and could require us to significantly increase our allowance for loan losses

which could have material adverse impact on our business financial condition results of operations and cash

flows

Although they represent relatively small portion of our loan portfolio we are subject to risk with regard to

our installment loans particularly loans that are unsecured or secured by depreciating asset values In such cases

any repossessed collateral for defaulted installment loan may not provide an adequate source of repayment of

the outstanding loan balance In addition installment loan collections depend on the borrowers continuing

financial stability and are more likely to be adversely impacted by job loss divorce illness or personal

bankruptcy Additionally the application of federal and state legislation or regulatory action may reduce the

amount that our borrowers are required to pay or limit our ability to foreclose on properties or other collateral

which makes foreclosure less economically feasible

Real Estate MarketRisk

While we do not have any subprime loans at December 31 2009 significant portion of our loan portfolio

is secured by real estate The real estate collateral in each case provides an alternate source of repayment in the
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event of default by the borrower and may deteriorate in value during the time the credit is extended We have

identified credit concerns with respect to certain loans in our loan portfolio which are primarily related to the

downturn in the real estate market The real estate market has been substantially impacted by the current

economic environment increased levels of inventories of unsold homes and higher foreclosure rates As result

property values for this type of collateral have declined substantially and market appraisal assumptions continue

to trend downward significantly These loans carry higher degree of risk than long-term financing of existing

real estate since repayment is dependent on the ultimate completion of the project or home and usually on the

sale of the property or permanent financing Slow housing conditions have affected some of these borrowers

ability to sell the completed projects in timely manner and we believe that these trends are likely to continue

In some cases this downturn has resulted in significant impairment to the value of our collateral and our ability

to sell the collateral upon foreclosure As result we incurred substantially higher charge-offs in 2009 and

increased our allowance for loan losses during 2009 to address the probable credit risks inherent within our loan

portfolio Further deterioration in the South Carolina real estate market may cause us to adjust our opinion of the

level of credit quality in our loan portfolio Such determination may lead to an additional increase in our

provisions for loan losses which could also adversely impact our business financial condition and results of

operations

Lack of Loan Portfolio Seasoning Risk

We attempt to maintain an appropriate allowance for loan losses to provide for losses inherent in our loan

portfolio We periodically determine the amount of the allowance based on consideration of several factors

including

An ongoing review of the quality mix and size of our overall loan portfolio

Our historical loan loss experience

An evaluation of economic conditions

Regular reviews of loan delinquencies and loan portfolio quality and

The amount and quality of collateral including guarantees securing the loans

However there is no precise method of estimating credit losses since any estimate of loan losses is

necessarily subjective and the accuracy depends on the outcome of future events In addition due to our growth

over the past several years large portion of the loans in our loan portfolio were originated in recent years and

we have an increased number of individually larger loans In general loans do not begin to show signs of credit

deterioration or default until they have been outstanding for some period of time process referred to as

seasoning As result portfolio of more mature loans will usually behave more predictably than newer

portfolio Because large portion of our loans secured by construction land development other land

multifamily and nonfarm nonresidential real estate is relatively new the current level of delinquencies and

defaults may not be representative of the level that will prevail when the portfolio becomes more seasoned

which may be higher than current levels If charge-offs in future periods increase we may be required to increase

our provision for loan losses which would decrease our net income and our capital

Although we believe our allowance for loan losses is reasonable estimate of probable and inherent losses

in our loan portfolio we cannot fully predict such losses or that our loan loss allowance will be adequate in the

future Excessive loan losses could have material impact on our financial performance Consistent with our loan

loss reserve methodology we expect to make additions to our loan loss reserve levels to reflect the changing risk

inherent in our portfolio of existing loans and any additions to our loan portfolio which may impact our short

term earnings

Investment Securities Market Risk

Forty-seven percent based on fair value of our investment securities portfolio is comprised of private label

mortgage-based securities collateralized by residential real estate Dramatic declines in the housing market over
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the past two years have negatively impacted the market for some investment securities and resulted in significant

writedowns of asset values by financial institutions including government-sponsored entities major commercial

and investment banks and regional financial institutions such as our Company As previously discussed we are

particularly exposed to downturns in the U.S housing market As result the market for some of the investment

securities held in our portfolio has become volatile over the past 24 months Further the current difficult market

conditions may also result in credit downgrades of mortgage and bond issues that may reduce the fair value of

our investment portfolio and may result in determination that our investment securities are other-than-

temporarily impaired which could cause us to writedown the carrying value of the portfolio and would reduce our

net income Such reductions to net income would also result in material adverse impact on our capital levels

Liquidity and Funding Risk

The goal of liquidity management is to ensure that we can meet customer loan requests customer deposit

maturities and withdrawals and other cash commitments under both normal operating conditions and under

unpredictable circumstances of industry or market stress To achieve this goal our Asset/Liability Committee

establishes liquidity guidelines that require sufficient asset-based liquidity to cover potential funding

requirements and to avoid over-dependence on volatile less reliable funding markets

Liquidity is essential to our business An inability to raise funds through traditional deposits borrowings

the sale of securities or loans issuance of additional equity securities and other sources could have substantial

negative impact on our liquidity Our access to funding sources in amounts adequate to finance our activities and

with terms acceptable to us could be impaired by factors that impact us specifically or the financial services

industry in general Factors that could detrimentally impact access to liquidity sources include decrease in the

level of our business activity as result of downturn in the markets in which our loans are concentrated or

regulatory action against us Our ability to borrow could also be impaired by factors that are not specific to us

such as the current disruption in the financial markets and negative views and expectations about the prospects

for the financial services industry as result of the continuing turmoil and deterioration in the credit markets

Historically we have relied on traditional and nontraditional deposits advances from the FHLB and Federal

Reserve funding from correspondent banks and other borrowings to fund our operations As result of negative

financial performance indicators some of the Banks various sources of liquidity are now restricted The Banks

credit risk rating at the FHLB has been negatively impacted resulting initially in reduced borrowing capacity

In January 2010 we were notified by the FHLB that it will not allow additional advances until our financial

condition improves In addition there is also risk that the Banks ability to borrow from the Federal Reserve

Discount Window could be curtailed or eliminated

We actively monitor the depository institutions that hold our federal funds sold and due from banks cash

balances We cannot provide assurances that access to our cash and cash equivalents and federal funds sold will

not be impacted by adverse conditions in the financial markets Our emphasis is primarily on safety of principal

and we diversify cash due from banks and federal funds sold among counterparties to minimize exposure

relating to any one of these entities We routinely review the financials of our counterparties as part of our risk

management process Balances in our accounts with financial institutions in the U.S may exceed the FDIC

insurance limits While we monitor and adjust the balances in our accounts as appropriate these balances could

be impacted if the financial institutions fail

Because we are no longer well-capitalized unless determination is received from the FDIC that we are

operating in high-rate area we cannot offer an effective yield on deposits in excess of 75 basis points of the

national rate paid on deposits of comparable size and maturity as published weekly by the FDIC on their website

In addition we cannot accept brokered deposits without prior FDIC approval Although we currently do not

utilize brokered deposits as funding source if we were to seek to begin using such funding source there is no

assurance that the FDIC will grant us the approval when requested These restrictions could have substantial

negative impact on our liquidity
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There can be no assurance that our sources of funds will be adequate for our liquidity needs and we may be

compelled to seek additional sources of financing in the future Specifically we may seek additional debt in the

future to achieve our btisiness objectives There can be no assurance that additional borrowings if sought would

be available to us or if available would be on favorable terms Bank and holding company stock prices have

been negatively impacted by the recent adverse economic conditions as has the ability of banks and holding

companies to raise capital or borrow in the debt markets If additional financing sources are unavailable or not

available on reasonable terms our business financial condition results of operations cash flows and future

prospects could be materially adversely impacted

See Item Managements Discussion and Analysis of Financial Condition and Results of Operations for

further discussion regarding our liquidity and funding activities

Asset Growth Restriction Risk

Minimum capital adequacy requirements restrain asset growth by requiring that asset growth be funded by

commensurate amount of additional capital Some of the alternatives available for increasing minimum capital

ratio levels include increased retained earnings sale of additional stock and reduced asset growth Retained

earnings may be increased through combination of higher income and lower cash dividend payouts An

increase in retained earnings improves capital ratios assuming the increase exceeds asset growth Historically

our primary source of capital has been through retained earnings As part of long-term plan to minimize

shareholder dilution we have not historically sold additional stock However to strengthen our capital position

we are currently pursuing potential capital raising alternatives which could include issuing additional common

or preferred stock to parties other than existing shareholders The sale of additional stock to increase our capital

could result in dilution to our existing shareholders and may not be sufficient to address capital requirements We

may be required to reduce asset growth to manage our regulatory capital position as defined by the applicable

regulatory framework Restraining asset growth could result in material adverse impact on our business

financial condition results of operations and cash flows

See item Business for further discussion regarding the capital adequacy requirements for the Company
and the Bank

Capital Adequacy Risk

Regulatory authorities require us to maintain adequate levels of capital to support our operations As

described herein we have an immediate need to increase our capital ratios which requires us to raise additional

capital and/or reduce the size of our balance sheet In addition even if we succeed in raising this capital we may
need to raise additional capital in the future to support growth

The ability to raise additional capital depends in part on conditions in the capital markets at that time which

are outside our control and on our financial performance Accordingly additional capital may not be raised if

and when needed on terms acceptable to us or at all If we cannot raise additional capital when needed our

ability to increase our capital ratios could be materially impaired In addition based on discussions with the

FDIC following its most recent safety and soundness examination of the Bank in November 2009 the Bank

presently expects to receive written agreement from the FDIC some time in 2010 which could require the Bank

to take certain actions to address concerns raised in the examination including maintaining capital ratios in

excess of the minimum thresholds required for bank to be well-capitalized If the Bank were to receive

written agreement and if the Bank were to fail to comply with the requirements in such written agreement it may
be subject to further regulatory action including being placed into federal conservatorship or receivership If

that were to occur shareholders could suffer complete loss in the value of their ownership interest in the

Company Lastly if we issue additional equity capital in any manner other than pro rata to our existing

shareholders our existing shareholders interest would be diluted At this time we currently expect to issue

common or preferred stock in the near-term however the Board of Directors has not yet determined the type
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timing amount or terms of securities to be issued in capital offering and we currently do not have any

arrangements agreements or commitments to issue any common or preferred stock There is also no assurance

that we would be successful in raising this capital

Dividend Payment Risk

The holders of our common stock are entitled to receive dividends when and if declared by the Board of

Directors out of funds legally available for such dividends The Company is legal entity separate and distinct

from the Bank and has historically relied on dividends from the Bank as viable source of funds to service the

Companys operating expenses which typically include dividends to holders of our common stock however

given the Banks recent losses this source of liquidity is not currently available nor is it expected to be available

for the foreseeable future The Company and the Bank are subject to regulatory policies and requirements

relating to the payment of dividends including requirements to maintain adequate capital above regulatory

minimums Federal regulatory authorities are authorized to determine under certain circumstances that the

payment of dividends by bank holding company or bank would be an unsafe or unsound practice and to

prohibit payment of those dividends Federal regulatory authorities have indicated that banking organizations

should generally pay dividends only out of current income In addition as South Carolina chartered bank the

Bank is subject to limitations on the amount of dividends that it is permitted to pay

See Item Managements Discussion and Analysis of Financial Condition and Results of Operations for

further discussion regarding our dividends

Deposit Insurance Assessment Risk

As discussed in Item Business the Banks deposits are insured up to applicable limits by the DIF of the

FDIC and are subject to deposit iisurance assessments to maintain the deposit insurance As an FDIC-insured

institution we are required to pay quarterly deposit insurance premium assessments to the FDIC

Due to the recent failures of several unaffiliated FDIC-insured depository institutions and the FDICs new

TLGP the deposit insurance premium assessments paid by all banks have increased In addition to the increases

to deposit insurance assessments approved by the FDIC the Banks risk category also changed as of June 30

2009 as result of the risk-based capital ratios which also increased the Banks premium assessments The FDIC

assessed 5-basis point special assessment which was paid in September 2009 Also in September 2009 the

FDIC adopted Notice of Proposed Rulemaking to require insured financial institutions to prepay
their estimated

quarterly risk-based assessments for the fourth quarter of 2009 and for 2010 2011 and 2012 We applied for and

received an exemption to the prepayment assessment The FDIC Board of Directors also voted to adopt

uniform three-basis point increase in assessment rates effective on January 2011

The FDIC has also indicated that it intends to propose changes to the deposit insurance premium assessment

system that will shift greater share of any increase in such assessments onto institutions with higher risk

profiles As result we anticipate our future insurance costs to be substantially higher than in previous periods

Although we cannot predict what the insurance assessment rates will be in the future further deterioration in

either risk-based capital ratios or adjustments to the base assessment rates could have material adverse impact

on our business financial condition results of operations and cash flows

The FDIC may terminate deposit insurance of any insured depository institution if it determines that the

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 It also

may suspend deposit insurance temporarily if the institution has no tangible capital If insurance of accounts is

terminated the accounts at the institution at the time of the termination less subsequent withdrawals shall

continue to be insured for period of six months to two years as determined by the FDIC
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Monetary Policy Risk

Changes made by the Federal Reserve in monetary policy including changes in interest rates could

influence not only our interest income earned on loans and securities and the interest expense paid on deposits

and borrowed funds but could also impact our ability to originate loans and obtain deposits the fair value of our

financial assets and liabilities and the
average

duration of our mortgage-servicing rights and mortgage-backed

securities portfolios Federal Reserve policies also can adversely impact borrowers potentially increasing the risk

that they may fail to repay their loans Changes in Federal Reserve policies which are beyond our control and are

difficult to predict or anticipate could result in material adverse impact on our business financial condition

results of operations and cash flows

Strategic Project Plan Execution Risk

Our future performance will depend on our ability to implement successfully the Strategic Project Plan

approved by the Board of Directors in June 2009 to address our credit quality liquidity earnings and

capital Among other tasks this implementation will involve variety of complex tasks including improving our

credit quality e.g through reducing our level of nonperforming assets by continuing to aggressively work

problem credits exploring bulk sale of loans or real estate acquired in settlement of loans and possibly

requiring additional writedowns to facilitate disposition monitoring and accessing required liquidity raising

capital and improving earnings Any failure or delay in executing these initiatives whether due to regulatory

delays or for other reasons which may be beyond our control is likely to impede and could ultimately preclude

our successful implementation of our Strategic Project Plan and could materially adversely impact our business

financial condition and results of operations

Risk of Failure to Comply with Government Regulation and Supervision

Our operations are subject to extensive regulation by federal state and local governmental authorities

Given the current disruption in the financial markets we expect that the government will continue to pass new

regulations and laws that will impact us Compliance with such regulations may increase our costs and limit our

ability to pursue business opportunities Failure to comply with laws regulations and policies could result in

sanctions by regulatory agencies civil money penalties and damage to our reputation While we have policies

and procedures in place that are designed to prevent violations of these laws regulations and policies there can

be no assurance that such violations will not occur

See Item Business for further discussion regarding the Companys and the Banks supervision and

regulation

Loss of Key Personnel Risk

We depend on limited number of key management personnel The loss of key personnel could have

material adverse impact on our operations because other officers may not have the experience and expertise to

readily replace these individuals As result the Board of Directors may have to search outside of our Company
for qualified permanent replacements This search may be prolonged and we cannot provide assurance that we

would be able to locate and hire qualified replacements

Limited Public Trading Market Stock Risk

Our common stock is not traded or authorized for quotation on any exchanges including NASDAQ On

June 26 2009 we launched Private Trading System on our website www.palmettobank.com The Private

Trading System is passive mechanism created to assist buyers and sellers in facilitating trades in our common

stock Thus the liquidity of our common stock depends upon the presence in the marketplace of willing buyers

and sellers We cannot provide assurance that shareholders will be able to sell their shares on the Private Trading

System at the volumes prices or times that they desire
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We ase not currently seeking listing of our common stock on securities exchange such as NASDAQ In the

future we may seek such listing to improve liquidity in our stock for our shareholders

Deferred Income Tax Asset Valuation Risk

Deferred income tax represents the tax impact of the differences between the book and tax basis of assets

and liabilities Deferred tax assets are assessed periodically by us to determine if they are realizable Factors in

our determination include the ability to carry back or carry forward net operating losses and the performance of

the business including the ability to generate taxable income from variety of sources and tax planning

strategies If based on available information it is more likely than not that the deferred income tax asset will not

be realized then valuation allowance against the deferred tax asset must be established with corresponding

charge to net income Realization of deferred tax asset requires us to apply significant judgment and is

inherently subjective because it requires the future occurrence of circumstances that cannot be predicted with

certainty We may not achieve sufficient future taxable income as the basis for the ultimate realization of our net

deferred tax asset and therefore we may have to establish full or partial valuation allowance at some point in

the future If we determine that valuation allowance is
necessary

it would require us to incur charge to our

results of operations that would adversely impact our earnings and capital position

Goodwill Valuation Risk

Goodwill arose from our acquisition of various branches from 1988 through 1999 Goodwill represents the

excess of the cost of businesses acquired over the fair value of the net assets acquired Goodwill is assigned to

reporting units and is then tested for impairment at least annually or on an interim basis if an event occurs or

circumstances arise that would more likely than not reduce the fair value of the reporting unit below its carrying

value Once an impairment loss is recognized future increases in fair value do not result in the reversal of

previously recognized losses To the extent reporting units carrying amount exceeds its fair value an

indication exists that the reporting units goodwill may be impaired and second step of impairment tests will be

performed The fair value of our reporting unit is generally calculated based on our stock price further

reduction in our stock price may require second step of impairment tests to be performed If we determine in

the future that our goodwill is impaired we would be required to record an impairment charge to our results of

operations that would adversely impact our earnings and capital position

See Item Financial Statements and Supplementary Data Notes and for further discussion regarding

our goodwill and the related impairment testing

ITEM lB UNRESOLVED STAFF COMMENTS

None

ITEM PROPERTIES

General

At December 31 2009 and 2008 the total net book value of the premises and equipment owned excluding

those held for sale was $29.6 million and $26.3 million respectively None of our owned properties are subject

to mortgages or liens

At December 31 2008 two parcels of land with book value approximating $1.7 million were classified as

held for sale These parcels were sold during the three month period ended March 31 2009 in conjunction with

the relocation of our corporate headquarters to downtown Greenville

Management evaluates on an ongoing basis the suitability and adequacy of all of our properties and has

active programs of relocating remodeling consolidating or closing properties as necessary to maintain efficient
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and attractive facilities Management believes that all of our properties are suitable and adequate for their

intended purposes Additionally all of our properties are protected by alarm and security systems that meet or

exceed regulatory standards

See Item Managements Discussion and Analysis of Financial Condition and Results of Operations

Item Financial Statements and Supplementary Data Note and Item Financial Statements and

Supplementary Data Note for further discussion regarding our premises and equipment

Corporate Headquarters and Operations Center

We relocated our corporate headquarters to 306 East North Street Greenville South Carolina during March

2009 The new location is leased Our operations center remains at our owned Laurens location

Banking Offices

At December 31 2009 the Bank operated 29 full-service banking offices in the following counties Laurens

County Greenville County Spartanburg County Greenwood County Anderson County

Cherokee County Pickens County Oconee County and York County Of our 29 full-service

banking offices at December 31 2009 seven were leased and 22 were owned

During 2008 we purchased property at the intersection of West Wade Hampton Boulevard and Middleton

Way in Greenville County on which to construct and relocate the existing Greer banking office The opening

occurred in April 2009 The previous Greer banking office lease expired June 30 2009

In addition to our 29 full-service banking offices at December 31 2009 the Bank operated six limited

service banking offices located in retirement centers in the Upstate

Additionally we have ground leases with regard to three of our banking office locations

Other Properties

In addition to the banking offices at December 31 2009 as discussed above during 2008 we

Consolidated our existing banking office network reducing the number of banking offices by four

Three of these consolidated banking offices continue to be leased and one is owned Two of the three

leases are scheduled to expire in 2010 Management is currently considering our options with regard to

the remaining locations

Completed construction and celebrated the grand opening of our relocated Pendleton office in Anderson

County We own our previous Pendleton banking office We are currently considering our options with

regard to the former location in Anderson County and

Purchased parcel of land located in Spartanburg County for possible future banking office expansion

During construction of the corporate headquarters until March 2009 we continued to pay operating lease

payments on month-to-month basis with the Lessor with regard to our previous downtown Greenville banking

office Upon occupancy these lease payments were replaced with those required by the build-to-suit operating

lease agreement dated May 2007 Additionally during construction of the new downtown Greenville banking

office the Bank leased additional office space and parking on month-to-month basis We have continued to

lease parking spaces on month-to-month basis since the completion of the headquarters

We sublease to third party our previous Blackstock Road banking office that we lease from third party

The lease and sublease are scheduled to expire in 2010

30



Automatic Teller Machines

At December 31 2009 we operated 38 automatic teller machines including 10 in nonbanking office

locations

The Bank has ground leases with regard to nine of our automatic teller machines all of which are located at

nonbanking office locations

Palmetto Capita4 Inc Independent Offices

During the yeas ended December 31 2009 Palmetto Capital utilized one office independent of banking

offices which is leased The previously utilized independent Laurens location is no longer occupied by Palmetto

Capital We are currently evaluating internal options for this owned location

ITEM LEGAL PROCEEDINGS

We are subject to actual and threatened legal proceedings and other claims against us arising out of the

conduct of our business Some of these suits and proceedings seek damages fines or penalties These suits and

proceedings are being defended by or contested on behalf of us On the basis of information presently available

we do not believe that existing proceedings and claims will have material effect on our financial position or

results of operations

ITEM SUBMISSION OF MATTERS TO VOTE OF SECURITY HOLDERS

No matters were submitted to vote of security holders during the fourth quarter of the fiscal
year

ended

December 31 2009
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PART II

ITEM MARKET FOR REGISTRANTS COMMON EQUITY REM TED SHAREHOLDER MATTERS

AND ISSUER PURCHASES OF EQUITY SECURITIES

Common Stock Market Prices and Dividends

Our common stock is not listed on an exchange or quoted on any over-the-counter service Thus there is

currently no public trading market of our common stock and private trading of our common stock has been

limited In addition buyers and sellers may privately negotiate transactions in our common stock Because there

is not an established market for our common stock management may not be aware of all prices at which our

common stock has been traded Additionally management has not determined whether the trades of which we

are aware were the result of arm s-length negotiations between the parties We determine the value of our

common stock based on the last five trades of the stock facilitated by the Company

On June 26 2009 we launched Private Trading System on our website www.palmettobank.com The

Private Trading System is passive mechanism created to assist buyers and sellers in facilitating trades in our

common stock On June 30 2009 the Company mailed letter and related materials to shareholders regarding

the Private Trading System and elected to furnish this information as an exhibit to Current Report on Form 8-K

filed with the SEC on July 2009 which can be accessed through the SECs website www.sec.gov

As of December 31 2009 there were 6495130 shares of our common stock outstanding held by

approximately 1715 shareholders of record Based on information available to us our common stock and

dividend information is summarized as follows for the periods indicated

High Low Cash dividend

2009

First quarter $42.00 27.12 0.06

Second quarter 40.00 33.75

Third quarter 33.75 15.00

Fourth quarter 15.00 10.00

2008

First quarter $41.00 41.00 0.20

Second quarter 42.00 41.00 0.20

Third quarter 42.00 42.00 0.20

Fourth quarter 42.00 42.00 0.20

For the years ended December 31 2009 and 2008 we paid quarterly cash dividends totaling $389 thousand

or $0.06 per common share and $5.2 million or $0.80 per common share respectively The Company and the

Bank are subject to regulatory policies and requirements relating to the payment of dividends including

requirements to maintain adequate capital above regulatory minimums In an effort to retain capital during this

period of economic uncertainty the Board of Directors reduced the quarterly dividend for the first quarter of

2009 and suspended the quarterly common stock dividend for the second third and fourth quarters of 2009 The

Board of Directors believes that suspension of the dividend was prudent to protect our capital base In addition

since our total risk-based capital ratio was 8.25% at December 31 2009 which was below the well-capitalized

regulatory minimum threshold of 10% payment of dividend on our common stock requires prior notification

and non-objection from the FDIC Our Board of Directors will continue to evaluate dividend payment

opportunities on quarterly basis There can be no assurance as to when and if future dividends will be

reinstated and at what level because they are dependent on our financial condition results of operations and or

cash flows as well as capital and dividend regulations from the FDIC and others

See Item Business for further discussion regarding supervision and regulations regarding dividends
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Equity Based Compensation Plan Information

The following table summarizes information regarding equity based compensation awards outstanding and

available for future grants at December 31 2009

Number of securities

Number of remaining available for

securities to be Weighted average future issuances

issued upon exercise exercise price of under equity compensation
of outstanding options outstanding options plans excluding securities

warrants and rights warrants and rights reflected in column

Equity based compensation plans approved

by shareholders

1997 Stock Compensation Plan 147210 $21.80

2008 Restricted Stock Plan 204960
Equity based compensation plans not

approved by shareholders

Total equity compensation plans 147210 $21.80 204960

See Item Financial Statements and Supplementary Data Note and Note 14 for discussion regarding

matters related to our equity based compensation
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Total Shareholder Return

The following graph sets forth the performance of our common stock for the five year period ended

December 31 2009 as compared to the SP 500 Index and the SNL 1B$5B Bank Index The graph assumes

$100 originally invested on December 31 2004 and that all subsequent dividends were reinvested in additional

shares The performance graph represents past performance and should not be considered to be an indication of

future performance

Total Return Performance
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The following table summarizes the cumulative total return for the Company the SP 500 Index and the

SNL $1 B$5B Bank Index at the dates indicated

12/31/04 12/31/05 12/31/06 12/31/07 12/31/08 12/31/09

PalmettoBancsharesInc $100.00 $111.53 $123.53 $135.87 $141.87 33.83

SP 500 100.00 104.91 121.48 128.16 80.74 102.11

SNLBank$1B$5B 100.00 98.29 113.74 82.85 68.72 49.26
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ITEM SELECTED FINANCIAL DATA

The following consolidated selected financial data should be read in conjunction with Item Managements
Discussion and Analysis of Financial Condition and Results of Operations and Item Financial Statements and

Supplementary Data dollars in thousands except per share data

At and for the years ended December 31

2009 2008 2007 2006 2005

STATEMENTS OF INCOME LOSS
Interest income

66210 78245 83551 76126 62545
Interest expense 21439 26606 32758 27297 17279

Net interest income 44771 51639 50793 48829 45266
Provision for loan losses 73400 5619 988 1625 2400

Net interest income loss after provision for loan losses 28629 46020 49805 47204 42866
Noninterest income 18702 18898 17379 17882 17003
Noninterest expense 52286 43855 42770 41883 39147

Net income loss before provision benefit for income
taxes 62213 21063 24414 23203 20722

Provision benefit for income taxes 22128 7464 8399 7962 6942

Net income loss 40085 13599 16015 15241 13780

COMMON AND PER SHARE DATA
Net income loss per common share

Basic 6.21 2.11 2.51 2.40 2.18
Diluted 6.21 2.09 2.47 2.37 2.15

Cash dividends per common share 0.06 0.80 0.77 0.73 0.66

Bookvaluepercommonshare 11.55 17.96 17.17 15.76 14.05

Outstanding common shares 6495130 6446090 6421765 6367450 6331.335
Weighted average common shares outstandingbasic 6449754 6438071 6390858 6353752 6317110
Weighted average common shares outstandingdiluted 6449754 6519849 6477663 6421742 6417358
Dividend payout ratio nla% 37.89% 30.76% 30.45% 30.27%
PERIOD-END BALANCES
Assets $1435950 $1372275 $1248177 $1153136 $1075015
Investment securities available for sale at fair value 119986 125596 95715 116567 125988
Total loans 1044196 1165895 1049775 947583 869323
Deposits including traditional and nontraditional 1249520 1115808 1097209 1029602 938723
Other short-term borrowings 79785 30000 6000 17900
Long-term borrowings 101000 52000 10000 23000
Shareholders equity 75015 115776 110256 100376 88941AVERAGE BALANCES
Assets $1430271 $1322541 $1182850 $1114553 $1043897
Interest-earning assets 1352956 1249992 1113461 1045556 980531
Investment securities available for sale at fair value 119238 123551 104757 120395 132709
Total loans

1130809 1111436 987707 896503 831125
Deposits including traditional and nontraditional 1.232526 1107275 1050315 994665 896294
Other short-term borrowings 15447 48543 13036 2987 30843
Long-term borrowings 68054 41415 4521 15841 26145
Shareholders equity 106906 116222 106615 95077 85790
SELECT PERFORMANCE RATIOS
Return on average assets 2.80% 1.03% 1.35% 1.37% 1.32%
Return on average shareholders equity 37.50 11.70 15.02 16.03 16.06
Net interest margin 3.31 4.13 4.56 4.67 4.62
CAPITAL RATIOS

Average shareholders equity as percentage of average
assets 747% 8.79% 9.01% 8.53% 8.22%

Shareholders equity as percentage of assets at period end 5.22 8.44 8.83 8.70 8.27
Tier risk-based

capital 6.99 9.55 9.61 9.37 9.36
Total risk-based capital 8.25 10.44 10.27 10.19 10.28
Tier leverage ratio 5.55 8.70 8.97 8.59 8.08
ASSET QUALITY INFORMATION
Allowance for loan losses 24079 11000 7418 8527 8431
Nonaccrual loans 96936 42968 4810 6999 9913
Nonperforming assets 124950 50251 12956 7918 12034
Net loans charged-off 60321 2037 2097 1529 1588
Allowance for loan losses as percentage of gross loans 2.31% 0.95% 0.71% 0.90% 0.97%
Nonaccrual loans as percentage of gross loans and foreclosed

assets 9.07 3.69 0.46 0.74 1.14
Nonperfonning assets as percentage of assets 8.70 3.66 1.04 0.69 1.12
Net loans charged-off as percentage of average gross loans 5.36 0.18 0.21 0.17 0.19
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ITEM MANAGEMENTS DISCUSSION AND ANALYSIS OF FINANCiAL CONDiTION AND

RESULTS OF OPERATiONS

The following discussion and analysis presents
the more significant factors impacting our financial

condition as of December 31 2009 and 2008 and results of operations and cash flows for the years ended

December 31 2009 2008 and 2007 This discussion should be read in conjunction with and is intended to

supplement all of the other Items presented in this Annual Report on Form 10-K Percentage calculations

contained herein have been calculated based on actual not rounded results

Financial Accounting Standards Board FASB Codification Discussion

We follow accounting standards set by the FASB The FASB sets Generally Accepted Accounting

Principles GAAP that we follow to ensure we consistently report our financial condition results of

operations and cash flows Over the years the FASB and other designated GAAP-setting bodies have issued

standards in the form of FASB Statements Interpretations FASB Staff Positions Emerging Issues Task Force

consensuses American Institute of Certified Public Accountants AICPA Statements of Position etc The

FASB recognized the complexity of its standard-setting process and embarked on revised process in 2004 that

culminated in the release on July 2009 of the Codification or Accounting Standards Codification which

codifies all previously issued pronouncements The Codification does not change how we account for

transactions or the nature of related disclosures made The above change was made effective by the FASB for

periods ending on or after September 15 2009 We have updated references to GAAP in this Annual Report on

Form 10-K to reflect the references in the Codification

Critical Accounting Policies and Estimates

General

The Companys accounting and financial reporting policies are in conformity in all material respects to

accounting principles generally accepted in the U.S and to general practices within the financial services

industry The preparation of financial statements in conformity with such principles requires management to

make estimates and assumptions that impact the reported amounts of assets and liabilities the disclosure of

contingent assets and liabilities during the reporting period and the reported amounts of income and expense

during the reporting period While we base estimates on historical experience current information and other

factors deemed to be relevant actual results could differ from those estimates Management in conjunction with

the Companys independent registered public accounting firm has discussed the development and selection of

the critical accounting estimates discussed herein with the Audit Committee of our Board of Directors

We consider accounting policies and estimates to be critical to our financial condition results of operations

or cash flows if the accounting policy or estimate requires management to make assumptions about matters that

are highly uncertain and for which different estimates that management reasonably could have used for the

accounting estimate in the current period or changes in the accounting estimate that are reasonably likely to

occur from period to period could have material impact on our financial condition results of operations or

cash flows

Our significant accounting policies are discussed in Item Financial Statements and Supplementary Data

Note Of those significant accounting policies we have determined that accounting for our allowance for loan

losses and the related reserve for unfunded commitments mortgage-servicing rights portfolio goodwill real

estate acquired in settlement of loans the realization of our deferred tax asset defined benefit pension plan the

valuation of our common stock and the determination of fair value of financial instruments are deemed critical

because of the valuation techniques used and the sensitivity of the amounts recorded in our Consolidated

Financial Statements to the methods assumptions and estimates underlying these balances Accounting for these

critical areas requires subjective and complex judgments and could be subject to revision as new information

becomes available
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Allowance for Loan Losses

We consider our accounting policies related to the allowance for loan losses to be critical as these policies

involve considerable subjective judgment and estimation by management The allowance for loan losses is

reserve established through provision for loan losses charged to expense The allowance for loan losses

represents managements best estimate of probable losses that have been incurred within the existing portfolio of
loans The allowance for loan losses is

necessary to reserve for estimated probable loan losses inherent in the
loan portfolio Our allowance for loan losses methodology is based on historical loss experience by type of loans

specific homogeneous risk pools and specific loss allocations Our
process for determining the appropriate level

of the allowance for loan losses is designed to account for asset deterioration as it occurs The provision for loan

losses reflects loan quality trends including the levels of and trends related to nonaccrual loans potential

problem loans criticized loans and net loans charged-off or recovered among other factors

The level of the allowance for loan losses reflects managements continuing evaluation of specific lending
risks loan loss experience current loan portfolio quality present economic political and regulatory conditions
and unidentified losses inherent in the current loan portfolio Portions of the allowance for loan losses may be
allocated for specific loans However the entire allowance for loan losses is available for any loan that in

managements judgment should be charged-off While management utilizes its best judgment and information

available the ultimate adequacy of the allowance for loan losses is dependent upon variety of factors beyond
our control including the performance of our loan portfolio the economy changes in interest rates and the view
of the regulatory authorities toward loan classifications and collateral valuation

We record allowances for loan losses on specific loans when based on current information and events it is

probable that we will be unable to collect all amounts due according to the contractual terms of the loan Specific
allowances for loans considered individually significant and that exhibit probable or observed weaknesses are
determined by analyzing the borrowers ability to repay amounts owed guarantor support collateral deficiencies
the relative risk grade of the loan and economic conditions impacting the borrowers industry among other

things If after review specific allowance is not assigned to the loan and the loan is not considered to be

impaired then the loan is included with pool of similar loans that is subject to general reserves

The starting point for the general component of the allowance is the historical loss experience of specific

types of loans We calculate historical loss ratios for pools of similar loans with similar characteristics based on
the proportion of actual loan net charge-offs to the total population of loans in the pool Management is currently
using five-year lookback period when computing historical loss rates to determine the component of the
allowance for loan losses Given the increase in charge-offs during 2009 we also utilized three-year lookback

period at December 31 2009 as another reference point in determining the allowance for loan losses Our poois
of similar loans include groups of commercial and industrial loans commercial and residential real estate loans

general consumer loans and bankcard loans

We calculate our general allowance by applying our historical loss factors to each pool and adjusting the

percentages for other qualitative risk factors both internal and external to the Company In general the allowance
is determined by evaluating among other things the experience ability and effectiveness of the Banks lending
management and staff the effectiveness of the Companys loan policies procedures and internal

controls changes in asset quality such as past dues nonaccruals classified loans and restructured loans changes
in loan portfolio volume the composition and concentrations of the loan portfolio the impact of competition on
loan structuring and pricing the effectiveness of the internal loan review function and Board oversight the

impact of environmental risks such as national and local economic and business conditions legal and regulatory
requirements peer comparisons and the impact of rising interest rates on portfolio risk

Loans identified as losses by management internal loan review and or bank examiners are charged-off
For impaired loans we review each on loan-by-loan basis to determine whether the impairment should be
recorded as charge-off or reserve based on our assessment of the status of the borrower and the underlying
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collateral In general for collateral dependent loans the impairment is recorded as charge-off unless the fair

value was based on an internal valuation pending receipt of third party appraisal or other extenuating

circumstances Consumer loan accounts are charged-off generally based on pre-defined past due time periods

In addition to our portfolio review process
as discussed elsewhere in this item various regulatory agencies

as part of their examination process periodically review our allowance for loan losses Such agencies may

require us to recognize additions to the allowance for loan losses based on their judgments and information

available to them at the time of their examination While we use available information to recognize inherent

losses on loans future adjustments to the allowance for loan losses may be necessary
based on changes in

economic conditions and other factors and the impact of such changes on the Banks borrowers

Management considers our allowance for loan losses at December 31 2009 appropriate and adequate to

cover probable losses inherent in the loan portfolio However underlying assumptions may be impacted in future

periods by changes in economic conditions the impact of regulatory examinations and the discovery of

information with respect to borrowers which was not known to management at the time of the issuance of these

Consolidated F1nancial Statements Therefore managements assumptions may or may not prove
valid There

can be no assurance that loan losses in future periods
will not exceed the current allowance for loan losses

amount or that future increases in the allowance for loan losses will not be required Additionally no assurance

can be given that managements ongoing evaluation of the loan portfolio
in light of changing economic

conditions and other relevant factors will not require significant future additions to the allowance for loan losses

thus adversely impacting our business financial condition results of operations
and cash flows

See Item 1A Risk Factors contained herein for discussion regarding the material risks and uncertainties that

management believes impact our allowance for loan losses

Mortgage-Servicing Rights Portfolio

The value of our mortgage-servicing rights portfolio represents another accounting estimate that depends

heavily on current economic conditions specifically the interest rate environment and managements judgments

We utilize the expertise of third party consultant on quarterly basis to assess the portfolios
value including

but not limited to capitalization impairment and amortization rates The consultant estimates the amount and

timing of prepayment rates loan loss experience costs to service loans and discount rates to estimate the fair

value of our mortgage-servicing rights portfolio
Amortization of the mortgage-servicing rights portfolio

is based

on the ratio of net servicing income received in the current period to total net servicing income projected to be

realized from the mortgage-servicing rights portfolio Projected net servicing income is determined based on the

estimated future balance of the underlying mortgage loan portfolio that declines over time from prepayments and

scheduled loan amortization Future prepayment rates are estimated based on current interest rate levels other

economic conditions market forecasts and relevant characteristics of the mortgage-servicing rights portfolio

such as loan types interest rate stratification and recent prepayment experience Management believes that the

modeling techniques and assumptions used by the consultant are reasonable however such assumptions may or

may not prove valid Thus there can be no assurance that mortgage-servicing rights portfolio capitalization

amortization and impairment in future periods will not exceed the current capitalization amortization and

impairment amounts Moreover no assurance can be given that changing economic conditions and other relevant

factors impacting our mortgage-servicing rights portfolio will not cause actual occurrences to differ from

underlying assumptions thus adversely impacting our business financial condition results of operations and

cash flows

Goodwill

Goodwill arose from our acquisition of various branches from 1988 through 1999 and represents the excess

of the cost of businesses acquired over the fair value of the net assets acquired Goodwill is assigned to reporting

units and is then tested for impairment at least annually or on an interim basis if an event occurs or circumstances
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arise that would more likely than not reduce the fair value of the reporting unit below its carrying value Once an

impairment loss is recognized future increases in fair value do not result in the reversal of previously recognized

losses To the extent reporting units carrying amount exceeds its fair value an indication exists that the

reporting units goodwill may be impaired and second step of impairment tests must be performed The fair

value of our reporting unit is generally calculated based on our stock price further reduction in our stock price

may require second step of impairment tests to be performed Our goodwill was not impaired based on the most

current analysis as of December 31 2009 If we determine in the future that our goodwill is impaired we would

be required to record an impairment charge to our results of operations that would adversely impact our earnings

and capital position See Item Financial Statements and Supplementary Data Notes and for further

discussion regarding our goodwill and the related impairment testing

Real Estate Acquired in Settlement of Loans

The value of our real estate acquired in settlement of loans portfolio represents another accounting estimate

that depends heavily on current economic conditions Real estate acquired in settlement of loans is recorded

when acquired at the lower of cost or fair value less estimated selling costs establishing new cost basis Fair

value of such real estate is reviewed regularly and writedowns are recorded when it is determined that the

carrying value of the real estate exceeds the fair value less estimated costs to sell Writedowns resulting from the

periodic reevaluation of such properties costs related to holding such properties and gains and losses on the sale

of foreclosed properties are charged against income Costs relating to the development and improvement of such

properties are capitalized

The fair value of real estate acquired in settlement of loans properties is generally determined from

appraisals obtained from independent appraisers Management reviews the appraisal assumptions for

reasonableness and may make adjustments when necessary to reflect current market conditions Such

assumptions may or may not prove valid Moreover no assurance can be given that changing economic

conditions and other relevant factors impacting our real estate acquired in settlement of loans portfolio will not

cause actual occurrences to differ from underlying assumptions thus adversely impacting our business financial

condition results of operations and cash flows

Realization of Net Deferred Tax Asset

Management uses certain assumptions and estimates in determining income taxes payable or refundable

deferred income tax liabilities and assets for events recognized differently in our financial statements and income

tax returns and income tax expense Determining these amounts requires analysis of certain transactions and

interpretation of tax laws and regulations Management exercises considerable judgment in evaluating the

amount and timing of recognition of the resulting income tax liabilities and assets These judgments and

estimates are reevaluated on periodic basis as regulatory and business factors change

We include the current and deferred tax impact of our tax positions in the financial statements only when it

is more likely than not likelihood of greater than 50% that such positions will be sustained by taxing

authorities with full knowledge of relevant information based on the technical merits of the tax position While

we support our tax positions by unambiguous tax law prior experience with the taxing authority and analysis

that considers all relevant facts circumstances and regulations management must still rely on assumptions and

estimates to determine the overall likelihood of success and proper quantification of given tax position

We recognize deferred tax assets and liabilities based on differences between the financial statement

carrying amounts and the tax bases of assets and liabilities Management regularly reviews our deferred tax

assets for recoverability based on history of earnings expectations for future earnings and expected timing of

reversals of temporary differences Realization of deferred tax asset in accordance with GAAP ultimately

depends on the existence of sufficient taxable income available under tax law including future reversals of

existing temporary differences future taxable income exclusive of reversing differences taxable income in prior

carryback years projections of taxable income in future years and tax planning strategies
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Although realization is not assured management believes the recorded deferred tax assets are fully

recoverable based on the periods through which losses may be carried back under the Internal Revenue Service

rules While not necessary part of the evaluation at December 31 2009 future evaluations may also rely on

projections of future taxable income At December 31 2009 the net deferred tax asset totaled $5.8 million

which is fully supported by the carryback of our 2009 net operating loss to the prior years through which losses

may be carried back under the Internal Revenue Service rules

Additionally for regulatory capital purposes deferred tax assets are limited to the assets which can be

realized through carryback to prior years or ii taxable income in the next twelve months At December 31

2009 none of our net deferred tax asset was excluded from Tier and total capital based on the ability to carry

back our 2009 net operating loss to the prior five years Depending on our results of operations in future periods

it is possible that some or all of our net deferred tax asset may be disallowed for regulatory capital purposes
in

those future periods

Defined Benefit Pension Plan

We account for our defined benefit pension plans on an actuarial basis Pension assumptions are significant

inputs to the actuarial models that measure pension benefit obligations and related impacts on income In

particular the assumed discount rate and expected return on assets are important elements of defined benefit

pension plan expense and asset liability measurement with regard to the plan We evaluate these critical

assumptions annually Lower discount rates increase present values and subsequent year pension expense while

higher discount rates decrease present values and subsequent year pension expense To determine the expected

long-term rate of return on defined benefit pension plan assets we consider asset allocations and historical

returns on various categories of plan assets Both of these key assumptions are sensitive to changes In addition

the pension plan includes common stock of the Company which is not traded on an exchange and the value of

which is subject to change based on our financial results At December 31 2009 Company common stock

included in the plan was 1.5% of total assets of the plan Additionally management periodically evaluates other

assumptions involving demographic factors such as retirement age mortality and turnover and updates such

factors to reflect experience and expectations for the future

Effective 2008 we ceased accruing pension benefits for employees under our noncontributory defined

benefit pension plan Although no previously accrued benefits were lost employees no longer accrue benefits for

service subsequent to 2007 Amounts recognized within our Consolidated Financial Statements with regard to

this change to our defined benefit pension plan were also computed on an actuarial basis Because of the

considerable judgment necessary in the determination of all such assumptions actual results in
any given year

may differ from actuarial assumptions

Valuation of Common Stock

On periodic basis we utilize the market price of our common stock within various valuations and

calculations relating to our defined benefit pension plan assets our trust department assets under management

our employee retirement accounts our impairment analysis of goodwill our granting of awards under our 2008

Restricted Stock Plan our calculation of earnings per share on diluted basis and our valuation of such stock

serving as loan collateral

Our common stock is not listed on an exchange or any over-the-counter service Thus there is currently no

public trading market of our common stock and private trading of our common stock has been limited In

addition buyers and sellers may privately negotiate transactions in our common stock Because there is not an

established market for our common stock management may not be aware of all prices at which our common

stock has been traded Additionally management has not determined whether the trades of which we are aware

were the result of arm s-length negotiations between the parties Accordingly we determine the value of our

common stock based on the last five trades of the stock facilitated by the Company
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The liquidity of our common stock depends upon the
presence in the marketplace of willing buyers and

sellers We are not currently seeking listing of our common stock on securities exchange such as NASDAQ In

the future we may seek such listing to improve liquidity in our stock for our shareholders On June 26 2009
we launched Private Trading System on our website www.palmettobank.com The Private Trading System is

passive mechanism created to assist buyers and sellers in facilitating trades in our common stock

Fair Value Measurements

The Company uses fair value measurements to record fair value adjustments to certain financial instruments

and to determine fair value disclosures Additionally we may be required to record at fair value other assets on

nonrecurring basis These nonrecurring fair value adjustments typically involve application of

lower-of-cost-or-market accounting or writedowns of individual assets Further we include in the Notes to

Consolidated Financial Statements information about the extent to which fair value is used to measure assets and

liabilities the valuation methodologies used and the related impact to income Additionally for financial

instruments not recorded at fair value we disclose the estimate of their fair value

Fair value is defined as the price that would be received to sell the asset or paid to transfer the liability in an

orderly transaction between market participants at the measurement date Accounting standards establish three-

level hierarchy for disclosure of assets and liabilities recorded at fair value The classification of assets and

liabilities within the hierarchy is based on whether the inputs to the valuation methodology used for measurement

are observable or unobservable Observable inputs reflect market-derived or market-based information obtained

from independent sources while unobservable inputs reflect our estimates about market data There are three

levels of inputs that may be used to measure fair value

Level Valuation is based upon quoted prices for identical instruments traded in active markets

Level instruments include securities traded on active exchange markets such as the New York Stock

Exchange as well as U.S Treasury and other U.S government securities that are traded by dealers or

brokers in active over-the-counter markets

Level Valuation is based upon quoted prices for similar instruments in active markets quoted prices

for identical or similar instruments in markets that are not active and model-based valuation techniques

such as matrix pricing for which all significant assumptions are observable in the market Level

instruments include securities traded in less active dealer or broker markets and mortgage loans held for

sale that are valued based on prices for other mortgage whole loans with similarcharacteristics

Level Valuation is generated from model-based techniques that use significant assumptions not

observable in the market These unobservable assumptions reflect the Companys estimates of

assumptions market participants would use in pricing the asset or liability Valuation techniques include

use of option pricing models discounted cash flow models and similar techniques

We attempt to maximize the use of observable inputs and minimize the use of unobservable inputs when

developing fair value measurements When available management uses quoted market prices to measure fair

value If market prices are not available fair value measurement is based upon models that use primarily market-

based or independently-sourced market parameters Most of our financial instruments use either of the foregoing

methodologies collectively Level and Level measurements to determine fair value adjustments recorded to

our financial statements However in certain cases when market observable inputs for model-based valuation

techniques may not be readily available management is required to make judgments about assumptions market

participants would use in estimating the fair value of the financial instrument

The degree of management judgment involved in determining the fair value of financial instrument is

dependent upon the availability of quoted market prices or observable market parameters For instruments that

trade actively and have quoted market prices or observable market parameters there is minimal subjectivity

involved in measuring fair value When observable market prices and parameters are not fully available

management judgment is
necessary to estimate fair value In addition changes in the market conditions may
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reduce the availability of quoted prices or observable data For example reduced liquidity in the capital markets

or changes in secondary market activities could result in observable market inputs becoming unavailable When

significant adjustments are required to available observable inputs it may be appropriate to utilize an estimate

based primarily on unobservable inputs When an active market for security does not exist the use of

management estimates that incorporate current market participant expectations of future cash flows and include

appropriate risk premiums is acceptable

Significant judgment may be required to determine whether certain assets measured at fair value are

included in Level or Level If fair value measurement is based upon recent observable market activity of such

assets or comparable assets other than forced or distressed transactions that occur in sufficient volume and do

not require significant adjustment using unobservable inputs those assets are classified as Level If not they

are classified as Level Making this assessment requires significant judgment At December 31 2009 $40.3

million of investment securities available for sale were classified as Level because significant inputs to the

valuation were unobservable largely due to reduced levels of market liquidity

Executive Summary of 2009 Financial Results

Context for 2009 and the Company

2009 was very challenging year for the Company the banking industry and the U.S economy in general

In relation to the Company the overall economic context for 2009 included the following

Ongoing financial crisis in the overall U.S economy that generally started in August 2008 and

continued throughout 2009

Volatile equity markets that declined significantly during the first half of 2009

Significant stress on the banking industry with significant financial assistance to many financial

institutions extensive regulatory and congressional scrutiny and new rule making

General anxiety on the part of our customers and the general public

Uncertainty about the future and when the economy will return to normal and questions about what

will be the new normal

Low and uncertain interest rate environment particularly given the government intervention in the

financial markets

High levels of unemployment that continued to increase throughout 2009

Additional context specific to the Company in 2009 included the following

Fast growth over the past five years growing to total assets of $1.4 billion that resulted in the Company

reaching natural maturity/life cycle hump that is typical for banks that reach this asset size Typical

challenges associated with this stage of our life cycle include

Stress on our infrastructure requiring investment in the number and expertise of employees and

refinement of policies and procedures

Required investments in technology to invest in the future and rationalization of the technology

investments versus our historical investment in facilities

Adapting products and services and related pricing and fees to remain relevant to our current and

evolving customer base and competitiveness in the market place and development of broader

distribution channels for delivery of our products and services

Application of more sophisticated risk management approach including comprehensive view

of risk processes
and procedures internal and vendor expertise and the way we do business
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Executive management succession pian implemented effective July 2009 and resulting organizational

changes

In planning for the retirement of the Chief Executive Officer of the Company and the Chief

Executive Officer of the Bank who also served as the President Chief Operating Officer and

Chief Accounting Officer of the Company the Company hired Samuel Erwin in March 2009

and Lee Dixon in May 2009 as senior executive vice presidents Effective July 2009 the

Company named Mr Erwin as President of the Company and Chief Executive Officer and

President of the Bank and Mr Dixon as Chief Operating Officer of the Company and the Bank

Subsequently Mr Erwin also assumed the title of Chief Executive Officer of the Company and

Mr Dixon assumed additional responsibilities as Chief Risk Officer of the Company

Erwin and Dixon have proven bank turn around and operational capabilities and rapidly developed

and implemented the Companys Strategic Project Plan as summarized below

Significant deterioration in asset quality during 2009 resulting in net loss for the
year which is the first

annual net loss in the history of the Company

Increased regulatory scrutiny given declining asset quality financial results and capital position

In light of the above in 2009 management and the Board of Directors reacted quickly and defined three

strategic initiatives summarized as follows

Component Primary Emphasis Time Horizon

Strategic Project Plan Manage through the extended recession and June 2009 June 2010

volatile economic environment

Execute the Strategic Project Plan related to

credit quality earnings liquidity and capital

the Strategic Project Plan is described in more

detail below

2010 Annual Strategic Plan .. Strategic planning at the corporate and Calendar
year 2010

department level for calendar year 2010 in the

context of the uncertain economic environment

Acceleration of overcoming the growth hump
life cycle stage of maturity resulting from fast

growth reaching $1.4 billion in assets

Positioning the Bank to return to profitability

in the post-recession environment

Bank of the Future
Reinventing the Bank to be the bank of the Three to five

years

future

Determining the customer of tomorrow and

refining our products services and distributions

channels to meet their expectations

Adapting to the rapidly changing financial

services landscape

We believe it is critical to focus on all three strategic initiatives simultaneously to optimize long-term

shareholder value As result management and the Board of Directors focused tremendous amount of time and

effort on addressing all three initiatives in 2009 with the overall objectives being to aggressively deal with our

credit quality and earnings issues as quickly as possible and to accelerate into much shorter time frame the

reinvention of The Palmetto Bank that might otherwise normally take several years to accomplish While many
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believe the recession officially ended in 2009 the impact of the recession is continuing to be felt by the banking

industry Accordingly overall in 2009 and continuing into 2010 our focus has been and continues to be centered

on managing through the effects of the recession to position the Company to return to profitability once the

economy begins to recover

Summary Financial Results and Company Response

The national and local economy and the banking industry continue to deal with the effects of the most

pronounced recession in decades Unemployment in South Carolina rose significantly during 2009 and is higher

than the national average and residential and commercial real estate projects are depressed with significant

deterioration in values As result the impact in our geographic area and to individual borrowers was severe in

2009 As result of the extended recession our 2009 financial results were significantly impacted by the following

Provision for loan losses totaling $73.4 million compared to $5.6 million in 2008

Real estate acquired in settlement of loans writedowns and expenses totaling $3.2 million compared to

$516 thousand in 2008

Foregone interest income on nonaccrual loans totaling $5.9 million compared to $1.5 million in 2008

Foregone interest of $4.4 million on cash invested at the Federal Reserve at 25 basis points to maintain

liquidity versus the
average yield on our investment securities of 4.75%

Higher FDIC insurance premiums due to the industry-wide special assessment in 2009 and our

classification as adequately-capitalized totaling $3.3 million compared to $786 thousand in 2008

Higher credit-related expenses for problem asset workout and other expenses to execute the Strategic

Project Plan which were not incurred in 2008

In total the above reduced our 2009 earnings by more than $82 million compared to 2008 Accordingly

management believes successful completion of the Strategic Project Plan will result in significant near term

improvement to our earnings

The credit-related costs for banks associated with the recession are significant Beginning in the fourth

quarter of 2008 and continuing into 2009 we recognized that construction acquisition and development real

estate projects were slowing guarantors were becoming financially stressed and increasing credit losses were

surfacing During 2009 delinquencies over 90 days increased resulting in an increase in nonaccrual loans

indicating significant credit quality deterioration and probable losses In particular loans secured by real estate

including acquisition construction and development projects demonstrated stress given reduced cash flows of

individual borrowers limited bank financing and credit availability and slow property sales This deterioration

manifested itself in our borrowers in several ways the cash flows from underlying properties supporting the

loans decreased e.g slower property sales for development type projects or lower occupancy rates or rental

rates for operating properties cash flows from the borrowers themselves and guarantors were under pressure

given illiquid personal balance sheets and drainage by investing additional personal capital in the projects and

fair values of real estate related assets declined resulting in lower cash proceeds from sales or fair values

declining to the point that borrowers were no longer willing to sell the assets at such deep discounts

The result of the above was significant increase in the level of nonperforming assets during 2009 In

addition many of these loans are collateral dependent real estate loans for which we are required to writedown

the loans to fair value less estimated costs to sell with the fair values determined primarily based on third party

appraisals During 2009 appraised values decreased significantly even in comparison to appraisals received

within the past 12 to 36 months As result our evaluation of our loan portfolio and allowance for loan losses at

December 31 2009 resulted in net charge-offs of $60.3 million and provision for loan losses of $73.4 million

during the year ended December 31 2009
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Strategic Project Plan

In response to the challenging economic environment and our negative financial results in June 2009 the

Board of Directors and management adopted and began executing proactive and aggressive Strategic Project

Plan the Plan to address the issues related to credit quality liquidity earnings and capital Execution of the

Plan is being overseen by special committee of the Board of Directors and we have engaged external expertise

to assist with its implementation We believe the actions we are taking are positioning us to manage through

these challenging times and begin the road to recovery

Since June 2009 we have been and continue to be keenly focused on executing the Plan which is

summarized below with additional details provided throughout the remainder of this report No one yet can

predict the ongoing impact of the recession given its length and severity However it is our expectation that our

hard work eventual improvement in the economy and the real estate markets and raising additional capital will

help our borrowers and us weather this storm and start our road to recovery and return to profitability

Credit Quality Given the negative asset quality trends within our loan portfolio which began in 2008 and

accelerated during 2009 to assist with the identification and quantification of potential losses in May and June

2009 we performed an expanded internal loan review of our nonconsumer loan portfolio that covered

approximately 70% of these loans In July and August 2009 an independent loan review firm also reviewed

approximately 35% of our nonconsumer loan portfolio For problem loans identified we prepared written

workout plans that are borrower specific to determine how best to resolve the loans which could include

restructuring the loans requesting additional collateral demanding payment from guarantors sale of the loans or

foreclosure and sale of the collateral We have also increased our monitoring of borrower and industry sector

concentrations and are limiting additional credit exposure to these concentrations In addition we hired new
Chief Credit Officer and reevaluated our lending policies and procedures and Credit Administration function and

implemented significant enhancements Among other changes we have reorganized our Credit Administration

function hired additional internal resources and external consulting assistance and reorganized our line of

business lending roles and responsibilities including separate designation of commercial lending line of

business with more direct oversight and clearer accountability

Liquidity In June 2009 we implemented forward-looking liquidity plan and increased our liquidity

monitoring The liquidity plan includes among other things

Implementing proactive customer deposit retention initiatives specific to large deposit customers and

our deposit customers in general

Executing targeted deposit growth and retention campaigns

Obtaining an additional source of available financing from the Federal Reserve Discount Window and

identifying additional collateral for pledging for FHLB advances

Monitoring our correspondent bank lines of credit

In addition based on the liquidity plan we have not reinvested significant portion of the cash received

primarily from loan and security repayments but rather have invested this cash which totaled $161.0 million at

December 31 2009 at the Federal Reserve These measures resulted in an overall improved liquidity position at

December 31 2009 when compared with that of December 31 2008 Maintaining this liquidity position has

reduced our interest income by approximately $4.4 million when compared with investing these funds at the

average yield of 4.75% on our investment securities since we are retaining higher level of cash instead of

reinvesting this cash in higher yielding assets However we expect to maintain available cash invested at the

Federal Reserve for the foreseeable future

At February 16 2010 in addition to cash on hand funding sources included cash invested at the Federal

Reserve totaling $102.3 million our unused borrowing capacity at the Federal Reserve totaling $55.9 million

approximately $7.0 million in available repurchase agreement capacity and our correspondent bank line of credit
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totaling $5.0 million In the near future we anticipate that cash inflows resulting from our income tax refund claim

on our 2009 federal income tax return of $17.5 million the scheduled sale of two real estate properties acquired in

the settlement of loans with carrying balance of $5.6 million and repayment and sale of outstanding loans will

further contribute to our liquidity position

Capital At December 31 2009 our Tier leverage ratio and Tier risk-based capital ratios were above

the well-capitalized regulatory minimum threshold Of 5% and 6% respectively Our total risk-based capital ratio

however was 8.25% which is below the well-capitalized regulatory minimum threshold of 10% To preserve our

capital we have not paid dividend on our common stock since the first quarter of 2009 As another means of

preserving capital we have reduced our loan portfolio by $118.2 million since December 31 2008 We have also

evaluated other capital saving alternatives such as asset sales and reducing outstanding credit commitments To

raise additional capital we have engaged an investment banking firm and are executing capital plan that may

include issuing common stock preferred stock or combination of both debt or other financing alternatives

that are treated as capital for capital adequacy ratio
purposes at the Bank Currently our plan is to raise additional

capital in the first half of 2010 however the Board of Directors has not yet determined the type timing amount

or terms of securities to be issued in an offering

Earnings We have developed an earnings plan that is focused on improvement through combination of

revenue increases and expense
reductions including assistance from external consulting firms to review our

current and potential new products and services and related rates and fees With respect revenue increases we

have implemented risk-based loan pricing and interest rate floors on renewed and new loans meeting certain

criteria and are evaluating other noninterest sources of income At December 31 2009 loans aggregating $190.9

million have interest rate floors of which $156.3 million had floors greater than 5% Regarding expense

reductions in light of the current low interest rate environment we have reduced the interest rates paid on our

deposits In addition we identified over $2.3 million of specific noninterest expense
reductions to be realized in

2009 and into 2010 and are continuing to review other expense areas for additional reductions including with

assistance from consulting firm that specializes in
process

and efficiency reviews These expense
reductions

will be partially offset by the higher level of credit-related costs incurred due to legal consulting and carrying

costs related to our higher level of nonperforming assets Lastly we have begun critically evaluating each of our

businesses to determine their contribution to our financial performance and their relative risk/return relationship

This could result in refinement or sale of certain businesses

Summary

In summary during the year ended December 31 2009 we continued to be impacted by the negative financial

conditions of our borrowers and the economy in general but we have also made substantial progress on the

execution of the Strategic Project Plan adopted in June 2009 Specifically we believe that we have made substantial

progress in identifying and quantifying the impact of the economic environment on our loan portfolio and overall

financial condition We continue to rapidly execute the Plan with current focus on raising additional capital
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Financial Condition

Overview

PALMETTO BANCSHARES INC AND SUBSIDIARY

Consolidated Balance Sheets

dollars in thousands

December 31 Dollar Percent

2009 2008 variance variance

Assets

Cash and cash equivalents

Cash and due from banks 188084 29305 158779 541.8%

Total cash and cash equivalents 188084 29305 158779 541.8

FHLB stock at cost 7010 6566 444 6.8

Investment securities available for sale at fair value 119986 125596 5610 4.5

Mortgage loans held for sale 3884 7415 3531 47.6

Loans gross 1040312 1158480 118168 10.2

Less allowance for loan losses 24079 11000 13079 118.9

Loans net 1016233 1147480 131247 11.4

Premises and equipment net 29605 26347 3258 12.4

Premises held for sale 1651 1651 100.0

Goodwill net 3691 3691

Accrued interest receivable 4322 5466 1144 20.9

Real estate acquired in settlement of loans 27826 6719 21107 314.1

Income tax refund receivable 20869 20869 100.0

Other 14440 12039 2401 19.9

Total assets $1435950 $1372275 63675 4.6%

Liabilities and shareholders equity

Liabilities

Deposits

Noninterest-bearing 142609 134465 8144 6.1%

Interest-bearing 1072305 937031 135274 14.4

Total deposits 1214914 1071496 143418 13.4

Retail repurchase agreements 15545 16357 812 5.0
Commercial paper Master notes 19061 27955 8894 31.8

Other short-term borrowings 79785 79785 100.0

Long-term borrowings 101000 52000 49000 94.2

Accrued interest payable 2037 1857 180 9.7

Other 8378 7049 1329 18.9

Total liabilities 1360935 1256499 104436 8.3

Shareholders equity

Common stock 32282 32230 52 0.2

Capital surplus 2599 2095 504 24.1

Retained earnings 47094 87568 40474 46.2

Accumulated other comprehensive loss net of tax 6960 6117 843 13.8

Total shareholders equity 75015 115776 40761 35.2

Total liabilities and shareholders equity $1435950 $1372275 63675 4.6%
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Cash and Cash Equivalents

Cash and cash equivalents increased $158.8 million at December 31 2009 over December 31 2008 due

primarily to excess liquidity resulting from increased deposit and long-term borrowing funding offset by the

repayment of other short-term borrowings We maintain our excess liquidity with the Federal Reserve to reduce

credit risks associated with selling those funds to correspondent banks For the foreseeable future we are

intentionally maintaining these higher cash balances to provide liquidity notwithstanding the negative impact to

our interest income since we only earn 25 basis points on our deposits with the Federal Reserve versus investing

this cash in higher earning assets For 2009 the difference between the interest earned on the cash at the Federal

Reserve at 25 basis points and the interest that could have been earned by investing this cash in the securities

portfolio at the average yield on the portfolio of 4.75% was $4.4 million Once the banking industry returns to

more stable operating environment and we raise additional capital our plan is to reinvest these cash reserves into

higher yielding assets which should significantly improve our net interest margin

Concentrations and Restrictions In an effort to manage our associated risks we generally do not sell

federal funds to other financial institutions because they are essentially uncollateralized loans to other financial

institutions Therefore management regularly evaluates the risk associated with the counterparties to these

transactions to ensure that we do not expose ourselves to any significant risks with regard to our cash and cash

equivalent balances

Approximately $512 thousand or 0.3% of the balance of cash and cash equivalents was restricted as of

December 31 2009 to secure letter of credit At December 31 2008 no cash or cash equivalents were

restricted under such an agreement

Approximately $836 thousand or 0.4% of the balance of cash and cash equivalents was restricted as of

December 31 2009 as required under our credit card and merchant credit card agreement At December 31

2008 no cash or cash equivalents were restricted under such agreements

Investment Activities

General The primary objective of the Companys management of the investment portfolio is to maintain

portfolio of high quality highly liquid investments yielding competitive returns We are required under federal

regulations to maintain adequate liquidity to ensure safe and sound operations We maintain investment balaices

based on continuing assessment of cash flows the level of loan production current interest rate risk strategies

and the assessment of the potential future direction of market interest rate changes Investment securities differ in

terms of default interest rate liquidity and expected rate of return risk

Composition The following table summarizes the composition of our investment securities available for

sale portfolio at the dates indicated dollars in thousands

December 31 2009 December 31 2008 December 31 2007

Total of total Total of total Total of total

U.S Treasury and federal agencies 16297 13.6% $20743 21.7%

State and municipal 46785 39.0 50830 40.5 52159 54.5

Collateralized mortgage obligations 40318 33.6 54639 43.5

Other mortgage-backed federal agencies .. 16586 13.8 20127 16.0 22813 23.8

Total investment securities available for

sale $119986 100.0% $125596 100.0% $95715 100.0%

Average balances of investment securities available for sale decreased to $1 19.2 million during the year

ended December 31 2009 from $123.6 million during the same period of 2008 The decrease in investment

securities available for sale at December 31 2009 compared with December 31 2008 was primarily the result of
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principal paydowns within the collateralized mortgage obligation sector during 2009 Offsetting this decrease

was our purchase of U.S Treasury and federal agency securities during the year ended December 31 2009 The

intent of the purchases was to acquire additional securities to pledge as collateral

At December 31 2009 the fair value of the investment securities available for sale portfolio represented

8.4% of total assets decrease from 9.2% at December 31 2008

Unrealized Position The following table summarizes the amortized cost and fair value composition of our

investment securities available for sale portfolio at the dates indicated dollars in thousands

December 31 2009 December 31 2008 December 312007

Amortized Fair Amortized Fair Amortized Fair

cost value cost value cost value

U.S Treasury and federal agencies 16294 16297 $20725 $20743

State and municipal 44908 46785 50297 50830 52677 52159

Collateralized mortgage obligations 42508 40318 58033 54639

Other mortgage-backed federal agencies 15783 16586 19876 20127 22722 22813

Total investment securities available for

sale $119493 $119986 $128206 $125596 $96124 $95715

U.S Treasury and federal agency securities are government debts issued by the U.S Treasury through the

Bureau of the Public Debt U.S Treasury and federal agency securities are the debt financing instruments of the

U.S federal government Our U.S Treasury and federal agency securities are very liquid and are heavily traded

State and municipal investment securities are debt investment securities issued by state municipality or

county in order to finance its capital expenditures The most substantial risk associated with buying state and

municipal investment securities is the financial risk associated with the municipality from which the securities

are purchased Although municipal bonds in smaller municipalities can sometimes be difficult to sell quickly we

do not currently anticipate that we will liquidate this portfolio in the near term

Collateralized mortgage obligations are mortgage-backed security sub-type in which the mortgages are

ordered into tranches by some quality such as repayment time with each tranche sold as separate security

These mortgage-backed securities separate the mortgage pools into short medium and long-term tranches Our

collateralized mortgage obligations are all fixed rate and are paid fixed rate of interest at regular intervals

Monthly fluctuations in income occur only as there are changes in amortization or accretions due to changes in

prepayment speeds

Other mortgage-backed investment securities include investment instruments that represent ownership of an

undivided interest in group of mortgages Principal and interest from the individual mortgages are used to pay

principal and interest on the mortgage-backed investment security Monthly income from other mortgage-backed

investment securities may fluctuate as interest rates change due to the volume of mortgage prepayments

We use prices from third party pricing services and to lesser extent indicative non-binding quotes from

third party brokers to measure fair value of our investment securities We utilize multiple third party pricing

services and brokers to obtain fair values however management generally obtains one price/quote for each

individual security For securities priced by third party pricing services management determines the most

appropriate and relevant pricing service for each security class and has that vendor provide the price for each

security in the class We record the unadjusted value provided by the third party pricing service/broker in our

Consolidated Financial Statements subject to our internal price verification procedures

Pledged Public depositors from state and local municipalities typically require that the Bank pledge

investment grade securities to the accounts to ensure repayment Although the funds are usually low cost

relatively stable source of funding for the Bank availability depends on the particular governments fiscal

policies and cash flow needs
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Approximately 61% of the investment securities portfolio at fair value was pledged to secure public

deposits including retail repurchase agreements and trust assets at December 31 2009 as compared with 55% at

December 31 2008 Of the Companys $73.2 million pledged available for sale investment securities balance at

December 31 2009 $56.3 million of the investment securities portfolio at fair value was securing public

deposits and trust assets at December 31 2009 Of the Companys $69.1 million pledged available for sale

investment securities balance at December 31 2008 $47.0 million of available for sale investment securities was

securing public deposits and trust assets As part of our liquidity plan we have reviewed all of our public funds

accounts and where appropriate restructured certain of these accounts to reduce the amount of required

collateral pledged for these accounts

Approximately $6.3 million or 5% of the portfolio was pledged to secure federal funds funding from

correspondent bank as of December 31 2009 At December 31 2008 no securities were pledged under such

agreements

Approximately $29.8 million or 25% of the portfolio was pledged to collateralize FHLB advances and

letters of credit as of December 31 2009 of which $26.8 million was utilized as lendable collateral At

December 31 2008 approximately $41.6 million or 33% of the portfolio was pledged to collateralize FHLB

advances and letters of credit of which $37.5 million was utilized as lendable collateral

Other-Than-Temporary Impairment Analysis The following tables summarize the gross unrealized losses

fair value and the number of securities in each category of investment securities available for sale aggregated by

investment category and length of time that individual securities have been in continuous unrealized loss

position at the dates indicated dollars in thousands

U.S Treasury and federal agencies

State and municipal

Collateralized mortgage obligations

Other mortgage-backed federal

agencies

Total investment securities available

for sale

State and municipal

Collateralized mortgage obligations

Other mortgage-backed federal

agencies

Total investment securities available

for sale

December 31 2009

Less than 12 months 12 months or longer Total

Gross Gross Gross

unrealized unrealized unrealized

Fair value losses Fair value losses Fair value losses

1$ 300$ 1$ 300$
662 662

10323 412 16624 1946 26947 2358

1444 35 1444 35

$12729 450 $16624 $1946 14 $29353 $2396

December 31 2008

Less than 12 months 12 months or longer Total

Gross Gross Gross

unrealized unrealized unrealized

Fair value losses Fair value losses Fair value losses

12$ 5441 101 423 13 5864 102

13 52603 3417 13 52603 3417

1336 15 838 2174 19

29 $59380 $3533 1261 31 $60641 $3538

Gross unrealized losses decreased $1.1 million from December 31 2008 to December 31 2009 primarily

within the collateralized mortgage obligation sector of the investment securities portfolio The U.S Treasurys

Public Private Investment Program PPIP continues to influence prices positively in the collateralized
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mortgage obligation sector as does investor demand for higher yielding products Gross unrealized losses on

collateralized mortgage obligations in the twelve months or longer category increased based on our date of

purchase

We conduct other-than-temporary impairment analysis on quarterly basis and we recognize other-than-

temporary impairment by evaluating separately other-than-temporarily impaired losses due to credit issues and

losses related to all other factors Other-than-temporary impairment exists when it is more likely than not that the

security will mature or be sold before its amortized cost basis can be recovered An other-than-temporary

impairment related to credit losses is recognized through earnings while an other-than-temporary impairment

related to other factors is recognized in other comprehensive income Based on our other-than-temporary

impairment analysis as of December 31 2009 we concluded that one collateralized mortgage obligation with

fair value of $2.3 million and amortized cost of $3.3 million was other-than-temporarily impaired We concluded

this based on its fair value position below amortized cost followed by our analysis of our broker provided fair

values and our verification of this information using external sources Due to the fact that we do not intend to sell

this security nor is it more likely than not that we will have to sell the security prior to the recovery of its

amortized cost basis less
any current period credit loss the amount of impairment related to credit loss is

recognized in earnings and the amount of impairment related to other matters is recognized in other

comprehensive income For the year ended December 31 2009 $49 thousand other-than-temporarily credit

impairment was recognized in Other noninterest expense in the Consolidated Statements of Income Loss

Fair values of the investment securities portfolio could decline in the future if the underlying performance of

the collateral for collateralized mortgage obligations or other securities deteriorates and the levels do not provide

sufficient protection for contractual principal and interest As result there is risk that additional other-than-

temporary impairments may occur in the future particularly in light of the current economic environment

Ratings The following table summarizes Moodys ratings by segment of the investment securities

available for sale at December 31 2009 An AAA rating is based not only on the credit of the issuer but may
also include consideration of the structure of the securities and the credit quality of the collateral

U.S Treasury and State and Collateralized Other mortgage-backed
federal agencies municipal mortgage obligations federal agencies

Aaa 69% 2% 68% 100%

Aal-A3 73 10

Baal-B3 16 10

Not rated or withdrawn rating 31 12

Total 100% 100% 100% 100%

31% of the U.S Treasury and federal agencies were not rated by Moodys or Standard and Poors ratings at

December 31 2009 There is an implicit AAA rating on U.S Treasury and federal agency securities

Of the state and municipal investment securities not rated by Moodys at December 31 2009 100% were

rated AA by Standard and Poors ratings Qf the state and municipal investment securities with withdrawn ratings

by Moodys at December 31 2009 22% were rated AA 29% were rated AA 28% were rated AA- and 21%
or $565 thousand were not rated by Standard and Poors ratings

Of the collateralized mortgage obligations not rated by Moodys at December 31 2009 100% of the

securities were rated AAA by Standard and Poors ratings

Maturities The following table summarizes the maturity distribution schedule with corresponding

weighted-average yields of amortized cost of investment securities available for sale at and for the period ended
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December 31 2009 dollars in thousands Weighted-average yields have not been computed on fully taxable-

equivalent basis Collateralized mortgage obligations and other mortgage-backed securities are included in

maturity categories based on their stated maturity date Expected maturities may differ from contractual

maturities because issuers may have the right to call or prepay obligations

Amortized Book

cost yield

U.S Treasury and federal agencies

In one year or less 16294 0.2%

After through years

After through 10 years

After 10 years

Total U.S Treasury and federal agencies 16294 0.2

State and municipal

In one year or less 4674 3.1

After through years 26949 3.5

After through 10 years 12418 3.7

After 10 years
867 4.0

Total state and municipal 44908 3.5

Collateralized mortgage obligations

In one year or less

After through years

After through 10 years

After 10
years 42508 6.1

Total collateralized mortgage obligations 42508 6.1

Other mortgage-backed federal agencies

In one year or less 0.2

After through years
120 3.9

After through 10 years 7182 5.2

After 10 years 8480 5.4

Total other mortgage-backed federal agencies 15783 5.3

Total investment securities available for sale $119493 4.2%

The weighted-average contractual life of investment securities available for sale was 3.9 years at

December 31 2009 Since approximately 49% based on amortized cost of the portfolio is collateralized

mortgage obligations or other mortgage-backed securities the expected remaining maturity may differ from

contractual maturity because borrowers generally have the right to prepay obligations before the underlying

mortgages mature

Concentrations Two state and municipal security issuer issued securities which totaled 2.1% and 3.0%

respectively of total shareholders equity at December 31 2009 Fourteen state and municipal security issuers

issued securities with fair values ranging from 1.0% to 1.9% of total shareholders equity at December 31 2009

Eight collateralized mortgage obligation issuers issued securities with fair values ranging from 2.3% to

7.9% of total shareholders equity at December 31 2009 One collateralized mortgage obligation issued by Bank

of America Alternative Loan Trust had fair value of $7.8 million or 10.4% of shareholders equity and an

amortized cost of $7.9 million at December 31 2009
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Federal

Home Loan

Mortgage

Corporation

$2029

2.7%

Realized Gains and Losses The following table summarizes the gross realized

investment securities available for sale for the periods indicated in thousands

Realized gains

Realized losses

Net realized gains

Lending Activities

Government

National

Mortgage
Association

$1443

1.9%

gains and losses on

For the years ended

December 31

2009 2008 2007

General Loans continue to be the largest component of our assets During the
year ended December 31

2009 gross loans declined approximately $118.2 million or 10.2% as we actively sought to reduce our loan

portfolio to preserve capital as part of our capital plan with particular focus on reducing concentrations in the

commercial real estate related segments of the loan portfolio Based on our risk assessment of borrowers we also

implemented risk-based loan pricing and interest rate floors or minimum interest rates both at origination and

renewal In addition we are proactively addressing the reduction of our nonperforming assets through

restructurings charge-offs and sales During the year ended December 31 2009 we charged-off approximately

$54.5 million of loans evaluated individually for impairment and transferred approximately $21.5 million of

loans evaluated individually for impairment to the real estate acquired in settlement of loans portfolio

Composition The following table summarizes gross loans categorized by FDIC code at the dates

indicated dollars in thousands

The following table summarizes issuer concentrations of other mortgage-backed investment securities at fair

value at December 31 2009 dollars in thousands

Federal

National

Mortgage
Association Total

Other mortgage-backed federal agencies $13114 $16586

As percentage of shareholders equity 17.5% 22.1%

December 31 2009 December 31 2008

Total of total Total of total

Secured by real estate

Construction land development and other land loans 205465 19.8% 257879 22.3%

Farmland 466 662 0.1

Single-family residential 203330 19.6 216311 18.7

Multifamily residential 30668 3.0 31532 2.7

Nonfarm nonresidential 459130 44.1 493977 42.6

Commercial and industrial 61788 5.9 73609 6.4

Obligations of states and political subdivisions of the U.S 1418 0.1 2602 0.2

General consumer 57581 5.5 60626 5.2

Credit line 5501 0.5 6215 0.5

Bankcards 13214 1.3 12416 1.1

Others 1751 0.2 2651 0.2

Loans gross $1040312 100.0% $1158480 100.0%
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The following table summarizes gross loans categorized by loan purpose at the dates indicated dollars in

thousands

December 31

2009 2008 2007 2006 2005

Total of total Total of total Total of total Total of total Total of total

Commercial

business 121691 11.7% 154304 13.3% 145634 13.9% $112264 11.9% 90345 10.4%

Commercial real

estate 671701 64.6 740420 63.9 639144 61.2 593377 62.7 561575 64.8

Installment 20845 2.0 23547 2.0 25315 2.4 22139 2.3 18677 2.2

Installment real

estate 80395 7.7 85506 7.4 75721 7.2 66161 7.0 55682 6.4

Indirect 36291 3.5 34.566 3.0 39502 3.8 43634 4.6 30481 3.5

Credit line 1970 0.2 2090 0.2 2188 0.3 1982 0.2 2022 0.2

Prime access 66082 6.4 64384 5.5 54164 5.2 53883 5.7 54296 6.3

Residential

mortgage 26282 2.5 36611 3.2 40842 3.9 35252 3.7 34453 4.0

Bankcards 13236 1.3 12470 1.1 12702 1.2 12001 1.3 12182 1.4

Business manager 319 152 326 370 230

Other 1081 0.1 1934 0.2 2045 0.2 1795 0.2 2064 0.3

Loans in process 33 2141 0.2 6511 0.6 2397 0.3 3413 0.4

Deferred loans fees

and costs 452 355 676 0.1 658 0.1 761 0.1

Loans gross ... $1040312 100.0% $1158480 100.0% $1044770 100.0% $945913 100.0% $866181 100.0%

Loans included in both of the preceding loan composition tables are net of participations sold Participations

sold totaled $12.5 million loans and $26.7 million loans at December 31 2009 and 2008 respectively

The decline in participations sold between these periods was the result of our completion of the foreclosure

process on five loans secured by real estate for which we sold participations As result of the completed

foreclosure process these loans net of participations sold were transferred to our real estate acquired in

settlement of loans portfolio With regard to participations sold we serve as the lead bank and are therefore

responsible for certain administration and other management functions as agent to the participating banks We

are in active discussions with the participating banks to keep them informed of the status of these loans and

determine loan workout plans

Mortgage loans serviced for the benefit of others amounted to $426.6 million and $377.3 million at

December 31 2009 and December 31 2008 respectively and are not included in our Consolidated Balance

Sheets

Underwriting General There are inherent risks associated with our lending activities Prudent risk taking

requires sound policies intended to manage the risk within the portfolio and control processes
intended to ensure

compliance with those policies Management reviews and approves these policies and procedures on regular

basis During 2009 our loan policy was amended and approved by the Board of Directors to among other things

reduce lending limit approval authorities prohibit out-of-market loans to borrowers for which we do not have

previously existing relationship prohibit brokered loans increase monitoring of collateral for non-real estate

loans and require regular reporting of portfolio concentrations Management believes that active monitoring of

the assets within our loan portfolio is critical to our business

We do not generally originate loan in excess of 100% of collateral value offer loan payment arrangements

resulting in negative amortization engage in lending practices subjecting borrowers to substantial payment

increases e.g principal deferral periods loans with initial interest-only periods etc nor do we offer loan

payment arrangements with minimum payments that are less than accrued interest
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Loan Scoring and Approval We have established and follow guidelines with regard to the scoring and

approval of loans Our loan approval process is multi-layered and incorporates computer-based scoring analysis

for all consumer loans and all commercial loans less than $500 thousand All commercial loans greater than or

equal to $500 thousand are reviewed and approved by our officers credit committee and the Board of Directors

if over certain limits

Monitoring Compliance with our underwriting policies and procedures is monitored through loan

approval and documentation review process and the resulting exception reports

We perform internally and through the use of external third parties independent loan reviews to validate

our loan risk program on periodic basis Although all of the loans within our loan portfolio are included in the

population from which to select loans subject to review commercial real estate loans are given more weight in

the loan review selection process as result of their risk characteristics and their concentration within our loan

portfolio Summary loan review reports are submitted to the Officers Credit Committee and the Board of

Directors The loan review process complements and reinforces the risk identification and assessment decisions

made by the Company and the Companys policies and procedures

Validation Our underwriting policies and processes are validated through the ongoing analysis of asset

quality trends reporting system supplements the monitoring process by providing management with frequent

reports related to loan production quality and concentrations During 2009 we enhanced this reporting both to

management and the Board of Directors

Commercial Business Commercial business loans are underwritten after evaluating and understanding the

borrowers ability to operate profitably while prudently expanding the borrowers business Underwriting

standards are designed to promote relationship banking rather than transactional banking If we believe that the

borrowers management possesses sound ethics and solid business acumen management examines current and

projected cash flows to determine the likelihood that the borrower will repay its obligations as agreed

Commercial business loans are primarily made based on the projected cash flows of the borrower and

secondarily on the underlying collateral provided by the borrower The actual cash flows of borrowers however

may not be as expected and the collateral securing loans may fluctuate in value Most commercial business loans

are secured by the assets being financed or other business assets such as accounts receivable or inventory and

generally incorporate personal guarantee However we make some short-term loans on an unsecured basis In

the case of loans secured by accounts receivable the availability of funds for the repayment of these loans may

depend substantially on the ability of the borrower to collect amounts due from its customers As result of these

factors management believes that commercial business loans generally involve greater risk than real estate loans

Our commercial business loans are generally made with terms that do not exceed five years Such loans may
have fixed or variable interest rates with variable rates that change at periods ranging from one day to one year

based on the prime lending rate as the interest rate index

Commercial Real Estate Commercial real estate loans are subject to underwriting standards and processes

similar to commercial business loans with additional standards with regard to real estate collateral These loans

are viewed primarily as cash flow loans and secondarily as loans secured by real estate Management monitors

and evaluates commercial real estate loans based on collateral type In addition management analyzes the loans

based on owner occupied commercial real estate loans versus nonowner occupied loans

The Company makes commercial real estate loans to businesses within most industry sectors Interest rates

charged on these real estate loans are determined by market conditions existing at the time of the loan

commitment Generally loans have adjustable rates although the rate may be fixed for three to five
years

of the

term of the loan depending on market conditions collateral and our relationship with the borrower Amortization

of commercial and installment real estate loans varies but typically does not exceed 20
years Normally we have

collateral securing real estate loans appraised
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We originate loans to developers and builders that are secured by nonowner occupied properties Such loans

are typically approved based on predetermined loan-to-collateral values Construction loans are underwritten

utilizing feasibility studies independent appraisal reviews sensitivity analysis of absorption and lease rates and

or financial analysis of the developers and property owners Construction loans are generally based upon

estimates of costs and values associated with the complete projects and often involve the disbursement of funds

with repayment dependent on the success of the ultimate project Sources of repayment for these types of loans

may be precommitted permanent loans from approved long-term lenders sales of developed property or an

interim loan commitment from us until permanent financing is obtained We monitor these loans by conducting

onsite inspections During 2009 we centralized the oversight and disbursement of construction draws to

contractors working for borrowers and we hired construction draw manager to review advance requests before

funds are advanced to borrowers We believe that these loans have higher risks than other real estate loans

because their repayment is sensitive to interest rate changes governmental regulation of real property general

economic and market conditions and the availability of long-term financing particularly in the current economic

environment

Installment Real Estate Underwriting standards for single-family real estate purpose loans within the

installment real estate loan portfolio category for example home equity loans are heavily regulated by statutory

requirements which include but are not limited to maximum loan-to-value percentages

As part of our residential lending program we originate residential construction loans to finance the

construction of individual owner occupied houses with 80% loan-to-value ratios to qualified builders although

higher loan-to-value ratios may be utilized at our discretion Such loans involve additional risks because loan

funds are advanced based on the security of the project under construction We typically structure these

construction loans to be converted to preapproved permanent loans at the completion of the construction phase

Loan proceeds are disbursed in increments as construction progresses and as inspections warrant These

construction loans are generally at competitive fixed or adjustable-rate of interest for one or two year terms We

also offer lot loans intended for residential use that may be on fixed or adjustable-rate basis

Residential Mortgages Our mortgage lenders make both fixed-rate and adjustable-rate single-family

mortgage loans with terms generally ranging from 10 to 30
years Adjustable-rate mortgage loans currently

offered by the Company have interest rates that adjust annually or adjust annually after being fixed for period

of several years in accordance with designated index We may offer loans that have interest rates that adjust

annually or adjust annually after being fixed for period of three to seven years in accordance with designated

index although we currently do not offer these loans Adjustable-rate mortgage loans may be originated with

limit on any increase or decrease in the interest rate per year further limited by the amount by which the interest

rate can increase or decrease over the life of the loan In order to encourage the origination of adjustable-rate

mortgage loans with interest rates that adjust annually the Company like many of our competitors generally

offers more attractive rate of interest on such loans than on fixed-rate mortgage loans

large percentage of our originated single-family mortgage loans are underwritten pursuant to guidelines

that permit the sale of these loans in the secondary market to government or private agencies We participate in

secondary market activities by selling whole loans and participations in loans primarily to the FHLB under its

Mortgage Partnership Program and the Federal Home Loan Mortgage Corporation FHLMC This practice

enables us to satisfy the demand for these loans in our local communities to meet asset and liability objectives of

the Company and to develop source of fee income through the servicing of these loans We may sell fixed-rate

adjustable-rate and balloon-term loans Based on current interest rates as well as other factors we intend to sell

selected originations of conforming 30 year and 15 year fixed-rate mortgage loans While we have not

historically sold loans to the Federal National Mortgage Association FNMA and had no plans to do so in the

future FNMA suspended the Company as FNMA Seller/Servicer effective December 30 2009 since our total

risk-based capital ratio was less than 10%
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To protect against declines in collateral value when we originate and underwrite single-family mortgage

loans to be retained in our residential mortgage portfolio if the loan exceeds 80% of the collateral value we

require private mortgage insurance that protects us against losses of at least 20% of the mortgage loan amount

Effective January 2010 to better manage our regulatory compliance and provide more consistent

underwriting and loan pricing we began originating all new single-family first mortgage and closed-end second

mortgage loans through our Mortgage department rather than through our branch network

Consumer Management believes that the Companys loan scoring and approval policies and procedures as

outlined previously coupled with relatively small loan amounts that are spread across many individual borrowers

minimize risk within the consumer sectors of our loan portfolio

Pledged To borrow from the FHLB members must pledge collateral to secure advances and letters of

credit Acceptable collateral include among other types of collateral variety of residential multifamily home

equity lines and second mortgages and commercial loans Approximately $407.0 million of gross loans were

pledged to collateralize FHLB advances and letters of credit at December 31 2009 of which $162.0 million was

available as lendable collateral Of the $379.4 million of gross loans pledged at December 31 2008 $159.1

million was available as lendable collateral

During the second quarter of 2009 we established borrowing relationship with the Federal Reserve

through its Discount Window As of December 31 2009 our borrowings capacity at the Federal Reserve was

secured by blanket lien on portion of our commercial and consumer loan portfolios The amount of borrowing

capacity is calculated by the Federal Reserves internally modeled fair value estimate calculations based on the

loan collateral filings that are submitted by the Company Of the $108.8 million of loans pledged at

December 31 2009 $61.2 million was available as lendable collateral We had no outstanding borrowings from

the Federal Reserve at December 31 2009

Concentrations General During 2009 we increased our monitoring of borrower and industry sector

concentrations and are limiting additional credit
exposure to these concentrations in particular the segments of

our loan portfolio secured by commercial real estate In addition we are proactively executing loan workout

plans with particular focus on reducing our concentrations in these segments In addition in the fourth quarter

of 2009 we executed contract with an investment banking firm to assist us with the potential sale individually

or in bulk of pool of commercial real estate loans aggregating $68.1 million The pooi of loans is being

actively marketed with bids to be received by the end of February 2010

Loan Type/Industry Concentration The following table summarizes loans secured by commercial real

estate categorized by FDIC code at December 31 2009 dollars in thousands

of Banks
of gross total regulatory

Total loans capital

Secured by commercial real estate

Construction land development and other land loans $205465 19.8% 220.9%

Multifamily residential 30668 2.9 33.0

Nonfarm nonresidential 459130 44.1 493.6

Total loans secured by commercial real estate $695263 66.8% 747.5%
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The following table further categorizes loans secured by commercial real estate categorized by FDIC code

at December 31 2009 dollars in thousands

of Banks
of gross total regulatory

Total loans capital

Development commercial real estate loans

Secured by

Landunimproved commercial or residential 89234 8.6% 95.9%

Land developmentcommercial 14087 1.4 15.1

Land developmentresidential 57084 5.5 61.4

Commercial construction

Hotellmotel 196 0.2

Retail 4639 0.4 5.0

Office 246 0.3

Multifamily 9878 0.9 10.6

Industrial and warehouse 7098 0.7 7.6

Healthcare 4981 0.5 5.4

Miscellaneous commercial 1765 0.2 1.9

Total development commercial real estate loans 189208 18.2 203.4

Existing and other commercial real estate loans

Secured by
Hotel/motel 105428 10.1 113.4

Retail 31369 3.0 33.7

Office 36036 3.5 38.7

Multifamily 30668 3.0 33.0

Industrial and warehouse 15414 1.5 16.6

Healthcare 16826 1.6 18.1

Miscellaneous commercial 133655 12.8 143.7

Residential constructionspeculative 7184 0.7 7.7

Total existing and other commercial real estate

loans 376580 36.2 404.9

Commercial real estate owner occupied and residential loans

Secured by

Commercialowner occupied 120402 11.6 129.4

Commercial constructionowner occupied 2418 0.2 2.6

Residential constructioncontract 6655 0.6 7.2

Total commercial real estate owner occupied and

residential loans 129475 12.4 139.2

Total loans secured by commercial real estate $695263 66.8% 747.5%

Geographic Concentration As discussed in Item IA Risk Factors unlike larger national or regional banks

that are more geographically diversified we primarily provide our services to customers within our market area

Deterioration in local economic conditions could result in declines in asset quality loan collateral values or the

demand for our products and services among other things

Although our geographic concentration limits us to the economic risks within our market area our lack of

geographic diversification may make it particularly sensitive to adverse impacts of negative economic conditions

that impact our market area
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Maturities and Sensitivities of Loans to Changes in Interest Rates The following table summarizes the

Companys total loan portfolio including mortgage loans held for sale by FDIC code at December 31 2009

that based on contractual terms were due during the periods noted Loans having no stated maturity and no

stated schedule of repayments are reported as due in one year or less In addition due to the fact that our equity

lines of credit are mortgage loans intended to be long-term real estate consumer products all such loans are

reported as due after five
years The table also summarizes our loan portfolio at December 31 2009 with regard

to fixed-rate and variable-rate maturity or repricing terms due in periods after one year in thousands

Rate structure for loans

with maturities or

repricing terms over one
Maturity year

Due after one
Due in one year through Due after five Variable-

year or less five years years Total Fixed-rate rate

Secured by real estate

Construction land

development and other land

loans $148864 46506 10095 205465 56601

Farmland 52 19 395 466 414

Single-family residential 63864 43394 99956 207214 110685 32665
Multifamily residential 24807 4391 1470 30668 5861
Nonfarm nonresidential 148586 269746 40798 459130 310544

Commercial and industrial 35176 24583 2029 61788 26611

Obligations of states and political

subdivisions of the U.S 350 335 733 1418 1068

General consumer 7265 41392 8924 57581 50317
Credit line 191 5310 5501 5310
Bankcards 13214 13214

Others 1331 420 1751 420

Total $443700 436096 164400 1044196 567831 32665

Asset Quality As part of the credit quality plan to continue to address the impact of the declining

economic environment on our loan portfolio we are focused on executing detailed loan workout plans for

problem loans led by team of seasoned commercial lenders and using external loan workout consulting

expertise

Given the negative credit quality trends which began in 2008 and accelerated during 2009 we performed an

expanded internal loan review during the second quarter of 2009 which covered approximately 70% of our

nonconsumer loan portfolio This internal loan review
process included written loan officer summaries for all

nonconsumer loans individually greater than $500 thousand and vetting of these loans by the loan officers and

our senior management team During the second quarter of 2009 as confirmed by this enhanced internal loan

review we became increasingly aware that many of our borrowers were facing additional stress manifesting

itself in the following ways

Cash flows from the underlying properties supporting the loans decreased

Personal cash flows from the borrowers and guarantors were under pressure given illiquid personal

balance sheets and drainage by the investment of additional personal capital into the related projects

and

Fair values of real estate related assets declining resulting in lower cash proceeds from sales or fair

values declining to the point that borrowers were no longer willing to sell the assets at such deep

discounts
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We downgraded portion of our loan portfolio during the second quarter due to both the negative trend in

the general economic factors and the specific results of the enhanced internal loan review performed during the

second quarter
of 2009 Some of these loans had been originated within the past three years Consistent with this

increase in adversely classified loans we also had an increase in nonperforming assets and impaired loans during

the second quarter of 2009 particularly within the construction acquisition and other land loan portion of our

real estate loan portfolio In July and August 2009 an independent loan review firm also reviewed approximately

35% of the nonconsumer loan portfolio

We continually review our lending policies and procedures and credit administration function To this end

during 2009 we implemented several enhancements as follows

Construction draws In March we centralized the oversight and disbursement of construction draws to

contractors working for borrowers and in October we hired construction draw manager to review

advance requests before funds are advanced to borrowers

Loan Policy In June we reduced lending limit approval authorities prohibited out-of-market loans to

borrowers for which we do not have previously existing relationship and prohibited brokered loans

Credit Administration In July we hired new Chief Credit Officer who brings over 25 years of credit

administration loan review and credit policy experience to the Company in August we reassigned two

commercial lenders to credit analysts in the Credit Administration department and in September we

hired an additional senior Credit Administration executive

Special Assets In June we reassigned senior Credit Administrator in August and September we

engaged two external workout consultants in November we reassigned commercial lender and in

December we reassigned consumer lender These internal personnel and external consultants are

focused exclusively on accelerated resolution of our problem assets

All of these actions were taken to improve our credit risk management approach and accelerate the

resolution of our credit quality issues

Delinquent Loans We determine past due and delinquent status based on contractual terms When

borrower fails to make scheduled loan payment we attempt to cure the default through several methods

including but not limited to collection contact and assessment of late fees If these methods do not result in the

borrower remitting the past due payment further action may be taken Interest on loans deemed past due

continues to accrue until the loan is placed in nonaccrual status We place loans in nonaccrual status prior to any

amount being charged-off

Nonperforming Assets Nonaccrual loans are those loans that management has determined offer more than

normal risk of future uncollectibility In most cases loans are automatically placed in nonaccrual status by the

loan system when the loan payment becomes 90 days delinquent and no acceptable arrangement has been made

between us and the borrower Loans may be manually placed in nonaccrual status on the loan system if

management determines that some factor other than delinquency such as bankruptcy proceedings cause us to

believe that more than normal amount of risk exists with regard to collectability When the loan is placed in

nonaccrual status accrued interest income is reversed based on the effective date of nonaccrual status

Thereafter interest income on the nonaccrual loans is recognized only as received

We classify nonaccrual loans as substandard or lower When the probability of future collectability on

nonaccrual loan declines we may take additional collection measures including commencing foreclosure action

if necessary Specific steps must be taken when commencing foreclosure action on loans secured by real estate

Notice of default is required to be recorded and mailed If the default is not cured within specified time period

notice of sale is posted mailed and advertised and sale is then conducted
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The following table summarizes nonperforming assets by FDIC code at the dates indicated dollars in

thousands

December 31

2009 2008 2007 2006 2005

Secured by real estate

Construction land development and

other land loans 47901 15409 1783

Farmland 50

Single-family residential 7652 2569 781 1398 1243

Multifamily residential 9844 231

Nonfarm nonresidential 23330 23725 1563 4873 7922
Commercial and industrial 7475 763 567 549 631

General consumer 684 271 116 179 117

Total nonaccrual loans 96936 42968 4810 6999 9913
Real estate acquired in settlement of

loans 27826 6719 7743 600 1954

Repossessed automobiles acquired in

settlement of loans 188 564 403 319 167

Total foreclosed assets 28014 7283 8146 919 2121

Total nonperforming assets 124950 50251 12956 7918 12034

Gross loans $1040312 $1158480 $1044770 945913 866181
Total assets 1435950 1372275 1248177 1153136 1075015
Nonaccrual loans as percentage of

gross loans and foreclosed assets 9.07% 3.69% 0.46% 0.74% 1.14%

total assets 6.75 3.13 0.39 0.61 0.92

Nonperforming assets as percentage of

gross loans and foreclosed assets 11.70% 4.31% 1.23% 0.84% 1.39%
total assets 8.70 3.66 1.04 0.69 1.12

Loans placed in nonaccrual status during 2009 resulted from loans becoming delinquent on contractual

payments due to deterioration in the financial condition of the borrowers or guarantors such that payment in full

of principal or interest was not expected due to personal cash flows from the borrowers and guarantors

inadequate to service the loans interest reserves on the loans being depleted decrease in operating cash flows

from the underlying properties supporting the loans or decline in fair values of the collateral
resulting in lower

cash proceeds from property sales

Twenty-seven loans with balance at December 31 2009 greater than $1 million comprised approximately
65% of our nonaccrual loans at December 31 2009 The

following table summarizes the composition of these

loans by collateral type dollars in thousands

Total nonaccrual loans of total nonaccrual

$1 million loans

Residential lots/golf course development $31277 32%
Multifamily residential 8195
Real estate for commercial use 15332 16

Marina 2790
Other business loans 5605

Total nonaccrual loans $1 million secured by

commercial real estate $63199 65%
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Additionally six of these loans 30% based on the principal balance at December 31 2009 were purchased

participations and ten of these loans 42% based on the principal balance at December 31 2009 were

out-of-market loans In June 2009 we amended our loan policy to preclude originating any new loans of these

kinds

In the fourth quarter of 2009 we executed contract with an investment banking firm to assist us with the

sale individually or in bulk of pool of nonaccrual commercial real estate loans aggregating $68.1 million The

pool of loans is being actively marketed with bids expected to be received by the end of February 2010

Additional interest income of $5.9 million would have been reported during 2009 had loans classified as

nonaccrual during the period performed in accordance with their original terms As result our core operating

earnings did not include this interest income While loan is in nonaccrual status cash received is applied to the

principal balance

The following table summarizes the changes in the Real estate acquired in settlement of loans portfolio at

the dates and for the periods indicated in thousands Real estate acquired in settlement of loans in the table

above is net of participations sold of $10.2 million properties at December 31 2009

At and for the years ended

December 31

2009 2008 2007

Real estate acquired in settlement of loans beginning of period 6719 7743 600

Add New real estate acquired in settlement of loans at fair value 24628 2778 10030

Less Sales of real estate acquired in settlement of loans 761 3634 2707

Less Provision charged to expense 2760 168 180

Real estate acquired in settlement of loans end of period $27826 6719 7743

The following table summarizes the Real estate acquired in settlement of loans portfolio by FDIC code at

December 31 2009 in thousands

Construction land development and other land loans 6660

Single-family
residential 1783

Nonfarm nonresidential
19383

Total real estate acquired in settlement of loans $27826

Eight individual properties greater
than $1 million comprised approximately 79% of our real estate acquired

in settlement of loans portfolio at December 31 2009 Of these properties 35% were hotel properties 7% were

residential development properties and 58% were retirement center properties Additionally 63% of these

properties were participations Six of the eight were the result of out-of-market loans

These properties are being actively marketed with the primary objective of liquidating the collateral at

level which most accurately approximates fair value and allows recovery
of as much of the unpaid principal

balance as possible upon the sale of the property
in reasonable period of time As result loan charge-offs

were recorded prior to or upon foreclosure to writedown the loans to estimated fair value less estimated costs to

sell For some assets additional writedowns have been taken based on receipt of updated third party appraisals

for which appraised values continue to decline Based on currently available valuation information the carrying

value of these assets is believed to be representative
of their fair value less estimated costs to sell although there

can be no assurance that the ultimate proceeds from the sale of these assets will be equal to or greater than the

carrying values particularly in the current real estate environment and the continued downward trend in third

party appraised values
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In the fourth quarter of 2009 we sold at auction 14 assets from our real estate acquired in settlement of

loans portfolio with an aggregate net carrying amount of $165 thousand at loss of $5 thousand

Of the balance at December 31 2009

In February 2010 we sold one property with canying amount of $1.7 million at gain

Two assets with an aggregate net carrying amount of $5.6 million are under contract for sale with

closing dates in the first quarter of 2010

In February 2010 letters of intent were received on properties with an aggregate carrying value

totaling $3.8 million that if consummated are expected to close in the second quarter of 2010

We have scheduled for bulk sale by auction in March 2010 13 properties with an aggregate net carrying

amount of $506 thousand

We are actively addressing the issue of our increase in nonperforming assets and will continue to be

aggressive in working to resolve these issues as quickly as possible We have hired several third party consultants

to assist with the workout of problem assets For problem assets identified we prepared written workout plans
that are borrower specific to determine how best to resolve the loans which could include restructuring the loans

requesting additional collateral demanding payment from guarantors sale of the loans or foreclosure and sale of

the collateral However given the nature of the projects related to such loans and the distressed values within the

real estate market immediate resolution in all cases is not expected Therefore it is reasonable to expect that

current negative asset quality trends may continue for coming periods when compared to historical periods As

necessary carrying values of these assets may require additional adjustment for further declines in estimated fair

values

Troubled Debt Restructurings Troubled debt restructurings are loans which have been restructured from

their original contractual terms for example reduction in contractual interest rate As part of the determination

of our individual loan workout plans we may restructure loans to assist borrowers facing cash flow challenges in

the current economic environment to facilitate ultimate repayment of the loan At December 31 2009 and

December 31 2008 the principal balance of troubled debt restructurings totaled $14.6 million and $1.2 million

respectively Four individual loans greater than $1 million comprised approximately 49% of our troubled debt

restructurings at December 31 2009 Three of the loans experienced rate concessions while one of the loans

experienced rate and term concessions All are performing as expected under the new terms

troubled debt restructuring can be removed from such status once there is sufficient history generally six

months of demonstrating the borrower can service the credit under market terms

Potential Problem Loans Potential problem loans consist of loans that are generally performing in

accordance with contractual terms but for which we have concerns about the ability of the borrower to continue

to comply with repayment terms because of the borrowers potential operating or financial difficulties

Management monitors these loans closely and reviews performance on regular basis As of December 31 2009
potential problem loans that were not already categorized as nonaccrual totaled $93.1 million

Allowance for Loan Losses The allowance for loan losses represents an amount that we believe will be

adequate to absorb probable losses as of specific period of time inherent in our loan portfolio Assessing the

adequacy of the allowance for loan losses is
process that requires considerable judgment Our judgment in

determining the adequacy of the allowance is based on evaluations of the collectability of loans including
consideration of factors such as the balance of impaired loans the quality mix and size of our overall loan

portfolio economic conditions that may impact the overall loan portfolio or an individual borrowers ability to

repay the amount and quality of collateral securing the loans our historical loan loss experience and borrower

and collateral specific considerations for loans individually evaluated for impairment
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Our allowance for loan losses totaled $24.1 million at December 31 2009 compared with $11.0 million at

December 31 2008 representing 2.31% and 0.95% of gross loans respectively The December 31 2009

allowance for loan losses and therefore indirectly the provision for loan losses for the year ended December 31

2009 was determined based on the following specific factors though not intended to be an all inclusive list

The impact of the ongoing depressed overall economic environment including those within our

geographic market

The cumulative impact of the extended duration of this economic deterioration on our borrowers in

particular those with real estate related loans

The declining asset quality trends in our loan portfolio

The increasing trend in the historical loan loss rates within our loan portfolio

The results of our internal and independent loan reviews during the second and third quarters of 2009

resulting in loan downgrades

Our individual impaired loan analysis which identified

Increased stress on borrowers given increasing lack of liquidity and limited bank financing and

credit availability and

Continued downward trends in appraised values and market assumptions used to value real estate

dependent loans
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The following table summarizes activity within our allowance for loan losses by FDIC code at the dates

and for the periods indicated dollars in thousands Loans charged-off and recovered are charged or credited to

the allowance for loan losses at the time realized

At and for the years ended December 31

2009 2008 2007 2006 2005

Allowance for loan losses beginning of

period 11000 7418 8527 8431 7619
Provision for loan losses 73400 5619 988 1625 2400
Loans charged-off

Secured by real estate

Construction land development and

other land loans 33873 16

Farmland

Single-family residential 4060 367 371 247 415

Multifamily residential 5096

Nonfarm nonresidential 10784 182 496 191 241

Commercial and industrial 4945 430 505 453 244

General consumer and other 2033 1174 991 791 891

Total loans charged-off 60791 2169 2363 1682 1792

Recoveries

Secured by real estate

Construction land development and

other land loans 32

Farmland

Single-family residential 11 39 15

Multifamily residential

Nonfarm nonresidential 79 13 35

Commercial and industrial 88 18 54 37 35

General consumer and other 266 94 160 95 134

Total recoveries 470 132 266 153 204

Net loans charged-off 60321 2037 2097 1529 1588

Allowance for loan losses end of period 24079 11000 7418 8527 8431

Average gross loans $1124599 $1107007 986518 $895062 $828545

Ending gross loans 1040312 1158480 1044770 945913 866181

Nonaccrual loans 96936 42968 4810 6999 9913
Net loans charged-offs as percentage of

average gross loans 5.36% 0.18% 0.21% 0.17% 0.19%

Allowance for loan losses as percentage of

ending gross loans 2.31 0.95 0.71 0.90 0.97

Allowance for loan losses as percentage of

nonaccrual loans 24.84 25.60 154.22 121.83 85.05

In addition to loans charged-off in the ordinary course of business included within loans charged-off for the

year ended December 31 2009 were $54.5 million relating to loans individually evaluated for impairment The

determination was made to take partial charge-offs on certain collateral dependent loans during 2009 based on

the status of the underlying real estate projects or our expectation that these loans would be foreclosed on and we
would take possession of the collateral The loan charge-offs primarily related to construction acquisition and

development real estate projects that are not complete and will require additional investment to be completed

Additionally the loan charge-offs were recorded to writedown the loans to the fair value of the collateral less
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estimated costs to sell generally based on fair values from third party appraisals We do not split loans with

partial charge-offs into two legally separate loans Accordingly loans with partial charge-offs remain on

nonaccrual status

We analyze individual loans within the portfolio and make allocations to the allowance for loan losses based

on each individual loans specific factors and other circumstances that impact the collectability of the loan The

population of loans evaluated to be potential impaired loans includes all troubled debt restructures and

specifically identified loans with interest reserves as well as significant individual loans classified as doubtful or

in nonaccrual status At December 31 2009 we had two loans totaling $7.4 million with interest reserves that

based on our analysis were considered impaired One of these loans in the amount of $2.8 million was also

troubled debt restructuring

In situations where loan is determined to be impaired primarily because it is probable that all principal

and interest due according to the terms of the loan agreement will not be collected as scheduled the loan is

excluded from the general reserve calculation described below and is evaluated individually for impairment The

impairment analysis is based on the determination of the most probable source of repayment which is typically

liquidation of the underlying collateral but may also include discounted future cash flows or in rare cases the

market value of the loan itself At December 31 2009 $94.4 million of our loans evaluated individually for

impairment were valued based on collateral while $2.4 million were valued based on discounted future cash

flows

Generally for larger collateral dependent impaired loans current appraisals performed by Company

approved thirdparty appraisers are the basis for estimating the current fair value of the collateral However in

situations where current appraisal is not available management uses the best available information including

recent appraisals for similar properties communications with qualified real estate professionals information

contained in reputable trade publications and other observable market data to estimate the current fair

value The estimated costs to sell the property if not already included in the appraisal are then deducted from the

appraised value to arrive at the net realizable value of the loan used to calculate the loans specific reserve At

December 31 2009 88% of our collateral dependent loan valuations were based on third party appraisals

received in 2009

During 2009 we identified additional loans to be reviewed individually for impairment driven primarily by

the deterioration in the real estate market in South Carolina During this time period we began to experience

increased delinquencies as real estate project and borrower personal cash reserves became increasingly strained

and the underlying projects began to slow significantly At the same time market appraisal assumptions were

declining and therefore fair values were rapidly revised downward These factors contributed to the increase in

impaired loans reviewed individually for impairment and the charge-offs related to such loans during 2009

The following table summarizes the composition of impaired loans by FDIC code at December 31 2009

in thousands

Secured by real estate

Construction land development and other land loans $54501

Farmland

Single-family residential 4829

Multifamily residential 11303

Nonfarm nonresidential 19494

Commercial and industrial 6709

Total impaired loans $96836
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The following table summarizes information relative to impaired loans at the dates and for the periods
indicated in thousands

At and for the years ended
December 31

2009 2008

Impaired loans for which there is related allowance for loan losses

determined in accordance with FASB ASC 310 $11253 $21413
Other impaired loans

85583 16055

Total impaired loans $96836 $37468

Average impaired loans based on simple average of quarter-end balances $82471 $22568
Related allowance for loan losses 5250 4453

We calculate our general allowance by applying our historical loss factors to each sector of the loan

portfolio and adjusting these
percentages for qualitative environmental factors derived from macroeconomic

indicators and other factors The general reserve is then combined with the specific allowance to determine the

total allowance for loan losses Qualitative factors we considered in the determination of the December 31 2009
allowance for loan losses include pervasive factors that generally impact borrowers across the loan portfolio

such as unemployment and consumer price index and factors that have specific implications to particular loan

portfolios such as residential home sales or commercial development Factors evaluated may include changes in

delinquent nonaccrual and troubled debt restructured loan trends trends in risk grades and net loans charged-off
concentrations of credit competition and legal and regulatory requirements trends in the nature and volume of
the loan portfolio national and local economic and business conditions collateral valuations the experience and

depth of lending management lending policies and procedures underwriting standards and practices the quality
of loan review systems and degree of oversight by the Board of Directors peer comparisons and other external

factors

The following table summarizes the allocation of the allowance for loan losses at the dates indicated in
thousands

December31

2009 2008

Allowance for loan losses allocated to

Homogenous loan pools $18829 6148
Loan individually analyzed for impairment 5250 4453
Unallocated

399

Allowance for loan losses $24079 $11000

The shift in the allocation of the allowance for loan losses from 0.95% to 2.31% of gross loans frOm
December 31 2008 to December 31 2009 is due the deterioration in the credit quality of our loan portfolio as

previously described including the impact of the current economic environment Since we charged-off large
portion of the impairments on loans individually aialyzed for impairment the increase in the total allowance for

loan losses was in the component of the allowance attributable to the homogeneous loan pools
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The following table summarizes the allocation of the allowance for loan losses at December 31 2009 by

FDIC code dollars in thousands

Allowance Allowance of loans to

allocation allocation gross loans

Portions of the allowance for loan losses may be allocated for specific loans or portfolio segments

However the entire allowance for loan losses is available for any loan that in managements judgment should

be charged-off While management utilizes the best judgment and information available to it the ultimate

adequacy of the allowance for loan losses depends on variety of factors beyond the Companys control

including the performance of the Companys loan portfolio the economy changes in interest rates and the view

of the regulatory authorities toward loan classifications

In addition to the Companys portfolio review process
various regulatory agencies periodically review the

Companys allowance for loan losses These agencies may require the Company to recognize additions to the

allowance for loan losses based on their judgments and information available to them at the time of their

examinations While the Company uses available information to recognize inherent losses on loans future

adjustments to the allowance for loan losses may be necessary
based on changes in economic conditions and

other factors and the impact of such changes and other factors on our borrowers

Management believes that the allowance for loan losses at December 31 2009 is appropriate and adequate to

cover probable inherent losses in the loan portfolio However underlying assumptions may be impacted in future

periods by changes in economic conditions the impact of regulatory examinations and the discovery of information

with respect to borrowers which was not known to management at the time of the issuance of the Companys

Consolidated Financial Statements Therefore managements assumptions may or may not prove valid Thus there

can be no assurance that loan losses in future periods will not exceed the current allowance for loan losses amount

or that future increases in the allowance for loan losses will not be required Additionally no assurance can be given

that managements ongoing evaluation of the loan portfolio in light of changing economic conditions and other

relevant factors will not require significant future additions to the allowance for loan losses thus adversely

impacting the Companys business financial condition results of operations and cash flows

Deposit Activities

Traditional deposit accounts have historically been the primary source of funds for the Company and

competitive strength of our Company Traditional deposit accounts also provide customer base for the sale of

additional financial products and services and fee income through service charges We set targets for growth in

deposit accounts annually in an effort to increase the number of products per banking relationship Deposits are

attractive sources of funding because of their stability and generally low cost as compared with other funding

sources

Secured by real estate

Construction land development and other land loans 7397

Farmland

Single-family residential 3683

Multifamily residential
609

Nonfarm nonresidential
5363

Commercial and industrial
4853

Obligations of states and political subdivisions of the U.S

General consumer 1216

Credit line
277

Bankcards 680

Others

Total $24079

30.7% 19.8%

15.3 19.6

2.5 3.0

22.3 44.1

20.2 5.9

0.1

5.0 5.5

1.2 0.5

2.8 1.3

0.2

100.0% 100.0%
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The following table summarizes our traditional deposit composition at the dates indicated dollars in

thousands

December 31

2009 2008 2007 2006 2005

%of %of %of %of %of
Total total Total total Total total Total total Total total

Noninterest-bearing

transaction deposit

accounts 142609 11.7% 134465 12.6% 135920 12.8% $134229 13.5% $131854 14.6%
Interest-bearing transaction

deposit accounts 307258 25.3 364315 34.0 387248 36.6 313613 31.5 220472 24.4

Transaction deposit

accounts 449867 37.0 498780 46.6 523168 49.4 447842 45.0 352326 39.0

Money market deposit

accounts 119082 9.8 93746 8.7 118681 11.2 124874 12.6 111380 12.3

Savings deposit accounts 40335 3.3 36623 3.4 34895 3.3 41887 4.2 45360 5.0

Time deposit accounts 605630 49.9 442347 41.3 382859 36.1 379584 38.2 395014 43.7

Total traditional deposit

accounts $1214914 100.0% $1071496 100.0% $1059603 100.0% $994187 100.0% $904080 100.0%

At December 31 2009 traditional deposit accounts as percentage of liabilities were 89.3% compared with

85.3% at December 31 2008 Interest-bearing deposits increased
approximately $135.3 million during the

year
ended December 31 2009 primarily due to time deposit accounts This increase was offset by decrease in

interest-bearing transaction accounts The increase in time deposit accounts during 2009 was primarily the result

of certificate of deposit promotions intended to increase liquidity Traditional deposit accounts continue to be our

primary source of funding and as part of our liquidity plan we are proactively pursuing deposit retention

initiatives with our deposit customers We are also pursuing strategies to increase our transaction deposit
accounts as proportion of our total deposits As result of being adequately-capitalized at December 31 2009
we are restricted by the FDIC from offering an effective yield of more than 75 basis points over the national rates

published by the FDIC on their website on weekly basis

During the fourth quarter of 2009 we conducted targeted deposit growth and retention campaigns related to

maturing certificates of deposits and to attract new deposits such as deposits from health savings accounts These
certificate of deposit campaigns resulted in retaining $25.8 million of balances already in the Bank and generating
new deposits of $5.3 million We are currently conducting similar campaigns in the first quarter of 2010 related to

maturing certificates of deposit and to generate new deposits in products such as individual retirement accounts The
certificate of deposit CD campaigns include CDs with various maturities

ranging from months to 60 months
as well as 20 month and 36 month step-up CDs that allows holders to reset their interest rate once and up to three

times respectively over the life of the CD Through February 25 2010 these campaigns resulted in the retention of

existing CDs and generation of new CDs totaling approximately $122 million However due primarily to maturing
CDs that we were unable to retain through February 25 2010 total traditional deposit accounts and as result our
cash reserves decreased approximately $85 million from December 31 2009 In general CD runoff was expected
as part of our balance sheet management efforts to attract and retain lower priced transaction deposit accounts rather

than paying higher rates on CDs
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The table set forth below summarizes the average balances of interest-bearing traditional deposit accounts

by type and the weighted average rates paid thereon for the periods indicated dollars in thousands

For the years ended December 31

2009 2008 2007

Weighted Weighted Weighted

Average Interest average Average Interest average Average Interest average

balance expense rate paid balance expense rate paid balance expense rate paid

Transaction deposit

accounts 323613 526 0.16% $374382 4966 1.33% $358118 $10152 2.83%

Money market deposit

accounts 108566 602 0.55 105834 1922 1.82 115563 3977 3.44

Savings deposit

accounts 40871 132 0.2 37692 129 0.34 40184 139 0.35

Time deposit accounts 578026 18251 3.16 400516 16677 4.16 360025 15964 4.43

Total interest-bearing

traditional deposit

accounts $1051076 $19511 1.86% $918424 $23694 2.58% $873890 $30232 3.46%

Jumbo Time Deposit Accounts Jumbo time deposit accounts are accounts with balances totaling $100000

or greater at the date indicated Jumbo time deposit accounts totaled 1.8% of total interest-bearing liabilities at

December 31 2009 The following table summarizes our jumbo time deposit accounts by maturity at

December 31 2009 in thousands

Three months or less $138672

Over three months through six months 29136

Over six months through twelve months 38333

Twelve months or less 206141

Over twelve months 57523

Total jumbo time deposit accounts $263664

Jumbo time deposit accounts totaled $180.1 million at December 31 2008 Management believes the increase

in FDIC insurance for deposited funds the volatility in the financial stock markets and targeted promotions

contributed to the increase in jumbo time deposit accounts from December 31 2008 to December 31 2009

In October 2008 the EESA was enacted Among other things the EESA increased FDIC deposit insurance

on most accounts from $100000 to $250000 This increase was originally to be in place until the end of 2009 In

May 2009 this increased coverage was extended through December 31 2013 In addition we are voluntarily

participating in the FDICs TAGP Under this program which in August 2009 was extended through June 30

2010 all noninterest-bearing transaction accounts are fully guaranteed by the FDIC for the entire amount of the

account Coverage under the program is in addition to and separate from the basic coverage
available under the

FDIC general deposit insurance rules We believe participation in the program will enhance our ability to retain

customer deposits

Borrowing Activities

During the year ended December 31 2009 liquidity management was priority Borrowings as percentage

of total liabilities decreased from 14.0% at December 31 2008 to 10.0% at December 31 2009 The decrease was

due to less reliance being placed on such borrowed funding sources as liquidity was provided through growth

experienced in traditional deposit accounts during the period and cash retention of proceeds from loan payments and

maturing securities

70



The following table summarizes our borrowings composition at the dates indicated dollars in thousands

December 312009 December 312008

%of %of
total Total total

11.5%$ 16357 9.3%

________
14.0 27955 15.9

25.5 44312 25.2

79785 45.3

________
74.5 52000 29.5

________
74.5 131785 74.8

_______
100.0% $176097 100.0%

$35785

5335 13240

17295 38171

0.68%

0.61 2.27

$44000

10112 35303

69000 59000

0.46%

0.57 2.29

Retail repurchase agreements

Commercial
paper

Total nontraditional deposit accounts

Other short-term borrowings

Long-term borrowings

Total wholesale funding

Total borrowed funds

Total

15545

19061

34606

101000

101000

$135606

The following table provides further detail with
respect to our borrowings composition at the dates and for

the periods indicated dollars in thousands

At and for the years ended

December 31

2009 2008 2007

15545

23227

29461

0.25%

0.25

19061

24085

27041

0.25%

0.25

$16357

18063

21817
0.25%

1.37

$27955

32415

37487

0.25%

1.11

Retail repurchase agreements

Amount outstanding at year-end

Average amount outstanding during year

Maximum amount outstandingat any month-end

Rate paid at year-end

Weighted average rate paid during the year

Commercial paper

Amount outstanding at year-end

Average amount outstanding during year

Maximum amount outstanding at any month-end

Rate paid at year-end

Weighted average rate paid during the year

Other short-term borrowingsfederalfunds purchased from correspondent

banks

Amount outstanding at year-end

Average amount outstanding during year

Maximum amount outstanding at any month-end

Rate paid at year-end

Weighted average rate paid during the year

Other short-term borrowingsFHLB
Amount outstanding at year-end

Average amount outstanding during year

Maximum amount outstanding at any month-end

Rate paid at year-end

Weighted average rate paid during the year

Long-term borrowingsFHLB
Amount outstanding at year-end

Average amount outstanding during year

Maximum amount outstanding at any month-end

Rate paid at year-end

Weighted average rate paid during the year

$11280

13347

13772

2.63%

4.04

$26326

27295

32667

2.81%

4.07

$18000

3610

18000

4.32%

5.50

$12000

9426

24000

4.56%

5.36

4521

10000

3.83

$101000

68054

101000

2.01%

2.53

$52000

41415

52000

2.90%

2.89

Rates paid are tiered based on level of deposit Rate presented represents the average rate for all tiers offered at

year-end
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Retail Repurchase Agreements We offer retail repurchase agreements as an alternative investment tool to

conventional savings deposits The investor buys an interest in pool of U.S government or agency securities

Funds are swept daily between the customer and the Bank Retail repurchase agreements are securities

transactions not insured deposits

Commercial Paper We offer commercial paper as an alternative investment tool for our commercial

customers Through master note arrangement between the Company and the Bank Palmetto Master Notes are

issued as an alternative investment for commercial sweep accounts These master notes are unsecured but are

backed by the full faith and credit of the Company The commercial paper
is issued only in conjunction with

deposits in the Banks automated sweep accounts While they have not indicated any plans to do the Federal

Reserve as regulator for the Company could require that we discontinue this program

Wholesale Funding Wholesale funding options include federal funds lines from correspondent banks and

FHLB advances Such funding provides us with the ability to access the type of funding needed at the time and

amount needed at market rates This provides us with the flexibility to tailor borrowings to our specific needs

Wholesale funding utilization may be categorized as either other short-term borrowings or long-term borrowings

depending on maturity terms Wholesale short-term borrowings are those having maturities less than one year

when executed Long-term borrowings are those having maturities greater than one year when executed Interest

rates on such borrowings vary
from time to time in response

to general economic conditions

FHLB Borrowings As disclosed in Investment Activities and Lending Activities we pledge investment

securities and loans to collateralize FHLB advances and letters of credit In order to compute lendable collateral

amounts the market value of pledged securities and loans balances is reduced by 10% collateral discount

factor This amount is then adjusted by the institution assigned collateral maintenance level factor Among other

things the collateral maintenance level factor takes into account our collateral credit score determined by the

FHLB During the second quarter of 2009 in recognition of the continuing decrease in the market value of

residential mortgages specifically single-family residential loan collateral and home equity lines of credit the

FHLB revised its collateral value percentages to reflect the overall decline in market values of mortgage loans

and ongoing volatility in the mortgage and credit markets The FHLB has pledged that it will continue to evaluate

collateral discount percentages in relation to current market values of various categories of mortgages and home

equity lines of credit In addition beginning in the second quarter
of 2009 the FHLB required additional

reporting related to residential single-family collateral securing advances and letters of credit Our system

generated report did not contain all of the necessary information Accordingly we were assessed an additional

10% collateral discount on this particular type of collateral The additional 10% collateral discount does not

apply to our home equity lines of credit portfolio At December 31 2009 and 2008 our collateral maintenance

factors from the FHLB were 125% and 100% respectively Cash and cash equivalents if pledged as collateral

are not subject to the 125% collateralization maintenance level In January 2010 we were notified by the FHLB

that it will not allow additional borrowings until our financial condition improves

The following table summarizes FHLB borrowed funds utilization and availability at the dates indicated in

thousands

December 31

2009 2008

Available lendable loan collateral value to serve against FHLB advances and

letters of credit 162014 $159060

Available lendable investment security collateral value to serve against FHLB

advances and letters of credit 26791 37481

Advances and letters of credit

Short-term advances 44000

Long-term advances 101000 52000

Letters of credit 50000 69000

Available lendable collateral value to serve against FHLB advances and letters

of credit
55 31541
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The following table summarizes long-term FHLB borrowings at December 31 2009 dollars in thousands

Our long-term FHLB advances do not have embedded call options

Total

Borrowing balance 5000 12000 19000 30000 30000 5000 $101000

Interest rate 2.57% 2.75% 0.63% 1.34% 2.89% 3.61% 2.01%

Maturity date 3/8/2010 4/2/2010 1/7/2011 1/18/2011 3/7/2011 4/2/2013

The increase in long-term FHLB borrowings during the year ended December 31 2009 was due to the

following additional borrowings during 2009

$30 million that matures on January 18 2011 at fixed rate of 1.34%

$19 million that matures on January 2011 at fixed rate of 0.63%

The FHLB may assess fees and charges to cover costs relating to the receipt holding redelivery and

reassignment of our collateral The FHLB publishes schedule of these fees and charges on its website In

addition the FHLB may assess fees to cover collateral verification reviews performed by or on behalf of the

FHLB Historically any such fees have not been significant

Any FHLB advance with fixed interest rate is subject to prepayment fee in the event of full or partial

repayment prior to maturity or the expiration of any interim interest rate period Historically we have not made

full or partial repayment prior to maturity or the expiration of any interim interest rate period

Federal Reserve Discount Window As disclosed in Lending Activities during the second quarter of 2009
we established borrowing relationship with the Federal Reserve through its Discount Window Through the

Discount Window primary credit is available to generally sound depository institutions on very short-term

basis typically overnight at rate above the Federal Open Market Committee target rate for federal funds All

extensions of credit must be secured to the satisfaction of the lending Federal Reserve by collateral that is

acceptable for that purpose Most performing or investment grade assets held by depository institutions are

acceptable as collateral In order to compute lendable collateral amounts pledged loan unpaid principal balances

are reduced by the applicable collateral discount margin The financial condition of an institution may be

considered when assigning values

As of December 31 2009 our borrowings capacity at the Federal Reserve was secured by blanket lien on

portion of our commercial and consumer loan portfolios Of the $108.8 million of loans pledged at

December 31 2009 $61.2 million was available as lendable collateral We had no outstanding borrowings from

the Federal Reserve at December 31 2009 On October 19 2009 the Federal Reserve implemented its planned

changes to the collateral margins for Discount Window borrowings The amount of borrowing capacity is

calculated by the Federal Reserves internally modeled fair value estimate calculations based on the loan

collateral filings that are submitted by the Company While it has not expressed any intention to do so because

we are no longer well-capitalized our ability to borrow funds from the Discount Window could be restricted by

the Federal Reserve which has broad discretion in regulating such borrowings

Federal Funds Accommodations At December 31 2009 we had access to federal funds funding from

correspondent bank During the year ended December 31 2009 four correspondent banks canceled unused existing

federal funds accommodations for total of $47.5 million and another correspondent bank decreased existing

federal funds accommodation by $15.0 million We had not used these lines of credit and had no plans to do so
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Our remaining federal funds accommodation line is secured by U.S Treasury and federal agencies

securities The following table summarizes our federal funds funding utilization and availability at the dates

indicated in thousands

December 31

2009 2008

Authorized federal funds funding accomodations $5000 67500

Utilized federal funds funding accomodations 35785

Available federal funds funding accomodations $5000 31715

This federal funds funding source may be canceled at any time at the correspondent banks discretion

Capital

At December 31 2009 our Tier leverage ratio and Tier risk-based capital ratios were above the well-

capitalized regulatory minimum threshold of 5% and 6% respectively Our total risk-based capital ratio

however was 8.25% which is below the well-capitalized regulatory minimum threshold of 10% To preserve our

capital we did not pay dividend on our common stock during the second third or fourth quarters
of 2009 As

another means of preserving capital we have reduced our loan portfolio by $118.2 million since December 31

2008 We have also evaluated other capital saving alternatives such as asset sales and reducing outstanding credit

commitments

Based on discussions with the FDIC following its most recent safety and soundness examination of the

Bank in November 2009 the Bank presently expects to receive written agreement from the FDIC some time in

2010 which could require the Bank to take certain actions to address concerns raised in the examination If the

Bank were to receive written agreement and if the Bank were to fail to comply with the requirements in such

written agreement it may be subject to further regulatory action

To raise additional capital we have engaged an investment banking firm and are executing capital plan

that may include issuing common stock preferred stock or combination of both debt or other financing

alternatives that are treated as capital for capital adequacy ratio
purposes at the Bank Currently our plan is to

raise additional capital in the first half of 2010 and we are in active discussion with potential investors however

the Board of Directors has not yet determined the type timing amount or terms of securities to be issued in the

offering and there are no assurances that the offering will be completed

The following table summarizes capital key performance indicators at the dates and for the periods indicated

dollars in thousands except per
share data

At and for the years

ended December 31

2009 2008

Total shareholders equity 75015 $115776

Average shareholders equity 106906 116222

Shareholders equity as percentage of assets 5.22% 8.44%

Average shareholders equity as percentage of average assets 7.47 8.79

Cash dividends per common share 0.06 0.80

Dividend payout ratio n/a 37.89%
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The following table summarizes activity impacting shareholders equity for the period indicated in

thousands

At and for the year

ended December 31 2009

Total shareholders equity beginning of period $115776

Additions to shareholders equity during period

Change in accumulated other comprehensive loss due to

investment securities available for sale 1927

Common stock issued pursuant to stock option plan 106

Common stock issued pursuant to restricted stock plan 253

Compensation expense related to stock option plan 64

Excess tax benefit from equity based awards 133

Total additions to shareholders equity during period 2483
Reductions in shareholders equity during period

Net loss 40085
Change in accumulated other comprehensive loss due to defined

benefit pension plan 2770
Cash dividends declared and paid 389

Total reductions in shareholders equity during period ... 43244

Total shareholders equity end of period 75015

Accumulated Other Comprehensive Loss The following table summarizes the components of

accumulated other comprehensive loss net of tax impact at the dates and for the periods indicated in

thousands

Accumulated other comprehensive income

loss after income tax impact

December 31 2007

Accumulated other comprehensive loss

before income tax impact

Income tax benefit

Accumulated other comprehensive loss

after income tax impact

Accumulated other comprehensive income

loss after income tax impact

December 31 2008

Accumulated other comprehensive income

loss before income tax impact

Income tax expense benefit

Accumulated other comprehensive income

loss after income tax impact

Accumulated other comprehensive income

loss after income tax impact

December 31 2009

Impact of

investment securities

available for sale Total

252 $2738

2201
832

5293
1914

Total impact of

Impact of FASB Impact of defined benefit

ASC 715 curtailment pension plan

$4 116 $1630 $2486

3092 3092
1082 1082

2010 2010

$6126 $1630 $4496

4261 4261
1491 1491

2770 2770

$8896 $1630 $7266

1369 3379

$1621 $6117

3107

1180
1154

311

1927 843

306 $6960
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Dividends The following table summarizes key dividend information at the dates and for the periods

indicated dollars in thousands except per share data

At and for the years

ended December 31

2009 2008

Cash dividends per common share $0.06 0.80

Cash dividends declared and paid
389 5153

Dividend payout ratio n/a% 37.89%

On March 17 2009 our Board of Directors declared cash dividend of $0.06 per share of common stock

with regard to the first quarter
of 2009 For the second third and fourth quarters 2009 the Board of Directors

concluded that no dividend would be declared or paid on our common stock As part of our capital plan the

Board of Directors believes that suspension of the dividend was prudent to preserve our capital and manage long-

term shareholder value Our Board of Directors will continue to evaluate whether or not to pay dividends on

quarterly basis There can be no assurance as to future dividend payments because they are dependent on our

financial condition results of operations and cash flows as well as capital and dividend regulations As result

of being adequately-capitalized at December 31 2009 the Bank is restricted from declaring and paying

dividend on its common stock without prior notification and non-objection from the FDIC

Regulatory Capital Requirements Under regulatory capital requirements reported accumulated other

comprehensive income loss amounts do not increase or decrease regulatory capital and are not included in the

calculation of risk-based capital and leverage ratios The Company and the Bank are required to meet regulatory

capital requirements that currently include several measures of capital

Although our Tier leverage ratio and Tier risk-based capital ratios were above the well-capitalized

regulatory minimum threshold of 5% and 6% respectively at December 31 2009 our total risk-based capital

ratio was 8.25% which was below the well-capitalized regulatory minimum threshold of 10% As result

although we had none at December 31 2008 or since then we may not accept brokered deposits unless waiver

has been granted by the FDIC In addition we are restricted from offering an effective yield of more than 75

basis points over the national rates published weekly by the FDIC on their website Lastly payment of dividend

on the Banks common stock requires prior notification and non-objection from the FDIC Should losses

continue all or portion of our deferred tax asset may be disallowed for purposes of our regulatory capital

calculations Such disallowance may adversely impact our regulatory capital adequacy ratios

Based on discussions with the FDIC following its most recent safety and soundness examination of the

Bank in November 2009 the Bank presently expects to receive written agreement from the FDIC some time in

2010 which could require the Bank to take certain actions to address concerns raised in the examination

including maintaining capital ratios in excess of the minimum thresholds required for bank to be well-

capitalized If the Bank were to receive written agreement and if the Bank were to fail to comply with the

requirements in such written agreement it may be subject to further regulatory action

To raise additional capital we have engaged an investment banking firm and are executing capital plan

that may include issuing common stock preferred stock or combination of both debt or other financing

alternatives that are treated as capital for capital adequacy ratio purposes at the Bank Currently our plan is to

raise additional capital in the first half of 2010 and we are in active discussion with potential investors however

the Board of Directors has not yet determined the type timing amount or terms of securities to be issued in the

offering and there are no assurances that the offering will be completed

See Item Financial Statements and Supplementary Data Note 20 contained herein for disclosures regarding

the Companys and the Banks actual and required regulatory capital requirements and ratios Since December 31

2009 no conditions or events have occurred of which we are aware that have resulted in material change in the

Companys or the Banks category other than as reported in this Annual Report on Form 10-K
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Outstanding Equity On May 19 2009 at the Annual Meeting of Shareholders our shareholders approved

proposed amendment to the Companys Articles of Incorporation to increase the authorized common stock

from 10 million shares to 25 million shares Although we expect to issue common stock as part of our capital

plan at this time the Board of Directors has not made
any decisions about the timing or terms of any potential

common stock issuance

On September 15 2009 at the Special Meeting of Shareholders our shareholders approved proposed

amendment to the Companys Articles of Incorporation to authorize the issuance of up to 2.5 million shares of

preferred stock with such preferences limitations and relative rights within legal limits of the class or one or

more series within the class as are set by the Board of Directors Although we expect to raise capital at this time

the Board of Directors has not made any decisions about whether preferred stock will be issued the timing or the

terms of any potential issuance

Government Financing We did not participate in the U.S Treasurys CPP based on our evaluation of the

merits of the program at that time Currently we are not eligible for CPP funds as application to that program

was closed in 2008 In June we submitted an application to participate in the U.S Treasurys Capital Assistance

Program Upon further consideration we withdrew that application in August 2009

With respect to any potential government assistance programs in the future we will evaluate the merits of

the programs to determine whether it is prudent to participate

Private Trading System On June 26 2009 we implemented Private Trading System on our website

www.palmettobank.com The Private Trading System is passive mechanism created to assist buyers and

sellers in facilitating trades in our common stock On June 30 2009 the Company mailed letter and related

materials to shareholders regarding the Private Trading System and elected to furnish this information as an

exhibit to Current Report on Form 8-K filed with the SEC on July 2009 which can be accessed through the

SECs website www.sec.gov

Governance During 2009 as part of our ongoing self-assessment process management and the Board of

Directors focused on their governance roles and
processes to support healthy corporate culture The Board

performed self-assessment facilitated by an external consultant including comparisons to best practices from

recognized authorities such as the Business Roundtable CalPERS and the national stock exchanges The Board

also reviewed the Companys Articles of Incorporation and Bylaws and updated them to fit the current and future

size structure and business activities of the Company Also during 2009 management refined its performance

evaluation process with more detailed focus on roles and responsibilities and related accountabilities

Derivative Activities

We are required io recognize all derivatives as either assets or liabilities in the balance sheet and measure

those instruments at fair value Changes in the fair value of those derivatives are reported in current earnings or

other comprehensive income depending on the
purpose for which the derivative is held and whether the

derivative qualifies for hedge accounting

We originate certain residential loans with the intention of selling these loans Between the time that we
enter into an interest rate lock commitment to originate residential loan with potential borrower and the time

the closed loan is sold we are subject to variability in market prices related to these commitments We also enter

into forward sale agreements of to be issued loans The commitments to originate residential loans and forward

sales commitments are freestanding derivative instruments and are recorded on the Consolidated Balance Sheet

at fair value They do not qualify for hedge accounting treatment Fair value adjustments are recorded within the

Mortgage-banking financial statement line item of the Consolidated Statements of Income Loss Commitments

to originate conforming loans totaled $7.0 million at December 31 2009 At December 31 2009 these derivative

loan commitments ha1 positive fair values included within the Other assets financial statement line item of the
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Consolidated Balance Sheet totaling approximately $52 thousand and negative fair values included within the

Other liabilities financial statement line item of the Consolidated Balance Sheet totaling approximately $11

thousand resulting in net derivative loan commitment income totaling approximately $41 thousand for the year

ended December 31 2009

Forward sales commitments totaled $10.0 million at December 31 2009 At December 31 2009 forward

sales commitments had positive fair values included within the Other assets financial statement line item of the

Consolidated Balance Sheet totaling $92 thousand and negative fair values included within the Other liabilities

financial statement line item of the Consolidated Balance Sheet totaling approximately $1 thousand resulting in

net forward sales commitment income totaling approximately $91 thousand for the year
ended December 31

2009

At December 31 2008 the fair value of our derivative assets related to derivative loan commitments and

forward loan sales commitments was not material

Liquidity

General

Liquidity measures our ability to meet current and future cash flow needs as they become due The liquidity

of financial institution reflects its ability to accommodate possible outflows in deposit accounts meet loan

requests and commitments maintain reserve requirements pay operating expenses provide funds for dividends

and debt service manage operations on an ongoing basis capitalize on new business opportunities and take

advantage of interest rate market opportunities The ability of financial institution to meet its current financial

obligations is function of its balance sheet structure its ability to liquidate assets and its access to alternative

sources of funds We seek to ensure our funding needs are met by maintaining level of liquid funds through

proactive balance sheet management

Asset liquidity is provided by liquid assets which are readily convertible into cash or pledgeable or which

will mature in the near future Our liquid assets include cash interest-bearing deposits in banks investment

securities available for sale and federal funds sold Liability liquidity is provided by access to funding sources

which include deposits and borrowed funds We may also issue equity securities although our common and

preferred stock are not listed on national exchange or quoted on an over-the-counter service Each of the

Companys sources of liquidity is subject to various factors beyond our control

In June we implemented forward-looking liquidity plan and increased our liquidity monitoring The

liquidity plan includes among other things

Maintaining cash received from loan and security repayments in cash invested at the Federal Reserve

rather than reinvesting the cash in other assets Our cash invested at the Federal Reserve totaled $161.0

million at December 31 2009 Maintaining this liquidity position has reduced our interest income by

approximately $4.4 million when compared with investing the same funds at the average yield of 4.75%

on our investment securities since we are retaining higher level of cash instead of reinvesting this cash

in higher yielding assets However we expect to maintain available cash invested at the Federal Reserve

for the foreseeable future

Proactive customer deposit retention initiatives specific to large deposit customers and our deposit

customers in general In addition during the fourth quarter
of 2009 we conducted targeted deposit

growth and retention campaigns related to maturing certificates of deposits and to attract new deposits

such as health savings accounts The certificate of deposit campaigns resulted in retaining $25.8 million

of balances already in the Bank and generating new deposits of $5.3 million We are currently

conducting similar campaigns in the first quarter of 2010 related to maturing certificates of deposit and

to generate new deposits in products such as individual retirement accounts The CD campaigns include
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CDs with various maturities ranging from months to 60 months as well as 20 month and 36 month

step-up CDs that allows holders to reset their interest rate once and up to three times respectively over

the life of the CD Through February 25 2010 these campaigns resulted in the retention of existing CDs

and generation of new CDs totaling approximately $122 million

Obtaining additional term advances from the FHLB in 2009 aggregating $49 million

Establishing access to the Federal Reserve Discount Window in the second quarter of 2009 for which

we had unused borrowing capacity of $61.2 million at December 31 2009

Securing our remaining correspondent bank line of credit with collateral

Obtaining waiver from the FDIC from paying our prepaid FDIC assessment for 2010 2011 and 2012

which would have required cash payment in December 2009 of $10.6 million

Filing of our 2009 federal income tax retum on an accelerated basis to request payment of our refund

claim totaling approximately $17.5 million resulting from the carryback of our net operating loss to

2004 through 2007 In addition we filed refund claim for $3.5 million of estimated income tax paid

during 2009 of which we received $3.3 million thus far in February 2010 In total these refund claims

represent $20.9 million of income tax refunds receivable at December 31 2009

These measures resulied in an overall improved liqUidity position at December 31 2009 when compared

with that of December 31 2008 However we are monitoring our liquidity carefully given

Restrictions by the FDIC from offering an effective yield of more than 75 basis points over the national

rates published by the FDIC on their website on weekly basis due to not being well-capitalized

Notification by the FHLB in January 2010 that it will not allow additional borrowings until our financial

condition improves

Limited access to federal funds funding from correspondent banks which were reduced during 2009 to

$5 million at December 31 2009

Cash Flow Needs

In the normal course of business we enter into various transactions some of which in accordance with

accounting principles generally accepted in the U.S are not recorded in our Consolidated Balance Sheets These

transactions may involve to varying degrees elements of credit risk and interest rate risk in excess of the

amounts recognized in the Consolidated Balance Sheets if any

Lending Commitments and Standby Letters of Credit Unused lending commitments to customers are not

recorded in our Consolidated Balance Sheets until funds are advanced For commercial customers lending

commitments generally take the form of unused revolving credit arrangements to finance customers working

capital requirements For retail customers lending commitments are generally unused lines of credit secured by

residential property At December 31 2009 unused lending availability totaled $170.2 million

Standby letters of credit are issued for customers in connection with contracts between the customers and

third parties Letters of credit are conditional commitments issued by us to guarantee the performance of

customer to third party The maximum potential amount of undiscounted future payments related to letters of

credit at December 31 2009 was $4.6 million compared with $8.6 million at December 31 2008

Our lending commitments and standby letters of credit do not meet the criteria to be accounted for at fair

value since our commitment letters contained material adverse change clauses Accordingly we account for these

instruments in manner similar to our loans
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We use the same credit policies in making and monitoring commitments as used for loan underwriting

Therefore in general the methodology to determine the reserve for unfunded commitments is inherently similar

to that used to determine the general reserve component of the allowance for loan losses However commitments

have fixed expiration dates and most of our commitments to extend credit have adverse change clauses that allow

the Bank to cancel the commitments based on various factors including deterioration in the creditworthiness of

the borrower Accordingly many of our loan commitments are expected to expire without being drawn upon and

therefore the total commitment amounts do not necessarily represent potential credit exposure The credit reserve

for unfunded commitments at December 31 2009 was $128 thousand and is recorded in the Other liabilities

financial statement line item in the Consolidated Balance Sheet

Derivatives See Derivative Activities included elsewhere in this item for discussion regarding the

Companys off-balance sheet arrangements and commitments related to our derivative loan commitments and

freestanding derivatives

Dividend Obligations The holders of the Companys common stock are entitled to receive dividends

when and if declared by the Companys Board of Directors out of funds legally available for such dividends

The Company is legal entity separate and distinct from the Bank and depends on the payment of dividends from

the Bank The Company and the Bank are subject to regulatory policies and requirements relating to the payment

of dividends including requirements to maintain adequate capital above regulatory minimums The appropriate

federal regulatory authorities are authorized to determine under certain circumstances that the payment of

dividends by bank holding company or bank would be an unsafe or unsound practice and to prohibit payment

of those dividends The appropriate federal regulatory authorities have indicated that banking organizations

should generally pay dividends only out of current income In addition as South Carolina chartered bank the

Bank is subject to legal limitations on the amount of dividends it is permitted to pay

In an effort to retain capital during this period of economic uncertainty the Board of Directors reduced the

quarterly dividend for the first quarter of 2009 For the three month period ended March 31 2009 cash dividends

were declared by the Board of Directors and paid totaling $389 thousand or $0.06 per common share These

dividends equate to dividend payout ratio of 19.51% for the quarter ended March 31 2009 The Board of

Directors suspended the quarterly common stock dividend for the second third and fourth quarters of 2009 The

Board of Directors believes that suspension of the dividend was prudent to protect our capital base In addition

since our total risk-based capital ratio was 8.25% at December 31 2009 which was below the well-capitalized

regulatory minimum threshold of 10% payment of dividend on our common stock requires prior notification

and non-objection from the FDIC Our Board of Directors will continue to evaluate dividend payment

opportunities on quarterly basis There can be no assurance as to when and if future dividends will be

reinstated and at what level because they are dependent on our financial condition results of operations and or

cash flows as well as capital and dividend regulations from the FDIC and others

For the
years

ended December 31 2008 and 2007 cash dividends were declared by the Companys Board of

Directors and paid totaling $5.2 million or $0.80 per common share and $4.9 million or $0.77 per common

share respectively These dividends equate to dividend payout ratios of 37.89% and 30.76% for the same

periods The Companys dividend payout ratio calculates the percentage of income paid to shareholders in the

form of dividends
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Long-Term Contractual Obligations In addition to the contractual commitments and arrangements

previously described the Company enters into other contractual obligations in the ordinary course of business

The following table summarizes these contractual obligations at December 31 2009 in thousands except

obligations for employee benefit plans as these obligations are paid from separately identified assets See Item

Financial Statements and Supplementary Data Note 13 for discussion regarding this employee benefit plan

Over one Over

through three

Less than three through Over five

Other contractual obligations one year years five years years Total

Real property operating lease obligations 1991 3597 $3203 $14272 23063

Time deposit accounts 464910 138278 1241 1201 605630

Long-term borrowings 17000 79000 5000 101000

Total other contractual obligations $483901 $220875 $9444 $15473 $729693

Obligations under noncancelable real property operating lease agreements noted above are payable over

several
years

with the longest obligation expiring in 2029 Option periods that the Company has not yet exercised

are not included in the preceding table

Real property operating lease obligations summarized in the preceding table

Are net of payments to be received under sublease agreement
with third party with regard to the

Companys previous Blackstock Road banking office for which we are contracted under lease

agreement as Lessee This lease is scheduled to expire in 2010

Include obligations with regard to three banking offices that were consolidated during 2008 that are

leased by the Company and currently vacant Two of the leases are scheduled to expire in 2010

Management is considering options with regard to the remaining leased location

Do not include periodic increases in lease payments for the Rock Hill operating building lease and

operating lease for additional office space Lease payment increases are subject to consumer price index

changes Management does not believe that future minimum lease payments relative to these locations

will significantly differ from current obligations at December 31 2009 Therefore current lease

obligations have been used to determine the operating lease obligations in the preceding table

Obligations under these operating lease agreements are payable over several years with the building

lease expiring in 2015 and the additional office space lease expiring in 2011

Do not include the parking leases in downtown Greenville which are paid month-to-month

We relocated our corporate headquarters to downtown Greenville South Carolina during March 2009

During 2007 we executed build-to-suit operating lease agreement in conjunction with our new corporate

headquarters in Greenville County Upon occupancy these lease payments were replaced with those required by

the build-to-suit operating lease agreement dated May 2007

The Company enters into agreements with third parties with respect to the leasing servicing and

maintenance of equipment However because we believe that these agreements are immaterial when considered

individually or in the aggregate with regard to our Consolidated Financial Statements we have not included

such agreements in the preceding contractual obligations table Therefore management believes that

noncompliance with terms of such agreements would not have material impact on our business financial

condition results of operations and cash flows Furthermore as most such commitments are entered into for

12-month period with option extensions long-term obligations beyond 2010 cannot be reasonably estimated at

this time
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Short-Term Contractual and Noncontractual Obligations Annually in conjunction with our budgeting

process capital expenditures are approved for the coming year During the budgeting process for 2010 the Board

of Directors approved $2.5 million in capital expenditures related to technology and facilities Generally

purchase obligations are not made in advance of such purchases although to obtain discounted pricing we may
enter into such arrangements In addition management anticipates that expenditures will be required during 2010

that could not have been expected and therefore were not approved in the budgeting process Funds to fulfill

both budgeted and nonbudgeted commitments will come from our operational cash flows

Although we expect to make capital expenditures in years subsequent to 2010 capital expenditures are

reviewed by management on an annual basis Therefore we have not yet estimated such capital expenditure

obligations for years subsequent to 2010
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Earnings Review

Overview

PALMETTO BANCSHARES INC AND SUBSIDIARY

Consolidated Statements of Income Loss

dollars in thousands except per share data

For the years ended December 31 2009 to 2008 comparison

Dollar Percent

2009 2008 2007 variance variance

Interest income

Interestearnedoncashandcashequivalents 215 106 678 109 102.8%

Dividends paid on FHLB stock 19 189 155 170 89.9
Interest earned on investment securities available for sale 5667 6010 4392 343 5.7
Interest and fees earned on loans 60309 71940 78326 11631 16.2

Total interest income 66210 78245 83551 12035 15.4

Interest expense

Interest paid on deposits 19511 23694 30232 4183 17.7
Interest paid on retail repurchase agreements 58 247 539 189 76.5
Interest paid on commercial paper 60 359 1110 299 83.3
Interest paid on other short-term borrowings 90 1108 704 1018 91.9
Interest paid on long-term borrowings 1720 1198 173 522 43.6

Total interest expense 21439 26606 32758 5167 19.4

Net interest income 44771 51639 50793 6868 13.3

Provision for loan losses 73400 5619 988 67781 1206.3

Net interest income loss after provision for loan

losses 28629 46020 49805 74649 162.2

Noninterest income

Service charges on deposit accounts net 8275 8596 8050 321 3.7
Fees for trust and investment management and brokerage

services 2275 2996 3115 721 24.1
Mortgage-banking 3174 2145 1797 1029 48.0

Automatictellermachine 1389 1234 1049 155 12.6

Investment securities gains 100.0

Other 3587 3926 3368 339 8.6

Total noninterest income 18702 18898 17379 196 1.0

Noninterest expense

Salaries and other personnel 24463 23774 25850 689 2.9

Occupancy 4293 3293 2969 1000 30.4

Furniture and equipment 3407 3823 3685 416 10.9
Loss gain on disposition of premises furniture and

equipment 81 346 83 4150.0
FDIC deposit insurance assessment 3261 786 179 2475 314.9

Mortgage-servicing rights portfolio amortization and

impairment 1271 881 511 390 44.3

Marketing 1114 1576 1410 462 29.3
Real estate acquired in settlement of loans writedowns and

expenses 3233 516 164 2717 526.6

Other 11163 9208 7656 1955 21.2

Total noninterest expense 52286 43855 42770 8431 19.2

Net income loss before provision benefit for

income taxes 62213 21063 24414 83276 395.4

Provision benefit for income taxes 22128 7464 8399 29592 396.5

Net income loss 40085 13599 16015 $53684 394.8%

Common and per share data

Netincomelossbasic 6.21 2.11 2.51 8.32 394.3%
Net income lossdiluted 6.21 2.09 2.47 8.30 397.1
Cash dividends 0.06 0.80 0.77 0.74 92.5
Bookvalue 11.55 17.96 17.17 6.41 35.7

Weighted average common shares outstandingbasic 6449754 6438071 6390858
Weighted average common shares outstandingdiluted 6449754 6519849 6477663
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Summary

Historically our earnings were driven primarily by high net interest margin resulting from higher yielding

commercial real estate and construction loans which allowed for higher expense base related primarily to

personnel and facilities However given the narrowing of our net interest margin due to the reduction of 500 to

525 basis points in interest rates by the Federal Reserve in 2007 and 2008 we have become much more focused

on increasing our noninterest income and managing expenses In addition we are realigning our lending focus to

non-real estate portfolio segments To accelerate efforts to improve earnings above what we have already done

we have also engaged two strategic consulting firms in the first quarter of 2010 which specialize in assessment of

banking products and services revenue enhancements and efficiency reviews

One of the components of our Strategic Project Plan is an earnings plan that is focused on earnings

improvement through combination of revenue increases and expense reductions In summary to date

With respect to revenue increases we have implemented risk-based loan pricing and interest rate floors

on renewed and new loans meeting certain criteria and are evaluating other noninterest sources of

income At December 31 2009 loans aggregating $190.9 million have interest rate floors of which

$156.3 million had floors greater than or equal to 5%

Regarding expense reductions in light of the current low interest rate environment we have reduced the

interest rates paid on our deposits including the rates on our CD campaigns in December 2009 and into

2010

In addition we identified over $2.3 million of specific noninterest
expense

reductions to be realized in

2009 and into 2010 and are continuing to review other expense areas for additional reductions These

expense
reductions will be partially offset by the higher level of credit-related costs incurred due to

legal consulting and carrying costs related to our higher level of nonperforming assets

We expect additional increases in revenues and decreases in expenses in 2010 as we continue execution of

our earnings plan We have begun critically evaluating each of our businesses to determine their contribution to

our financial performance and their relative risk/return relationship This could result in refinement or sale of

certain businesses

Net Interest income

General Net interest income is the difference between interest income earned on interest-earning assets

primarily loans and investment securities and interest expense paid on interest-bearing deposits and other

interest-bearing liabilities This measure represents the largest component of income for us The net interest

margin measures how effectively we manage the difference between the interest income earned on interest-

earning assets and the interest expense paid for funds to support those assets Changes in interest rates earned on

interest-earning assets and interest rates paid on interest-bearing liabilities the rate of growth of the interest-

earning assets and interest-bearing liabilities base the ratio of interest-earning assets to interest-bearing

liabilities and the management of interest rate sensitivity factor into fluctuations within net interest income

Net interest income totaled $44.8 million for year ended December 31 2009 compared with $51.6 million

for the year ended December 31 2008 Overall interest income has been negatively impacted by the reduction in

interest rates by the Federal Reserve by 500 to 525 basis points throughout 2007 and 2008

In addition to the impact of changes due to volume and rate as summarized below in Rate Volume

Analysis net interest income for the period was negatively impacted by the impact of loans placed in nonaccrual

status during the period foregone interest on nonaccrual loans in 2009 totaled $5.9 million

The net interest margin was also negatively impacted by retaining higher level of cash at the Federal

Reserve primarily from loan and security repayments for which we earn 25 basis points yield Maintaining
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this liquidity position has reduced our interest income by approximately $4.4 million when compared with

investing these funds at the average yield of 4.75% on our investment securities because we are retaining

higher level of cash instead of reinvesting this cash in higher yielding assets However we expect to maintain

this liquidity position for the foreseeable future notwithstanding the negative impact our interest income Once

the banking industry returns to more stable operating environment and we raise additional capital our plan is to

reinvest these cash reserves into higher yielding assets which should significantly improve our net interest

margin

Given the reduction in interest rates by the Federal Reserve the Company is experiencing narrower net

interest margin In response we have refined the type of loan and deposit products we prefer to pursue taking into

consideration the yields earned and rates paid and are exercising more discipline in our loan and deposit interest rate

levels We have also implemented interest rate floors on loans At December 31 2009 loans aggregating $190.9

million have interest rate floors of which $156.3 million had floors greater than or equal to 5%

During the second half of 2008 and continuing through 2009 the financial markets experienced significant

volatility resulting from the continued fallout of subprime lending and the global liquidity crisis multitude of

government initiatives along with interest rate cuts by the Federal Reserve have been designed to improve

liquidity for the distressed financial markets and stabilize the banking system The relationship between declining

interest-earning asset yields and more slowly declining interest-bearing liability costs has caused and may
continue to cause net interest margin compression Net interest margin compression may also continue to be

impacted by continued deterioration of assets resulting in further interest income adjustments
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Average Balance Sheets and Net Interest Income/Margin Analysis The following table summarizes our

average balance sheets and net interest income/margin analysis for the periods indicated dollars in thousands Our

interest yield earned on interest-earning assets and interest rate paid on interest-bearing liabilities shown in the table

are derived by dividing interest income and expense by the average balances of interest-earning assets or interest-

bearing liabilities respectively The following table does not include tax-equivalent adjustment to net interest

income for interest-earning assets earning tax-exempt income to comparable yield on taxable basis

For the years ended December 31

20082009

Average Income Yield Average Income Yield Average
balance expense rate balance expense rate balance

70693 4027 5.70

9365 106 1.13%$ 18273

5640 189 3.35 2724

71778 4204 5.86

51773 1806 3.49

1111436 71940 6.47

1249992 78245 6.26

54330

50427

987707

1113461

23022

16831
28931

25915

7611
24704

26370

8344
24835

Assets

Interest-earnings assets

Cash and cash equivalents 96546 215 0.22%

FHLB stock 6363 19 0.30

Investment securities available for sale

taxable

Investment securities available for sale

nontaxable 48545 1640 3.38

Loans 1130809 60309 5.33

Total interest-earning assets 1352956 66210 4.89

Noninterest-earning assets

Cash and cash equivalents

Allowance for loan losses

Premises and equipment net

Premises held for sale 339 1651

Goodwill net 3688 3688 3688

Accrued interest receivable 4934 6012 6049

Real estate acquired in settlement of

loans 14887 7563 3063

Other 18345 10627 13728

Total noninterest-earning assets 77315 72549 69389

Total assets $1430271 $1322541 $1182850

Liabilities and Shareholders Equity

Liabilities

Interest-bearing liabilities

Transaction deposit accounts 323613 526 0.16% 374382 358118

Money market deposit accounts 108566 602 0.55 105834 115563

Savings deposit accounts 40871 132 0.32 37692 40184

Time deposit accounts 578026 18251 3.16 400516 360025

Total interest-bearing deposits 1051076 19511 1.86 918424 873890

Retail repurchase agreements 23227 58 0.25 18063 13347

Commercial paper Master notes 24085 60 0.25 32415 27295

Othershort-termborrowings 15447 90 0.58 48543 13036

Long-term borrowings 68054 1720 2.53 41415 4521

Total interest-bearing liabilities 1181889 21439 1.81 1058860 932089

Noninterest-bearing liabilities

Noninterest-bearing deposits 134138 138373 135783

Accrued interest payable 2217 2309 2496

Other 5121 6777 5867

Total noninterest-bearing

liabilities 141476 147459 144146

Total liabilities 1323365 1206319 1076235

Shareholders equity 106906 116222 106615

Total liabilities and shareholders

equity $1430271 $1322541 $1182850

NET INTEREST INCOME/NET YIELD

ON INTEREST-EARNING
ASSETS

The average balances for investment securities include the applicable unrealized gain or loss recorded for available for sale

securities

Calculated including mortgage loans held for sale excluding the allowance for loan losses Nonaccrual loans are included in average

balances for yield computations The impact of foregone interest income as result of loans on nonaccrual was not considered in the

above analysis All loans and deposits are domestic

2007

Incomef

expense

678

155

2592

1800

78326

83551

$10152

3977
139

15964

30232
539

1110

704

173

32758

$50793

Yield
rate

3.71%

5.69

4.77

3.57

7.93

7.50

2.83%

3.44

0.35

4.43

3.46

4.04

4.07

5.40

3.83

3.51

4.56%

4966

1922

129

16677

23694

247

359

1108

1198

26606

1.33%

1.82

0.34

4.16

2.58

1.37

1.11

2.28

2.89

2.51

$44771 3.31% $51639 4.13%
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Federal Reserve Rate Influences The Federal Reserve influences the general market rates of interest

earned on interest-earning assets and interest paid on interest-bearing liabilities The following table summarizes

the actions taken by the Federal Reserve with regard to the prime interest rate and the federal funds interest rate

from December 31 2006 through December 31 2009

Rate at December 31 2006

Changes in rate

September 18 2007

October 31 2007

December 11 2007

Total changes in rate

Rate at December 31 2007

Changes in rate

January 22 2008

January 30 2008

March 18 2008

April 30 2008

October 2008

October 29 2008

December 16 2008

Total changes in rate

Rate at December 31 2008

Changes in rate

Prime rate

Change Balance

0.75

0.50

0.75

0.25

0.50

0.50

0.75-1.00

Federal funds rate

Change Balance

0.50%

0.25

0.25

0.75

0.50

0.75

0.25

0.50

0.50

0.75-1.00

0.50%

0.25

0.25

8.25%

1.00

7.25

4.00-4.25

3.00-3.25

3.00-3.25%

5.25%

1.00

4.25

4.00-4.25

0.00-0.25

0.00-0.25%Rate at December 31 2009
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Rate/Volume Analysis The following rate volume analysis summarizes the dollar amount of changes in

interest income and interest expense attributable to changes in volume and the amount attributable to changes in

rate when comparing the periods indicated in thousands The impact of the combination of rate and volume

change has been divided proportionately between the rate change and volume change

For the year ended

December 31 2009 compared
with the year ended

December 31 2008

Change in Change in Total

volume rate change

Assets

Interest-earnings assets

Cash and cash equivalents
119 10 109

FHLB stock 28 198 170
Investment securities available for sale 207 136 343
Loans 1278 12909 11631

Total interest income 1218 $13253 $12035

Liabilities and Shareholders Equity

Interest-bearing liabilities

Transaction deposit accounts 594 3846 4440
Money market deposit accounts 51 1371 1320
Savings deposit accounts

Time deposit accounts 3462 1888 1574

Total interest paid on deposits 2927 7110 4183

Retail repurchase agreements
102 291 189

Commercial paper 74 225 299
Other short-term borrowings 486 532 1018

Long-term borrowings
650 128 522

Total interest expense 3119 8286 5167

Net interest income $1901 4967 6868
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For the year ended

December 312008 compared
with the year ended

December 312007

Change in Change in Total

volume rate change

Assets

Interest-earnings assets

Cash and cash equivalents 236 336 572
FHLB stock 55 21 34

Investment securities available for sale1 855 763 1618

Loans 13672 20058 6386

Total interest income $14346 $19652 $5306
Liabilities and Shareholders Equity

Interest-bearing liabilities

Transaction deposit accounts 484 5670 $5186

Money market deposit accounts 311 1744 2055
Savings deposit accounts 10
Time deposit accounts 1557 844 713

Total interest paid on deposits 1721 8259 6538

Retail repurchase agreements 334 626 292
Commercial paper 261 1013 752
Other short-term borrowings 514 109 405

Long-term borrowings 1056 31 1025

Total interest expense 3886 $10038 $6152

Net interest income $10460 9614 846

The
average

balances for investment securities include the applicable unrealized gain loss recorded for

investment securities available for sale

Calculated including mortgage loans held for sale excluding the allowance for loan losses Nonaccrual

loans are included in average balances for yield computations The impact of foregone interest income as

result of loans on nonaccrual was not considered in the above analysis All loans and deposits are domestic

Absent the significant impact of impaired loans during 2009 the change due to rate for the year ended

December 31 2009 compared with the year ended December 31 2008 and the change due to volume relative to

loans was -$2.7 million and the change due to rate was -$8.9 million respectively

Provision for Loan Losses

Provision for loan losses increased from $5.6 million during the year ended December 31 2008 to $73.4

million for the year ended December 31 2009 See Financial ConditionLending Activities included elsewhere in

this item for discussion regarding our accounting policies related to factors impacting and methodology for

analyzing the adequacy of our allowance for loan losses and therefore our provision for loan losses
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Noninterest income

General The following table summarizes the components of noninterest income for the periods indicated

in thousands

For the years ended

December 31

2009 2008 2007

Service charges on deposit accounts net 8275 8596 8050

Fees for trust and investment management and brokerage services 2275 2996 3115

Mortgage-banking 3174 2145 1797

Automatic teller machine 1389 1234 1049

Investment securities gains

Other 3587 3926 3368

Total noninterest income $18702 $18898 $17379

Service Charges on Deposit Accounts Net Net service charges on deposit accounts comprise significant

component of nôninterest income totaling 1.8% of average
transaction deposit accounts for the year ended

December 31 2009 compared with 1.7% of average transaction deposit accounts for the year ended

December 31 2008

In
response to competition to retain deposits institutions in the financial services industry have increasingly

been providing services for free in an effort to lure deposits away from competitors and retain existing balances

Services that were initially developed as fee income opportunities such as Internet banking antI bill payment

service are now provided to customers free of charge Consequently opportunities to earn additional income

from service charges for such services have been more limited In addition recent focus on the level of deposit

service charges within the banking industry by the media and the U.S Government may result in future

legislation limiting the amount and type of services charges within the banking industry New regulations to be

effective in 2010 may result in reductions in deposit-related service charges Accordingly we are monitoring the

regulations closely and evaluating alternative products that may offset reductions due to any required regulatory

changes

Fees for Trust and Investment Management and Brokerage Services The following table summarizes the

composition of fees for trust and investment management and brokerage services for the periods indicated in

thousands

For the years ended

December 31

2009 2008 2007

Fees for trust and investment management services $1764 $2311 $2446

Fees for brokerage services 511 685 669

Total fees for trust and investment management and brokerage

services $2275 $2996 $3115

Fees for trust and investment management and brokerage services for the year ended December 31 2009

decreased $721 thousand or 24.1% to $2.3 million from $3.0 million for the year ended December 31 2008

primarily as result of the overall decrease in the market values of securities held in trust accounts which had

material impact in the calculation and realization of trust fees Fees for brokerage services are primarily

transaction-based As such the decrease in these fees was primarily due to the decline in brokerage transaction

activity over the periods presented
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The following table summarizes trust and investment management and brokerage assets under management
which are not included in our Consolidated Balance Sheets at the dates indicated in thousands

For the years ended

December 31

2009 2008 2007

Trust and investment management assets $237771 $214389 $312503

Brokerage assets 181469 167923 207336

Total trust and investment management and brokerage

assets $419240 $382312 $519839

Mortgage-Banking Most of the residential mortgage loans that we originate are sold in the secondary

market Normally we retain the servicing rights Mortgage loans serviced for the benefit of others amounted to

$426.6 million and $377.3 million at December 31 2009 and December 31 2008 respectively and are not

included in our Consolidated Balance Sheets

The following table summarizes the components of mortgage-banking income for the periods indicated

dollars in thousands

For the years ended

December 31

2009 2008 2007

Mortgage-servicing fees 974 901 834

Gain on sale of mortgage loans held for sale 1728 994 796

Derivative loan commitment income 41

Forward sales commitment income 91

Other 340 250 167

Total mortgage-banking income $3174 $2145 $1797

Mortgage-servicing fees as percentage of average mortgage loans

serviced for the benefit of others 0.24% 0.25% 0.25%

Mortgage banking income increased $1.0 million or 48.0% from December 31 2008 to December 31
2009 primarily due to increased gains on sales of mortgage loans combined with net gain on derivative loan

and forward sales commitments for the year ended December 31 2009 compared with the year ended

December 31 2008

Gains on sale of mortgage loans held for sale increased over the periods presented primarily due to an

increase in the volume of refinancings resulting from the low interest rate environment during 2009

Commitments to originate conforming loans are accounted for at fair value with the change in fair value

recorded in earnings The net change in derivative loan commitment fair values during the
year ended

December 31 2009 totaled $41 thousand

Forward sales commitments are accounted for at fair value with the change in fair value recorded in

earnings The net change in forward sales commitment fair values during the year ended December 31 2009

totaled $91 thousand

Automatic Teller Machine Automatic teller machine income increased $155 thousand or 12.6% during

the year ended December 31 2009 over the year ended December 31 2008 Prior to 2009 we were on

surcharge free network We did not participate in this program in 2009
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Other Other nonjnterest income decreased $339 thousand or 8.6% from December 31 2008 to

December 31 2009 The $71 thousand increase in Debit card income the largest component of Other noninterest

income over the same period was offset by the following decreases

Included within Other noninterest income for the year ended December 31 2008 was pretax first quarter

gain of approximately $226 thousand resulting from the mandatory redemption of the Companys Class Visa

Inc shares as part of Visas initial public offering We continue to own 8386 shares of Visa Class shares that

are convertible into Class shares The amount of Class shares the Company could realize upon conversion of

our remaining Class shares may change depending upon whether additional amounts of money need to be

reserved by Visa to settle outstanding litigation The Class shares carry three-year lock-up provision and may

not be converted or redeemed during that period We obtained our ownership of Visa shares and resulting

proportionate share of the Visa litigation settlement by being long-time Visa member Our ownership

proportion is based upon our percentage of total fees paid to Visa over this period

Included within Other noninterest income for the year ended December 31 2007 was pretax third quarter

gain of approximately $487 thousand resulting from our sale of our MasterCard stock During the third quarter of

2007 the Bank converted our shares of Class common stock on one-for-one basis into shares of Class

common stock for subsequent sale to public investors

Non inte rest Expense

General The earnings component of our Strategic Project Plan includes keen focus on expense

management As part of our earnings plan to improve our overall financial performance we identified over $2.3

million of specific noninterest expense reductions to be realized in 2009 and into 2010 and are continuing to

review other expense areas for additional reductions Examples include freezing employee salaries effective

May 2009 eliminating the remaining officer cash incentive plan awards under the corporate incentive plan for

2009 reducing our Saturday banking hours from 200 p.m to noon effective September 2009 reducing

corporate contributions to not-for-profit organizations reducing marketing expenses and overall savings

resulting from implementing more advanced technology These expense
reductions will be partially offset by the

higher level of credit-related costs incurred due to legal consulting and carrying costs related to our higher level

of nonperforming assets We continue to review other expense areas for additional reduction opportunities

including assistance in the first quarter 2010 from consulting firm that specializes in efficiency reviews and

expense
reductions

The following table summarizes the components of noninterest expense for the periods indicated in

thousands

For the years ended

December 31

2009 2008 2007

Salaries and other personnel $24463 $23774 $25850

Occupancy 4293 3293 2969

Furniture and equipment 3407 3823 3685

Loss gain on disposition of premises furniture and equipment 81 346

FDIC deposit insurance assessment 3261 786 179

Mortgage-servicing rights portfolio amortization and impairment 1271 881 511

Marketing 1114 1576 1410

Real estate acquired in settlement of loans writedowns and expenses 3233 516 164

Other 11163 9208 7656

Total noninterest expense $52286 $43855 $42770
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Salaries and Other Personnel Comprising 46.8% of total noninterest expense during the year ended

December 31 2009 and 54.2% of total noninterest expense during the year ended December 31 2008 salaries

and other personnel expense increased by $689 thousand or 2.9% over the same periods This increase was

primarily result of an increase in pension expense over the periods presented offset by the freezing of employee
salaries effective May 2009 elimination of the remaining officer cash incentive plan awards under corporate
incentive plan for 2009 the reduction of our Saturday banking hours from 200 p.m to noon effective

September 2009 and decrease in full-time equivalent employees from 415 at December 31 2008 to 413 at

December 31 2009

For comparative purposes the following table summarizes nonrecurring transactions in 2007 all of which

were disclosed in our Annual Report on Form 10-K for the year ended December 31 2007 which represented the

majority of the fluctuation in salaries and other personnel expense for the year ended December 31 2007 when

compared with the
years ended December 31 2008 and 2009 in thousands

For the years ended

December 31

2009 2008 2007

Cash surrender value of life insurance income 901

401k error conthbution
expense 1583

Pension income expense 749 603 652

$749 $1334

We use split-dollar life insurance arrangements to provide retirement and death benefits to key employees
The amount that could be realized under the insurance contract is reported as an asset Prior to 2008 we recorded

the amount that could be realized under the insurance contract as expense in the Consolidated Statement of

Income Loss During 2007 we recorded cash surrender value of approximately $900 thousand in the Other

assets financial statement line item on the Consolidated Balance Sheets with an offsetting entry to income as
these amounts had been expensed since the agreements inception with regard to these policies

During 2007 in conjunction with the audit of our 401k Plan an administrative error was discovered that

had resulted in participants being denied the opportunity to fully defer the appropriate amount of compensation
under the plan During the third and fourth quarters of 2007 we calculated and accrued the denied deferral

amount and the resulting employer match including missed earnings totaling $1.6 million through December 31
2007 These amounts were recorded within the Salaries and other personnel expense financial statement line item

of the Consolidated Statements of Income Loss for the year ended December 31 2007

During the fourth quarter of 2007 we notified employees that effective 2008 we would cease accruing

pension benefits for employees with regard to our n4ncontributory defined benefit pension plan Although no

previously accrued benefits were lost employees can no longer accrue benefits for service subsequent to 2007
See Item Financial Statements and Supplementary Data Note 13 for discussion regarding the expense

components for our defined benefit pension plan at and for the periods indicated

Occupancy Occupancy expense increased $1.0 million or 30.4% for the
year ended December 31 2009

over 2008 primarily as result of the impact of the new corporate headquarters Occupancy expense for the
year

ended December 31 2009 included 9.5 monthly payments under the lease
agreement for the new headquarters

This increase was offset by the impact of
expenses associated with banking offices previously consolidated or

relocated that have not yet been subleased or sold no longer being recorded within this financial statement line

item but rather being recorded as branch closure expense within the Other noninterest
expense financial

statement line item of the Consolidated Statements of Income Loss
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Loss on Disposition of Premises Furniture and Equipment We booked loss on disposition of premises

furniture and equipment for the year
ended December 31 2009 primarily associated with the write off of the

temporary
downtown Greenville banking office During the year ended December 31 2007 we wrote off $346

thousand in leasehold improvements and equipment in conjunction with the demolition of our previous

downtown Greenville banking office

FDIC Deposit Insurance Assessment FDIC insurance premiums increased $2.5 million during the year

ended December 31 2009 over 2008 due to the FDICs industry-wide special assessment and due to higher

general assessment rates during the year ended December 31 2009 compared with the year
ended December 31

2008 The increase in the general assessment was the result of change in the FDIC assessment matrix the

increase in our deposit base on which the assessment is calculated over the periods presented and an increase due

to our total risk-based capital ratio falling into the adequately-capitalized category during the year As result of

these factors our general assessment during the year ended December 31 2009 was $1.8 million higher than that

of the year ended 2008 Also during 2008 we fully utilized one-time assessment credits from 2006

Also during the year
ended December 31 2009 we paid an incremental $682 thousand of increased FDIC

premiums due to the industry-wide special assessment by the FDIC to bolster the FDIC insurance fund The

FDIC imposed basis point special assessment on assets less Tier capital with cap
of 10 basis points times

deposits This incremental special assessment was paid to the FDIC at the end of the third quarter of 2009

In September 2009 the FDIC adopted Notice of Proposed Rulemaking to require insured financial

institutions to prepay
their estimated quarterly risk-based assessments for the fourth quarter of 2009 and for

2010 2011 and 2012 Unlike special assessments prepaid assessments will not immediately impact earnings We

applied for and received an exemption to the prepayment assessment The FDIC Board of Directors also voted to

adopt uniform three-basis point increase in assessment rates effective on January 2011

Mortgage-servicing Rights Portfolio Amortization and Impairment Amortization and impairment of the

mortgage-servicing rights portfolio increased $390 thousand or 44.3% over the years presented During 2007

and 2008 the Federal Reserve decreased rates by 500 to 525 basis points This decline in interest rates has

resulted in an increase in loan prepayments and therefore has increased amortization within the mortgage-

servicing rights portfolio

Marketing Marketing expense
decreased $462 thousand or 29.3% over the years presented primarily due

to concerted effort to reduce discretionary expenditures

Real Estate Acquired in Settlement of Loans Writedowns and Expenses Real estate acquired in settlement

of loans writedowns and expenses
increased $2.7 million from 2008 to 2009 primarily due to the receipt of an

updated third party appraisal in 2009 on one particular property which resulted in writedown of $1.3 million

Additional writedowns are charged against income if necessary as result of regular reviews of fair value of

real estate acquired in settlement of loan properties Of the total subsequent writedowns recorded in 2009 71

related to two properties

Other Other noninterest expense
increased by $2.0 million or 21.2% to $11.2 million during the year

ended December 31 2009 from $9.2 million during the year ended December 31 2008 In large part this

increase was the result of increased credit-related costs and expenses
associated with the execution of the

Strategic Project Plan and problem loan resolution consulting assistance

In addition branch closure expenses increased $467 thousand for the year ended December 31 2009 over

the year
ended December 31 2008 due to expenses associated with banking offices previously consolidated or

relocated that have not yet been subleased or sold

Based on our other-than-temporary impairment analysis as of December 31 2009 we concluded that one

security had other-than-temporary impairment related to credit losses of $49 thousand during 2009
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Also included within this financial statement line item is the 2009 provision for unfunded commitments of

$128 thousand

Provision Benefit for Income Taxes

As result of our pretax net loss of approximately $62.2 million for the
year ended December 31 2009 we

recognized an income tax benefit of approximately $22.1 million for the period During the year ended

December 31 2008 we recognized income tax expense of $7.5 million on pretax net income of $21.1 million

Our effective tax rate was 35.6% for the
year ended December 31 2009 and 35.4% for the year ended

December 31 2008

Deferred tax assets represent the future tax benefit of deductible differences If it is more likely than not that

deferred tax asset will not be realized valuation allowance is required to reduce the recorded value to net

realizable value During 2009 the Internal Revenue Service extended the net operating loss carryback period
from two years to five years As of December 31 2009 managements analysis concluded that it is more likely

than not that all of our net deferred income tax assets will be realizable based on available net operating loss

carrybacks refundable from income taxes previously paid As result no valuation allowance was recorded at

December 31 2009 In future periods the realization of our deferred tax assets may also depend on the existence

of sufficient taxable income available under tax law including future reversals of existing temporary differences

future taxable income exclusive of reversing differences taxable income in prior carryback years projections of

taxable income in future years and tax planning strategies The Company has carryback capacity in 2010 to

recapture $7.9 million of taxes paid in 2008

Most of the $5.2 million increase in the net deferred asset during 2009 relates to the change in the allowance

for loan losses For federal income tax purposes no deduction is allowed for the Companys provision for loan

losses in excess of net loan charge-offs Consequently the increase in the allowance for loan losses during 2009
resulted in $4.6 million increase in the net deferred tax asset with corresponding increase in income tax
benefit

Recently Issued/Adopted Accounting Pronouncements

See Item Financial Statements and
Supplementary Data Note for discussion regarding recently issued

and recently adopted accounting pronouncements and their expected impact on our business financial condition
results of operations and cash flows

Impact of Inflation and Changing Prices

The Consolidated Financial Statements contained in Item of this document and related data have been

prepared in accordance with GAAP which require the measurement of financial position and operating results in

terms of historical dollars without considering changes in the relative purchasing power of money over time

because of inflation

Unlike most industrial companies virtually all of the assets and liabilities of financial institution are

monetary As result interest rates have more significant impact on financial institutions performance than

the impact of general levels of inflation Interest rates do not necessarily move in the same direction or in the

same magnitude as the price of goods and services since such prices are impacted by inflation We are committed

to continuing to actively manage the gap between our interest-sensitive assets and interest-sensitive liabilities
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ITEM 7A QUANTITATIVE AND QUALiTATIVE DISCLOSURES ABOUT MARKET RISK

Market risk refers to the risk of loss arising from adverse changes in interest rates foreign currency

exchange rates commodity prices and other relevant market rates and prices such as equity prices Due to the

nature of our operations we are primarily exposed to interest rate risk and liquidity risk

Interest rate risk within our Consolidated Balance Sheets consists of reprice option and basis risks Reprice

risk results from differences in the maturity or repricing of asset and liability portfolios Option risk arises from

embedded options present in many financial instruments such as loan prepayment options deposit early

withdrawal options and interest rate options These options allow customers opportunities to benefit when

market interest rates change which typically results in higher expense or lower income for us Basis risk refers to

the potential for changes in the underlying relationship between market rates and indices which subsequently

result in narrowing of the profit spread on an interest-earning asset or interest-bearing liability Basis risk is

also present in administered rate liabilities such as savings accounts negotiable order of withdrawal accounts

and money market accounts with respect to which historical pricing relationships to market rates may change due

to the level or directional change in market interest rates

We seek to avoid fluctuations in our net interest margin and to maximize net interest income within

acceptable levels of risk through periods of changing interest rates Accordingly our Asset and Liability

Committee monitors our interest rate sensitivity and liquidity on an ongoing basis Our Asset and Liability

Committee oversees market risk management and establishes risk measures limits and policy guidelines for

managing the amount of interest rate risk and its impact on net interest income and capital The committee uses

variety of measures to gain comprehensive view of the magnitude of interest rate risk the distribution of risk

the level of risk over time and the exposure to changes in certain interest rate relationships

We utilize simulation model as the primary quantitative tool in measuring the amount of interest rate risk

associated with changing market rates The model measures the impact on net interest income relative to base

case scenario of hypothetical fluctuations in interest rates over the coming 12 month period These simulations

incorporate assumptions regarding balance sheet growth and mix pricing and the repricing and maturity

characteristics of the existing and projected Consolidated Balance Sheet Other interest rate related risks such as

prepayment basis and option risk are also considered in the model

The Asset and Liability Committee continuously monitors and manages the balance between interest rate-

sensitive assets and liabilities The objective is to manage the impact of fluctuating market rates on net interest

income within acceptable levels In order to meet this objective and mitigate potential market risk management

may lengthen or shorten the duration of assets or liabilities

The following table summarizes as of December 31 2009 the forecasted impact on net interest income

using base case scenario given upward and downward movement in interest rates of 100 basis points and 200

basis points based on forecasted assumptions of nominal interest rates and deposit and loan repricing rates

Estimates are based on historical interest rate cycles and other factors deemed to be relevant However

underlying assumptions may be impacted in future periods which were not known to management at the time of

the issuance of the Consolidated Financial Statements Therefore managements assumptions may or may not

prove
valid No assurance can be given that changing economic conditions and other relevant factors impacting

our net interest income will not cause actual occurrences to differ from underlying assumptions

Percentage change in net

Interest rate scenario interest income from base

Up 200 basis points
0.30%

Up 100 basis points
0.13

Down 100 basis points
2.14

Down 200 basis points
3.00

The rising and falling 100 and 200 basis point interest rate scenarios assume gradual change in interest

rates along the entire yield curve over twelve month time frame
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There are material limitations with the model presented above which include but are not limited to

The model presents the balance sheet in static position However when assets and liabilities mature or

reprice they do not necessarily keep the same characteristics

The computation of prospective impacts of hypothetical interest rate changes are based on numerous

assumptions and should not be relied upon as indicative of actual results

The computations do not contemplate any additional actions we could undertake in response to changes
in interest rates
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ITEM FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

MANAGEMENTS REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Management of Palmetto Bancshares Inc is responsible for establishing and maintaining adequate internal

control over financial reporting as defined in Rule 3a- 15f of the Securities Exchange Act of 1934 as amended

the Exchange Act The Corporations internal control over financial reporting is
process designed to provide

reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements

for external purposes in accordance with accounting principles generally accepted in the United States of

America The Companys internal control over financial reporting includes those policies and procedures that

pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the transactions

and disposition of the Companys assets provide reasonable assurance that transactions are recorded as

necessary to permit the preparation of the financial statements in accordance with generally accepted accounting

principles and that receipts and expenditures of the Company are being made only in accordance with the

authorizations of the Companys management and directors and provide reasonable assurance regarding

prevention or timely detection of unauthorized acquisition use or disposition of the Companys assets that could

have material impact on the financial statements

Because of its inherent limitations internal control over financial reporting may not prevent or detect

misstatements Also projections of any evaluation of effectiveness to future periods are subject to the risk that

controls may become inadequate due to changes in conditions or that the degree of compliance with the policies

and procedures may deteriorate

Management conducted an evaluation of the effectiveness of the internal control over financial reporting

based on the framework in Internal ControlIntegrated Framework promulgated by the Committee of

Sponsoring Organizations of the Treadway Commission COSO Based on this evaluation under the COSO

criteria management concluded that the internal control over financial reporting was effective as of

December 31 2009

The effectiveness of the internal control structure over financial reporting as of December 31 2009 has been

audited by Elliott Davis LLC an independent registered public accounting firm as stated in their report included

in this Annual Report on Form 10-K which expresses an unqualified opinion on the effectiveness of the

Companys internal control over financial reporting as of December 31 2009

Samuel Erwin Lauren Greer

President and Chief Executive Officer Chief Financial Officer

Palmetto Bancshares Inc The Palmetto Bank
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders

Palmetto Bancshares Inc

Greenville South Carolina

We have audited the accompanying consolidated balance sheets of Palmetto Bancshares Inc and Subsidiary
the Company as of December 31 2009 and 2008 and the related consolidated statements of income loss
shareholders equity and comprehensive income loss and cash flows for each of the three years in the period
ended December 31 2009 These consolidated fmancial statements are the responsibility of the Companys
management Our

responsibility is to express an opinion on these consolidated financial statements based on our
audits

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board United States Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement An audit includes examining on test

basis evidence supporting the amounts and disclosures in the financial statements An audit also includes

assessing the accounting principles used and significant estimates made by management as well as evaluating
the overall financial statement presentation We believe that our audits provide reasonable basis for our

opinion

In our opinion the consolidated financial statements referred to above present fairly in all material respects
the financial position of Palmetto Bancshares Inc and Subsidiary as of December 31 2009 and 2008 and the

results of their operations and their cash flows for each of the three years in the period ended December 31 2009
in conformity with U.S generally accepted accounting principles

We have also audited in accordance with the standards of the Public Company Accounting Oversight Board

United States the Companys internal control over financial reporting as of December 31 2009 based on
criteria established in Internal Control Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission and our report dated February 26 2010 expressed an unqualified
opinion on the effectiveness of Palmetto Bancshares mc and Subsidiarys internal control over financial

reporting

Greenville South Carolina

February 26 2010
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders

Palmetto Bancshares Inc

Greenville South Carolina

We have audited the internal control over financial reporting of Palmetto Bancshares Inc and Subsidiary the

Company as of December 31 2009 based on criteria established in Internal Control Integrated Framework

issued by the Committee of Sponsoring Organizations
of the Treadway Commission the COSO criteria The

Companys management is responsible for maintaining effective internal control over financial reporting and for its

assessment of the effectiveness of internal control over financial reporting included in the accompanying

Managements Report on Internal Control over Financial Reporting Our responsibility is to express an opinion on

the effectiveness of the Companys internal control over financial reporting
based on our audit

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight

Board United States Those standards require that we plan and perform the audit to obtain reasonable assurance

about whether effective internal control over financial reporting was maintained in all material respects Our

audit included obtaining an understanding of internal control over financial reporting assessing the risk that

material weakness exists and testing and evaluating the design and operating effectiveness of internal control

based on the assessed risk Our audit also included performing such other procedures as we considered necessary

in the circumstances We believe that our audit provides reasonable basis for our opinion

companys internal control over financial reporting is process designed to provide reasonable assurance

regarding the reliability of financial reporting and the preparation of financial statements for external purposes
in

accordance with generally accepted accounting principles companys internal control over financial reporting

includes those policies and procedures that pertain to the maintenance of records that in reasonable detail

accurately and fairly reflect the transactions and dispositions of the assets of the company provide reasonable

assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance

with generally accepted accounting principles
and that receipts and expenditures of the company are being made

only in accordance with authorizations of management and directors of the company and provide reasonable

assurance regarding prevention or timely detection of unauthorized acquisition use or disposition of the

companys assets that could have material effect on the financial statements

Because of its inherent limitations internal control over financial reporting may not prevent or detect

misstatements Also projections
of

any
evaluation of effectiveness to future periods are subject to the risk that

controls may become inadequate because of changes in conditions or that the degree of compliance with the

policies or procedures may deteriorate

In our opinion the Company maintained in all material respects effective internal control over financial

reporting as of December 31 2009 based on the COSO criteria

We have also audited in accordance with the standards of the Public Company Accounting Oversight Board

United States the consolidated balance sheets of the Company as of December 31 2009 and 2008 and the

related consolidated statements of income loss shareholders equity and comprehensive income loss and

cash flows for each of the three years in the period ended December 31 2009 and our report dated February 26

2010 expressed an unqualified opinion thereon

Greenville South Carolina

February 26 2010
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PALMETTO BANCSHARES INC AND SUBSIDIARY

Consolidated Balance Sheets

dollars in thousands except per share data

December 31

2009 2008

Assets

Cash and cash equivalents

Cash and due from banks
188084 29305

Total cash and cash equivalents 188084 29305

FHLB stock at cost 7010 6566
Investment securities available for sale at fair value 119986 125596
Mortgage loans held for sale 3884 7415

Loans gross 1040312 1158480
Less allowance for loan losses

24079 11000
Loans net 1016233 1147480

Premises and equipment net 29605 26347
Premises held for sale

1651
Goodwill net

3691 3691
Accrued interest receivable

4322 5466
Real estate acquired in settlement of loans 27826 6719
Income tax refund receivable 20869
Other

14440 12039

Total assets $1435950 $1372275

Liabilities and shareholders equity

Liabilities

Deposits

Noninterest-bearing
142609 134465

Interest-bearing 1072305 937031

Total deposits 1214914 1071496
Retail repurchase agreements 15545 16357
Commercial

paper Master notes 19061 27955
Other short-term

borrowings 79785
Long-term borrowings 101000 52000
Accrued interest payable 2037 1857
Other

8378 7049
Total liabilities

1360935 1256499

Commitments and contingencies Note 16

Shareholders equity

Common stockpar value $5.00 per share authorized 25000000 and 10000000
shares at December 31 2009 and December 31 2008 respectively issued and
outstanding 6495130 and 6446090 at December 31 2009 and December 31
2008 respectively 32282 32230

Capital surplus 2599 2095
Retained earnings 47094 87568
Accumulated other comprehensive loss net of tax 6960 6117

Total shareholders equity 75015 115776
Total liabilities and shareholders equity $1435950 $1372275

See Notes to Consolidated Financial Statements
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Consolidated Statements of Income Loss

dollars in thousands except per share data

For the years ended December 31

2009 2008 2007

Interest income

Interest earned on cash and cash equivalents
215 106 678

Dividends paid on FHLB stock
19 189 155

Interest earned on investment securities available for sale

U.S Treasury and federal agencies taxable
235 1390

State and municipal nontaxable
1640 1806 1800

Collateralized mortgage obligations taxable
3069 2877

Other mortgage-backed taxable
950 1092 1202

Interest and fees earned on loans 60309 71940 78326

Total interest income 66210 78245 83551

Interest expense
Interest paid on deposits

19511 23694 30232

Interest paid on retail repurchase agreements
58 247 539

Interest paid on commercial paper
60 359 1110

Interest paid on other short-term borrowings
90 1108 704

Interest paid on long-term borrowings
1720 1198 173

Total interest expense
21439 26606 32758

Net interest income 44771 51639 50793

Provision for loan losses
73400 5619 988

Net interest income loss after provision for loan losses 28629 46020 49805

Noninterest income

Service charges on deposit accounts net
8275 8596 8050

Fees for trust and investment management and brokerage services 2275 2996 3115

Mortgage-banking
3174 2145 1797

Automatic teller machine 1389 1234 1049

Investment securities gains

Other
3587 3926 3368

Total noninterest income 18702 18898 17379

Noninterest expense

Salaries and other personnel
24463 23774 25850

Occupancy
4293 3293 2969

Furniture and equipment
3407 3823 3685

Loss gain on disposition of premises furniture and equipment
81 346

FDIC deposit insurance assessment
3261 786 179

Mortgage-servicing rights portfolio amortization and impairment 1271 881 511

Marketing
1114 1576 1410

Real estate acquired in settlement of loans writedowns and expenses
3233 516 164

Other
11163 9208 7656

Total noninterest expense
52286 43855 42770

Net income loss before provision benefit for income taxes 62213 21063 24414

Provision benefit for income taxes 22128 7464 8399

Net income loss
40085 13599 16015

Common and per
share data

Net income lossbasic
6.21 2.11 2.51

Net income lossdiluted 6.21 2.09 2.47

Cash dividends
0.06 0.80 0.77

Book value
11.55 17.96 17.17

Weighted average common shares outstandingbasic
6449754 6438071 6390858

Weighted average common shares outstandingdiluted 6449754 6519849 6477663

See Notes to Consolidated Financial Statements
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Consolidated Statements of Changes in Shareholders Equity and Comprehensive Income Loss
dollars in thousands except per share data

Accumulated

other

Shares of comprehensive
common Common Capital Retained income

stock stock surplus earnings loss net Total

Balance at December 31 2006 6367450 $31837 $1102 68132 695 $100376

Netincome 16015 16015
Other comprehensive income loss net of tax

Investment securities available for sale

Change in unrealized position during the period net of tax

impact of $277 443 443

Defined benefit pension plan

Impact of adoption of FASB ASC 715 net of tax impact of

$2218 4116
Impact of defined benefit pension plan curtailment net of

tax impact of $878
1630

Net unrealized loss
relating to the defined benefit pension

plan 2486

Comprehensive income
13972

Cash dividend declared and paid $0.77 per share 4926 4926
Compensation expense related to stock option plan 132 132
Common stock issued pursuant to stock option plan 54315 272 430 702

Balance at December 31 2007 6421765 $32109 $1664 79221 $2738 $110256

Net income
13599 13599

Other comprehensive income loss net of tax

Investment securities available for sale

Change in unrealized position during the period net of tax

impactof $832 1368
Reclassification adjustment included in net income net of

tax impact of $0

Net unrealized loss on investment securities available for

sale 1369
Defined benefit pension plan

Impact of adoption of FASB ASC 715 net of tax impact of

$1082 2010 2010
Comprehensive income

10220
Cumulative effect of adoption of new accounting standard see Note

13 99
Cash dividend declared and paid $0.80 per share 5153 5153
compensation expense related to stock option plan 94 94
Excess tax benefit from equity based awards 78 78
Common stock issued pursuant to stock option plan 24325 121 259

_______ ______
380

Balance at December 312008 6446090 $32230 $2095 87568 $6117 $115776
Net loss 40085 40085
Other comprehensive loss net of tax

Investment securities available for sale

Change in unrealized position during the period net of tax

impactof $1179
1928

Reclassification adjustment included in net income net of

taximpactof$1

Net unrealized gain on investment securities available for sale 1927
Defined benefit pension plan

Impact of adoption of FASB ASC 715 net of tax impact of

$1491 2770 2770
Comprehensive loss 40928
Cash dividend declared and paid $0.06 per share 389 389
Compensation expense related to stock option plan 64 64
Excess tax benefit from equity based awards 133 133
Common stock issued pursuant to stock option plan 4000 20 86 106

Common stock issued pursuant to restricted stock plan 45040 32 221
_______

253

Balance at December 312009 6495130 $32282 $2599 47094 $6960 75015

See Notes to Consolidated Financial Statements
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Consolidated Statements of Cash Flows

in thousands

For the years ended December 31

2009 2008 2007

Operating activities

Net income loss
40085 13599 16015

Adjustments to reconcile net income loss to net cash provided by operating activities

Depreciation
2157 1972 1950

Loss on dispositions of premises held for sale

Amortization of unearned discounts/premiums on investment securities available for sale

net
45 13 248

Investment securities available for sale gains

Investment securities available for sale other-than-temporary impairment 49

Provision for loan losses 73400 5619 988

Originations of mortgage loans held for sale 146018 78962 60876
Proceeds from sale of mortgage loans held for sale 151277 77701 67665

Gains on sales of mortgage loans held for sale net 1728 994 796
Writedowns and losses on sales of real estate acquired in settlement of loans 2760 168 180

Compensation expense related to stock options granted 64 94 132

Deferred income tax benefit expense 4878 1320 3074

Income tax benefits from exercises of nonqualified stock options in excess of amount

previously provided
133 78

Increase decrease in interest receivable and other assets net 21121 1559 1989
Increase decrease in accrued interest payable and other liabilities net 1435 2136 480

Net cash provided by operating activities 17496 17390 27071

Investing activities

Proceeds from maturities calls and repayments of investment securities available for sale 26402 34441 45303

Purchases of investment securities available for sale 17779 66537 23979

Purchases of FHLB stock 2447 5029 1170

Redemptions of FHLB stock 2003 1080 1152

Decrease increase in loans net 33219 118680 120312

Proceeds on sale of real estate acquired in settlement of loans 760 3634 2707

Proceeds on sale of premises held for sale 1643

Purchases of premises and equipment net 5415 4837 2589

Net cash provided by used in investing activities 38386 155928 98888

Financing activities

Decrease increase in transaction money market and savings deposit accounts net 19865 47595 62141

Increase in time deposit accounts net 163283 59488 3275

Decrease increase in retail repurchase agreements net 812 5077 3147

Decrease increase in commercial paper net 8894 1629 5338

Decrease increase in other short-term borrowings 79785 49785 24000

Proceeds from repayments of long-term borrowings 49000 52000 10000
Proceeds from exercise of stock options

359 380 702

Cash dividends paid on common stock 389 5153 4926

Net cash provided by financing activities 102897 115611 77383

Net increase decrease in cash and cash equivalents 158779 22927 5566

Cash and cash equivalents beginning of period 29305 52232 46666

Cash and cash equivalents end of period 188084 29305 52232

Supplemental cash flow disclosures

Cash paid during the period for

Interest expense
21259 26791 32300

Income taxes 2880 9588 6968

Significant noncash activities

Net unrealized gain loss on investment securities available for sale net of tax 1927 1369 443

Loans transferred to real estate acquired in settlement of loans at fair value 24628 2778 10030

Premises reclassified as held for sale at fair value 1651

Net unrealized loss on pension plan assets net of tax 2770 2010 2486

Loans transferred from held for investment to held for sale
155 9328

See Notes to Consolidated Financial Statements
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Notes To Consolidated Financial Statements

Summary of Significant Accounting Policies

Nature of Operations

The Company is regional financial services bank holding company organized in 1982 under the laws of

South Carolina currently headquartered in Greenville South Carolina The Company provides through its Bank
broad

array of commercial banking consumer banking trust investment management and brokerage services

throughout our market area primarily within northwest South Carolina

Principles of Consolidation /Basis of Presentation

The accompanying Consolidated Financial Statements include the accounts of the Company which includes

our wholly-owned subsidiary the Bank and the Banks wholly-owned subsidiary Palmetto Capital and other

subsidiaries of the Bank In managements opinion all significant intercompany accounts and transactions have

been eliminated in consolidation and all adjustments necessary for fair presentation of the financial condition

and results of operations for periods presented have been included Any such adjustments are of normal and

recurring nature Assets held by the Company or its subsidiary in fiduciary or agency capacity for customers

are not included in the Companys Consolidated Financial Statements because those items do not represent assets

of the Company or its subsidiary The accounting and financial reporting policies of the Company conform in all

material respects to accounting principles generally accepted in the United States of America and to general

practices within the financial services industry

FASB Accounting Standards CodficationTM ASC
In June 2009 the FASB issued guidance which restructured GAAP and simplified access to all authoritative

literature by providing single source of authoritative nongovernmental GAAP The guidance is presented in

topically organized structure referred to as the FASB ASC The new structure was effective for interim or annual

periods ending after September 15 2009 All existing accounting standards have been superseded and all other

accounting literature not included is considered nonauthoritative

Business Segments

We adhere to the provisions of FASB ASC 280 Segment Reporting Operating segments are components of

an enterprise about which separate financial information is available that are evaluated regularly by the chief

operating decision maker in deciding how to allocate resources and assess performance FASB ASC 280 requires
that public enterprise report measure of segment profit or loss certain specific revenue and expense items for

each segment segment assets and information about the way that the operating segments were determined

among other items

We consider business segments by analyzing distinguishable components that are engaged in providing
individual products services or groups of related products or services and that are subject to risks and returns

that are different from those of other business segments When determining whether products and services are

related we consider the nature of the products or services the nature of the production processes the type or

class of customer for which the products or services are designed and the methods used to distribute the products
or provide the services

The Bank offers mortgage-banking services These services have similar production processes and are

targeted to similar customers using similar distribution channels as those employed for the entire Bank loan

portfolio Additionally decisions are not made by chief decision makers based on the results of these services
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alone Instead decisions with regard to mortgage-banking services are typically made in conjunction with

decisions made with regard to the entire loan portfolio Therefore we have concluded that mortgage-banking

services do not represent an operating segment separate from the banking segment

Additionally the Bank and its subsidiary offer trust and investment management and brokerage services to

customers through similar distribution channels utilized by the Bank These services are not routinely evaluated

separately from the Banks other services At December 31 2009 fees for such services represented

approximately 3% of our total revenues Based on these factors trust and investment management and brokerage

services do not represent an operating segment separate
from the banking segment

At December 31 2009 we determined that we had one reportable operating segment banking

Use of Estimates

In preparing our Consolidated Financial Statements the Companys management makes estimates and

assumptions that impact the reported amounts of assets and liabilities and the disclosure of contingent assets and

liabilities as of the date of the Consolidated Financial Statements and for the years presented Actual results could

differ from these estimates and assumptions Therefore the results of operations for the year ended December 31

2009 are not necessarily indicative of the results of operations that may be expected in future periods

Rec1assfications

Certain amounts previously presented in our Consolidated Financial Statements for prior periods have been

reclassified to conform to current classifications All such reclassifications had no impact on the prior periods

net income loss or shareholders equity as previously reported

Risk and Uncertainties

In the normal course of business the Company encounters two significant types of risk economic and

regulatory There are three main components of economic risk credit risk market risk and concentration of

credit risk Credit risk is the risk of default on the Companys loan portfolios that results from borrowers

inability or unwillingness to make contractually required payments Market risk includes primarily interest rate

risk The Company is exposed to interest rate risk to the degree that our interest-bearing liabilities mature or

reprice at different speeds or different bases than our interest-earning assets Market risk also reflects th risk of

declines in the valuation of loans held for sale and in the value of the collateral underlying loans and the value of

real estate held by the Company Concentration of credit risk refers to the risk that if the Company extends

significant portion of our total outstanding credit to borrowers in specific geographical area or industry or on

the security of specific form of collateral the Company may experience disproportionately high levels of

default and losses if those borrowers or the value of such type of collateral is adversely impacted by economic

or other factors that are particularly applicable to such borrowers or collateral Concentration of credit risk is also

similarly applicable to the investment securities portfolio

The Bank is subject to the regulations of various government agencies These regulations can and do change

significantly from period to period The Bank also undergoes periodic examinations by regulatory agencies

which may subject the Bank to changes with respect to asset valuations amount of required allowance for loan

loss or operating restrictions

The preparation of financial statements in conformity with GAAP requires management to make estimates

and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and

liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the

reporting period Actual results could differ from those estimates
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Subsequent Events

Subsequent events are events or transactions that occur after the balance sheet date but before financial

statements are issued Recognized subsequent events are events or transactions that provide additional evidence

about conditions that existed at the date of the balance sheet including the estimates inherent in the
process of

preparing financial statements Nonrecognized subsequent events are events that provide evidence about

conditions that did not exist at the date of the balance sheet but arose after that date Management has reviewed

events occurring through the date of this filing and no subsequent events have occurred requiring accrual or

disclosure in addition to that included herein

Cash and Cash Equivalents

Cash and cash equivalents include cash interest-bearing bank balances and federal funds sold Generally

both cash and cash equivalents have maturities of three months or less and accordingly the carrying amount of

these instruments is deemed to be reasonable estimate of fair value

FHLB Stock

The FHLB System is under the jurisdiction of the Federal Housing Finance Board The Bank as member
of the FHLB is required to acquire and hold shares of capital stock in the FHLB members FHLB capital

stock requirement is an amount equal to the sum of membership requirement and an activity-based requirement

as described in the FHLB Capital Plan No ready market exists for this stock and it has no quoted market

value Redemptions are transacted each quarter to adjust our investment to the required amount We have

experienced no interruption in such redemptions Historically redemption of this stock has been at par value The

carrying value of FHLB stock approximates fair value The carrying value of this stock was $7.0 million at

December 31 2009 and $6.6 million at December 31 2008

We do not anticipate any impairment charges associated with these instruments According to the AICPA
Audit Guide FHLB stock does not have readily determinable fair value and the equity ownership rights are more

limited than would be the case for public company because of the Federal Housing Finance Agencys
FHFA oversight role in budgeting and approving dividends FHLB stock is generally viewed as long-term

investment and as restricted investment security Thus when evaluating FHLB stock for impairment its value

should be determined based on the ultimate recoverability of the par value rather than by recognizing temporary
declines in value

Under FHFA.regulations Federal Home Loan Bank that fails to meet any regulatory capital requirement

may not declare dividend or redeem or repurchase capital stock in excess of what is required for members
current loans Moodys Investors Services Moodys current assessment of the FHLB portfolios indicates that

the true economic losses embedded in these securities are significantly less than the accounting impairments

would suggest and are manageable given the FHLBs capital levels According to Moodys the large difference

between the expected economic losses and the mark-to-market impairment losses for accounting purposes is

attributed to market illiquidity deleveraging and stress in the credit market in general Furthermore Moodys
believes that the FHLBs have the ability to hold the securities until maturity The FHLBs have access to the U.S

Government-Sponsored Enterprise Credit Facility secured lending facility that serves as liquidity backstop

substantially reducing the likelihood that the FHLBs would need to sell securities to raise liquidity and thereby

cause the realization of large economic losses In addition the Federal Reserve has begun to purchase direct debt

obligations of FHLMC FNMA and the FHLBs Moodys has stated that their AAA senior debt rating and
Prime-i short-term debt rating are likely to remain unchanged based on expectations that the FHLBs have

very

high degree of government support Based on the above we have determined there was no other-than-temporary

impairment related to our FHLB stock investment as of December 31 2009
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investment Securities Available for Sale

We account for our investment securities in accordance with FASB ASC 320 investmentsDebt and

Equity Securities FASB ASC 320 addresses accounting and reporting requirements for investments in equity

securities that have readily determinable fair values other than those accounted for under the equity method

those accounted for as investments in consolidated subsidiaries and all investments in debt securities Under this

guidance investments are classified into three categories Held to maturity investment securities include debt

securities that the owner has the intent and ability to hold until maturity and are reported at amortized cost

Trading investment securities include debt and equity securities that are bought and held for the purpose of sale

in the near term and are reported at fair value with unrealized gains and losses included in income Available for

sale investment securities include debt and equity investment securities that at the time of purchase we

determine may be sold at future date or that we do not have the intent or ability to hold to maturity Available

for sale investment securities are reported at fair value with unrealized gains and losses excluded from income

and reported as separate component of shareholders equity net of income taxes An other-than-temporary

impairment related to credit losses is recognized through earnings while any other-than-temporary impairment

related to other factors is recognized in other comprehensive income Realized gains or losses on available for

sale investment securities are computed on specific identification basis

Fair value measurements of investment securities available for sale are based upon quoted prices if

available If quoted prices are not available fair values are measured using third party pricing models or other

model-based valuation techniques such as the present value of future cash flows adjusted for the securitys

credit rating prepayment assumptions and other factors such as credit loss assumptions In the event that pricing

occurs in an illiquid or abnormal market pricing of assets of other relevant issuers of similarly structured

securities where data is more readily available may be employed

Management conducts other-than-temporary impairment analysis on quarterly basis or more often if

potential loss-triggering event occurs We recognize other-than-temporary impairment by evaluating separately

other-than-temporarily impaired losses due to credit issues and losses related to all other factors Other-than-

temporary impairment exists when it is more likely than not that the security will mature or be sold before its

amortized cost basis can be recovered Additionally in determining if there was evidence of credit deterioration

we evaluate the severity of decline in market value below cost the period of time for which the decline in fair

value has existed and the financial condition and near-term prospects of the issuer including any specific events

which may influence the operations of the issuer

We consider investment securities to be impaired on an other-than-temporary basis if it is probable that the

issuer will be unable to make its contractual payments or if we no longer believe the security will recover within

the estimated recovery period For debt securities we also consider the cause of the price decline such as the

general level of interest rates and industry and issuer-specific factors the issuers financial condition near-term

prospects and current ability to make future payments in timely manner the issuers ability to service debt any

change in agencies ratings at evaluation date from acquisition date and any likely imminent action and for asset-

backed securities the credit performance of the underlying collateral including delinquency rates cumulative

losses to date and the remaining credit enhancement compared to expected credit losses An other-than

temporary impairment related to credit losses is recognized through earnings while any other-than-temporary

impairment related to other factors is recognized in other comprehensive income

Unamortized premiums and discounts are recognized in interest income over the contractual life of the

security using the interest method As principal repayments are received on securities primarily mortgage

backed securities pro-rata portion of the unamortized premium or discount is recognized in interest income

We discontinue accretion of unamortized discounts for investment securities that fall below investment grade
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Mortgage Loans Held for Sale

Residential mortgage loans originated with the intent of sale are reported at the lower of cost or estimated

fair value on an aggregate loan basis Net unrealized losses if necessary are provided for in valuation

allowance charged to income Gains or losses realized on the sale of residential mortgage loans are recognized at

the time of sale and are determined by the difference between the net sale proceeds and the carrying value of

loans sold

Mortgage-Servicing Rights Portfolio

We account for our mortgage-servicing rights portfolio in accordance with FASB ASC 860 Transfers and

Servicing which requires us to recognize servicing asset or servicing liability each time we undertake an

obligation to service financial asset by entering into servicing contract when the transfer of financial assets

meets the requirements for sale accounting when the servicers financial assets are transferred to qualifying

special-purpose entity in guaranteed mortgage securitization in which the transferor retains all of the resulting

securities and classifies them as either available-for-sale securities or trading securities in accordance with FASB
ASC 320 or when transfer occurs as result of an acquisition or assumption of an obligation to service

financial asset that does not relate to financial assets of the servicer or its consolidated affiliates This guidance

requires all separately recognized servicing assets and servicing liabilities to be initially measured at fair value if

practicable and permits an entity to choose either the amortization or fair value measurement method for each

class of separately recognized servicing assets and servicing liabilities

We determine the fair value of
mortgage-servicing rights at the date of transfer using the present value of

estimated future net servicing income using assumptions that market participants use in their estimates of values
FASB ASC 860 also requires separate presentation of servicing assets and servicing liabilities subsequently
measured at fair value in the Consolidated Balance Sheets and additional disclosures for all separately recognized

servicing assets and servicing liabilities Gain or loss on sale of loans depends on proceeds received and the

previous carrying amount of the assets transferred and any interests the Company continues to hold if any based

on relative fair value at the date of transfer Our
mortgage-servicing rights portfolio is included in the Other

assets financial statement line item on the Consolidated Balance Sheets

We utilize third party consultant on quarterly basis to assess our portfolios fair value including but not

limited to capitalization impairment and amortization rates The consultant estimates the amount and timing of

prepayment rates loan loss experience costs to service loans and discount rates to determine an estimate of the

fair value of our mortgage-servicing rights portfolio Management believes that the
modeling-techniques and

assumptions used by the consultant are reasonable Amortization of the mortgage-servicing rights portfolio is

based on the ratio of net servicing income received in the current period to total net servicing income projected to

be realized from the mortgage-servicing rights portfolio Projected net servicing income is determined based on
the estimated future balance of the underlying mortgage loan portfolio that declines over time from prepayments
and scheduled loan amortization Future prepayment rates are estimated based on current interest rate levels
other economic conditions market forecasts and relevant characteristics of the mortgage-servicing rights

portfolio such as loan types interest rate stratification and recent prepayment experience Impairment valuations

are based on projections using discounted cash flow method that includes assumptions regarding prepayments
interest rates servicing costs and other factors Impairment is measured on disaggregated basis for each

stratum of the mortgage-servicing rights portfolio which is segregated based on predominate risk characteristics

including interest rate and loan type Subsequent increases in value are recognized by the Company to the extent
of the impairment valuation allowance
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Loans

Loans are reported at their outstanding principal balances net of
any

unearned income charge-offs and

unamortized deferred fees and costs on originated loans Unearned income deferred fees and costs and discounts

and premiums are amortized to income over the contractual life of the loan

The accrual of interest is discontinued when in the opinion of management there is an indication that the

borrower may be unable to meet future payments as they become due generally when loan becomes 90 days

delinquent The accrual of interest on some loans however may continue even after the loan becomes 90 days

delinquent in special circumstances deemed appropriate by management When interest accrual is discontinued

all unpaid accrued interest is reversed While loan is in nonaccrual status cash received is applied to the

principal balance Loans are returned to accrual status when the loan is brought current and ultimate collectability

of principal and interest is no longer in doubt

In situations where for economic or legal reasons related to borrowers financial difficulties we grant

concession to the borrower that we would not otherwise consider the related loan is classified as troubled debt

restructuring The restructuring of loan may include the transfer from the borrower to the Company of real

estate receivables from third parties other assets or an equity interest in the borrower in full or partial

satisfaction of the loan modification of the loan terms or combination of the above

In accordance with FASB ASC 310 Receivables nonrefundable fees and certain direct costs associated

with the origination of loans are deferred and recognized as yield adjustment over the contractual life of the

related loans or if the related loan is held for resale until the loan is sold Recognition of deferred fees and costs

is discontinued on nonaccrual loans until they return to accrual status or are charged-off

Allowance for Loan Losses

The allowance for loan losses is reserve established through provision for loan losses charged to

expense The allowance for loan losses represents managements best estimate of probable inherent losses that

have been incurred within the existing portfolio of loans The allowance for loan losses is necessary to reserve

for estimated loan losses and risks inherent in the loan portfolio The Companys allowance for loan loss

methodology is based on guidance provided in FASB ASC 310-10 Receivables-Overall and includes allocations

calculated in accordance with FASB ASC 310-40 Receivables-Troubled Debt Restructurings by Creditors and

allocations determined in accordance with FASB ASC 450 Contingencies Accordingly the methodology is

based on historical loss experience by type
of loans specific homogeneous risk pools and specific loss

allocations The provision for loan losses reflects loan quality trends including the levels of and trends related to

nonaccrual loans potential problem loans criticized loans and net loans charged-off or recovered among other

factors

The level of the allowance for loan losses reflects managements continuing evaluation of specific lending

risks loan loss experience current loan portfolio quality present economic political and regulatory conditions

and unidentified losses inherent in the current loan portfolio Portions of the allowance for loan losses may be

allocated for specific loans or loan portfolio segments However the entire allowance for loan losses is available

for any loan that in managements judgment should be charged-off While management utilizes its best

judgment and information available the ultimate adequacy of the allowance for loan losses is dependent upon

variety of factors beyond our control including the performance
of our loan portfolio the economy changes in

interest rates and the view of the regulatory authorities toward loan classifications and collateral valuation

110



PALMETTO BANCSHARES INC AND SUBSIDIARY

Notes To Consolidated Financial StatementsContinued

Historical general allowances are calculated based on the historical loss experience of specific types of

loans We calculate historical loss ratios for pools of similar loans with similar characteristics based on the

proportion of actual loans charged-off to the total population of loans in the pool Management is currently using

five-year lookback period when computing historical loss rates to determine the general component of the

allowance for loan losses Given the increase in charge-offs during 2009 we also utilized three-year lookback

period at December 31 2009 as another reference point in determining the allowance for loan losses historical

allowance is established for each pooi of similar loans based upon the product of the historical loss ratio and the

total dollar amount of the loans in the pool Our pools of similar loans include similarly risk graded groups of

commercial and industrial loans commercial and residential real estate loans general consumer loans and

bankcard loans General historical allowances are adjusted for qualitative factors such as general economic

conditions and other qualitative risk factors both internal and external to the Company In general these

allowances are determined by evaluating among other things the experience ability and effectiveness of the

Banks lending management and staff the effectiveness of the Companys loan policies procedures and internal

controls changes in asset quality such as past dues nonaccruals classified loans and restructured loans changes
in loan portfolio volume the composition and concentrations of the loan portfolio the impact of competition on

loan structuring and pricing the effectiveness of the internal loan review function and Board oversight the

impact of environmental risks such as national and local economic and business conditions legal and regulatory

requirements peer comparisons and the impact of rising interest rates on portfolio risk

In accordance with FASB ASC 310 we analyze individual loans within the portfolio and make specific

allocations to the allowance for loan losses based on each individual loans specific factors and other

circumstances that impact the collectability of the loan The population of loans evaluated to be potential

impaired loans includes all trouble debt restructures specifically identified loans with interest reserves and

significant individual loans classified as doubtful or on nonaccrual

In situations where loan is determined to be impaired primarily because it is probable that all principal

and interest due according to the terms of the loan agreement will not be collected as scheduled the loan is

excluded from the general reserve calculation described below and is evaluated individually for impairment The

impairment analysis is based on the determination of the most probable source of repayment which is usually

liquidation of the underlying collateral but may also include discounted future cash flows or in rare cases the

market value of the loan itself

Loans identified as losses by management internal loan review and/or bank examiners are charged-off For

impaired loans we review each on loan by loan basis to determine whether the impairment should be recorded

as charge-off or reserve based on our assessment of the status of the borrower and the underlying collateral

In general for collateral dependent loans the impairment is charged-off unless the fair value is based on an

internal valuation pending receipt of third party appraisal or other extenuating circumstances Consumer loan

accounts are charged-off based on regulatory requirements An allowance for loan losses is not recorded for loans

held for sale

Reserve for Unfunded Commitments

We also estimate probable losses related to unfunded lending commitments The methodology to determine

such losses is inherently similar to the methodology utilized in calculating the allowance for loan losses

however commitments have fixed expiration dates and most of our commitments to extend credit have adverse

change clauses that allow the Bank to cancel the commitments based on various factors including deterioration

in the creditworthiness of the borrower Accordingly many of our loan commitments are expected to expire

without being drawn upon and therefore the total commitment amounts do not necessarily represent potential
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credit exposure The reserve for unfunded lending commitments is included in the Other liabilities financial

statement line item in the Consolidated Balance Sheet Changes to the reserve for unfunded commitments are

recorded through other noninterest expense
in the Consolidated Statements of Income Loss

Premises and Equipment net

Land is reported at cost Building and improvements furniture and equipment and software are carried at

cost less accumulated depreciation computed principally by the straight-line method based on the estimated

useful lives of the related asset Estimated lives range from twelve to thirty-nine years for buildings and

improvements and from five to twelve years
for furniture and equipment Estimated lives range from three to five

years
for computer software Estimated lives of Bank automobiles are typically five years Leasehold

improvements are generally depreciated over the lesser of the term of the respective lease or the estimated useful

lives of the improvements

Depreciation with regard to our leased improvements to premises and equipment is recorded in accordance

with FASB ASC 840 Leases

Maintenance and repairs of such premises and equipment are charged to expense as incurred Improvements

that extend the useful lives of the respective assets are capitalized

Impairment of Long-Lived Assets

We periodically review the carrying value of our long-lived assets including but not limited to premises

and equipment for impairment when events or circumstances indicate that the carrying amount of such assets

may not be fully recoverable For long-lived assets to be held and used impairments are recognized when the

carrying amount of long-lived asset is not recoverable and exceeds its fair value The carrying amount of

long-lived asset is not recoverable if it exceeds the sum of the undiscounted cash flows expected to result from

the use and eventual disposition of the asset An impairment loss is the amount by which the carrying amount of

long-lived asset exceeds its fair value

Long-lived assets to be sold are classified as held for sale and are no longer depreciated Certain criteria

must be met in order for the long-lived asset to be classified as held for sale including that sale is probable and

expected to occur within one year period Long-lived assets classified as held for sale are recorded at the lower

of carrying amount or fair value less the estimated costs to sell

We recorded no impairment loss relative to our long-lived assets for the years
ended December 31 2009

2008 and 2007

Long-lived assets to be disposed of by abandonment or in an exchange for similar productive long-lived

assets are classified as held for sale and used until disposed We had no such assets at December 31 2009 or

2008

Goodwill and Core Deposit Intangibles

Goodwill represents the excess of the cost of businesses acquired over the fair value of the net assets

acquired Goodwill is assigned to reporting units and is then tested for impairment at least annually or on an

interim basis if an event occurs or circumstances arise that would more likely than not reduce the fair value of the
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reporting unit below its carrying value The first step of our goodwill impairment test used to identify potential

impairment compares the fair value of our reporting unit with our carrying amount including goodwill If the

fair value of our reporting unit exceeds our carrying amount goodwill is considered not impaired thus the

second step of the impairment test is unnecessary If the carrying amount of our reporting unit exceeds the fair

value the second step of the goodwill impairment test is performed to measure the amount of impairment loss if

any The second step of the goodwill impairment test used to measure the amount of impairment loss compares
the implied fair value of reporting unit goodwill with the carrying amount of that goodwill If the carrying

amount of reporting unit goodwill exceeds the implied fair value of that goodwill an impairment loss is

recognized in an amount equal to that excess The loss recognized cannot exceed the carrying amount of

goodwill After goodwill impairment loss is recognized the adjusted carrying amount of goodwill is its new
accounting basis Once an impairment loss is recognized future increases in fair value do not result in the

reversal of previously recognized losses

Other intangible assets are acquired assets that lack physical substance but can be distinguished from

goodwill because of contractual or other legal rights or because the asset is capable of being sold or exchanged
either on its own or in combination with related contract asset or liability Our intangible assets include core

deposit intangibles We fully amortized our remaining core deposit intangibles in 2009

Real Estate Acquired in Settlement of Loans

Real estate acquired in settlement of loans is recorded when acquired at the lower of cost or fair value less

estimated selling costs establishing new cost basis Fair value of such real estate is reviewed regularly and

writedowns are recorded when it is determined that the carrying value of the real estate exceeds the fair value

less estimated costs to sell Writedowns resulting from the periodic reevaluation of such properties costs related

to holding such properties and gains and losses on the sale of foreclosed properties are charged against income

Costs relating to the development and improvement of such property are capitalized

Accumulated Other Comprehensive Loss

We report comprehensive income in accordance with FASB ASC 220 Comprehensive Income which

establishes standards for the reporting and presentation of comprehensive income and its components in financial

statements In accordance with this guidance we elected to disclose changes in comprehensive income in our

Consolidated Statements of Changes in Shareholders Equity and Comprehensive Income Loss Comprehensive
income includes all changes in shareholders equity during period except those resulting from transactions with

shareholders
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The following table summarizes the components of accumulated other comprehensive loss net of tax

impact at the dates and for the periods indicated in thousands

Total Impact of

impact of investment

Impact defined securities

of FASB Impact of benefit available

ASC 715 curtailment pension plan for sale Total

Accumulated other comprehensive income loss after

income tax impact December 31 2007 $4l 16 $1630 $2486 252 $2738

Accumulated other comprehensive loss before income

tax impact 3092 3092 2201 5293
Income tax benefit 1082 1082 832 1914

Accumulated other comprehensive loss after income

tax impact 2010 2010 1369 3379

Accumulated other comprehensive income loss after

income tax impact December 31 2008 $6126 $1630 $4496 $1621 $61 17

Accumulated other comprehensive income loss

before income tax impact 4261 4261 3107 1154

Income tax expense benefit 1491 1491 1180 311

Accumulated other comprehensive income loss after

income tax impact 2770 2770 1927 843

Accumulated other comprehensive income loss after

income tax impact December 31 2009 $8896 $1630 $7266 306 $6960

Income Taxes

The Company files consolidated federal and state income tax returns Federal income tax expense or benefit

has been allocated to subsidiaries on separate return basis We account for income taxes in accordance with

FASB ASC 740 Income Taxes resulting in two components of income tax expense current and deferred

Current income tax expense approximates taxes to be paid or refunded for the current period and includes income

tax expense
related to uncertain tax positions if any

Deferred income taxes are determined using the balance sheet method Under this method the net deferred

tax asset or liability is based on the tax impacts of the differences between the book and tax bases of assets and

liabilities and recognizes enacted changes in tax rates and laws in the period in which they occur Deferred

income tax expense results from changes in deferred tax assets and liabilities between periods Deferred tax

assets are recognized subject to managements judgment that realization is more likely than not tax position

that meets the more likely than not recognition threshold is measured to determine the amount of benefit to

recognize The tax position is measured at the largest amount of benefit that is greater than 50% likely of being

realized upon settlement Interest and penalties if any are recognized as component of income tax expense

Management reviews our deferred tax assets for recoverability based on history of earnings expectations for

future earnings and expected timing of reversals of temporary differences Realization of deferred tax asset

ultimately depends on the existence of sufficient taxable income available under tax law including future

reversals of existing temporary differences future taxable income exclusive of reversing differences taxable

income in prior carryback years projections of taxable income in future years and tax planning strategies
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Net Income Loss per Common Share

Basic income loss per common share is based on net income loss divided by the weighted average
number of common shares outstanding during the period Diluted income per share reflects the potential dilution

that could occur if securities or other contracts to issue common stock such as stock options result in the

issuance of common stock that share in the income loss of the Company

In accordance with FASB ASC 260 Earnings Per Share including potential common shares in the

denominator of the diluted
per share computation for continuing operations results in an antidilutive per share

amount when an entity has loss from continuing operations As such no potential common shares were
included in the computation of the diluted per share amount for the year ended December 31 2009

Employee Benefit PlanDefined Benefit Pension Plan

Prior to 2008 the Company offered noncontributory defined benefit pension plan that covered all full-

time employees having at least twelve months of continuous service and having attained age 21 The plan was

originally designed to produce designated retirement benefit and benefits were fully vested after five years of

service No vesting occurred until five years of service had been achieved In the fourth quarter of 2007 we
notified employees that effective 2008 we would cease accruing pension benefits for employees with regard to

the Companys noncontributory defined benefit pension plan Although no previously accrued benefits were
lost employees no longer accrue benefits for service subsequent to 2007

The Companys trust department administers the plans assets Contributions to the plan are made as

required by the Employee Retirement Income Security Act of 1974

The Company accounts for our defined benefit pension plans using an actuarial model required by FASB
ASC 715 CompensationRetirement Benefits This model allocates pension costs over the service period of

employees in the plan The underlying principle is that employees render services ratably over this period and
therefore the income statement impacts of pensions should follow similarpattern

FASB ASC 715 requires the Company to recognize the funded status of our pension plan on our

Consolidated Balance Sheet Additionally this guidance required us to use year-end measurement date

beginning in 2008 We conformed our pension asset and liabilities to FASB ASC 715 and recorded

corresponding reduction of $4.1 million after-tax to the December 31 2007 balance of accumulated other

comprehensive income loss in stockholders equity relative to the adoption of FASB ASC 715 This guidance
does not change the amount of net periodic benefit expense charged to income

One of the principal components of the net periodic pension expense calculation is the expected long-term
rate of return on plan assets The use of an expected long-term rate of return on plan assets may cause the

Company to recognize pension income returns that are greater or less than the actual returns of plan assets in any
given year The expected long-term rate of return is designed to approximate the actual long-term rate of return

over time and is not expected to change significantly Therefore the pattern of income expense recognition
should match the stable pattern of services provided by the Companys employees over the life of the Companys
pension obligation To ensure that the expected rate of return is reasonable management considers such factors

as long-term historical return experience for major asset class categories and considers any material forward

looking return expectations for these major asset classes Differences between expected and actual returns in each

year if any are included in the net actuarial gain or loss amount which is recognized in other comprehensive
income The Company generally amortizes

any net actuarial gain or loss in excess of predetermined corridor in

net periodic pension expense calculations Expected returns on defined benefit pension plan assets are developed
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by the Company in conjunction with input from external advisors and take into account the investment policy

actual investment allocation and long-term expected rates of return on the relevant asset classes

The Company uses discount rate to determine the present value of our future benefit obligations The

discount rate is determined in consultation with our third party actuary and is set by matching the projected

benefit cash flow to the Citigroup pension yield curve The yield curve reflects the plan specific duration

The pension plan includes common stock of the Company which is not traded on an exchange At

December 31 2009 Company common stock included in the plan was 1.5% of total assets of the plan

Equity Based CompensationStock Option Plan

The Company accounts for our stock options under FASB ASC 718 CompensationStock Compensation

FASB ASC 718 requires that such transactions be recognized as compensation cost in the income statement

based on fair value on the measurement date which for the Company is the date of the grant The Company
transitioned to fair value based accounting for equity based compensation using modified version of

prospective application modified prospective application Under the modified prospective application FASB

ASC 718 applies to new awards and to awards modified repurchased or cancelled after January 2006

Additionally compensation cost for the portion of awards for which the requisite service has not been rendered

generally referring to nonvested awards that were outstanding as of January 2006 will be recognized as the

remaining requisite service is rendered during the period of and or the periods after the adoption of this

guidance The attribution of compensation cost for those earlier awards is based on the same method and on the

same grant date fair values previously determined for the pro forma disclosures required for companies that did

not previously adopt the fair value accounting method for equity based employee compensation

Derivative Financial Instruments and Hedging Activities

FASB ASC 815 Derivatives and Hedging establishes accounting and reporting standards for derivatives

and hedging activities It requires an entity to recognize all derivatives as either assets or liabilities in the

Consolidated Balance Sheet and measure those instruments at fair value Changes in the fair value of those

derivatives are reported in current earnings or other comprehensive income depending on the purpose for which

the derivative is held and whether the derivative qualifies for hedge accounting

We originate certain residential loans with the intention of selling these loans Between the time that we

enter into an interest rate lock commitment to originate residential loan with potential borrower and the time

the closed loan is sold we are subject to variability in market prices related to these commitments We also enter

into forward sale agreements of to be issued loans The commitments to originate residential loans and forward

sales commitments are freestanding derivative instruments and are recorded on the Consolidated Balance Sheet

at fair value They do not qualify for hedge accounting treatment Fair value adjustments are recorded within the

Mortgage-banking financial statement line item of the Consolidated Statements of Income Loss

Fair Valuation Measurements

We apply the provisions of FASB ASC 820 Fair Value Measurements and Disclosures which provides

framework for measuring and disclosing fair value under GAAP FASB ASC 820 requires disclosures about the

fair value of assets and liabilities recognized in the Consolidated Balance Sheet in periods subsequent to initial

recognition whether the measurements are made on recurring basis for example investment securities

available-for-sale or on nonrecurring basis for example impaired loans
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FASB ASC 820 defines fair value as the exchange price that would be received for an asset or paid to

transfer liability an exit price in the principal or most advantageous market for the asset or liability in an

orderly transaction between market participants on the measurement date This guidance also establishes fair

value hierarchy which requires an entity to maximize the use of observable inputs and minimize the use of

unobservable inputs when measuring fair value The standard describes three levels of inputs that may be used to

measure fair value

Level quoted prices in active markets for identical assets or liabilities

Level observable inputs other than Level prices such as quoted prices for similar assets or

liabilities quoted prices in markets that are not active or other inputs that are observable or can be

corroborated by observable market data for substantially the full term of the assets or liabilities and

Level unobservable inputs that are supported by little or no market activity and that are significant to

the fair value of the assets or liabilities

Disclosures about the fair value of all financial instruments whether or not recognized in the Consolidated

Balance Sheet for which it is practicable to estimate that value are required In cases where quoted market prices

are not available fair values are based on estimates using present value or other valuation techniques Those

techniques are significantly impacted by the assumptions used including the discount rate and estimates of future

cash flows In that regard the derived fair value estimates cannot be substantiated by comparison to independent

markets and in many cases could not be realized through immediate settlement of the instrument Accordingly

the aggregate
fair value amounts presented do not represent the underlying value of the Company

Valuation of the Companys Common Stock

On periodic basis we utilize the market price of our common stock within various valuations and

calculations relating to our defined benefit pension plan assets our trust department assets under management

our employee retirement accounts our impairment analysis of goodwill our granting of awards under our 2008

Restricted Stock Plan our calculation of earnings per share on diluted basis and our valuation of such stock

serving as loan collateral

Our common stock is not listed on an exchange or any over-the-counter service Thus there is currently no

public trading market of our common stock and private trading of our common stock has been limited In

addition buyers and sellers may privately negotiate transactions in our common stock Because there is not an

established market for our common stock management may not be aware of all prices at which our common

stock has been traded Additionally management has not determined whether the trades of which we are aware

were the result of arms-length negotiations between the parties Accordingly we determine the value of our

common stock based on the last five trades of the stock facilitated by the Company

Recently Adopted Accounting Pronouncements

Certain accounting standards required additional disclosures for the year ended December 31 2009 and

such disclosures are included herein Following is summary of other applicable accounting pronouncements

adopted by the Company during the year ended December 31 2009 that required accounting changes beyond just

disclosures

The FASB issued new accounting guidance regarding the determination of the useful life of intangible

assets in April 2008 The guidance amended the factors that should be considered in developing renewal or

extension assumptions used to determine the useful life of recognized intangible asset It is intended to improve
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the consistency between the useful life of recognized intangible asset and the period of expected cash flows

used to measure the fair value of the asset The standard was effective for financial statements issued for fiscal

years beginning after December 15 2008 and interim periods within those fiscal years Its adoption had no

material impact on our financial position results of operations or cash flows

The FASB issued new accounting guidance regarding other-than-temporary impairment of investments in

debt and equity securities in April 2009 The guidance provided that other-than-temporary impairment is not

necessarily the same as permanent impairment and unless evidence exists to support value equal to or greater

than the carrying value of the equity security investment writedown to fair value should be recorded and

accounted for as realized loss The standard was effective upon issuance and its adoption had no impact on our

financial position results of operations or cash flows

In April 2009 the FASB issued new accounting guidance which categorizes losses on debt securities

available-for-sale or held-to-maturity determined by management to be other-than-temporarily impaired into

losses due to credit issues and losses related to all other factors Other-than-temporary impairment exists when it

is more likely than not that the security will mature or be sold before its amortized cost basis can be recovered

An other-than-temporary impairment related to credit losses should be recognized through earnings An other-

than-temporary impairment related to other factors should be recognized in other comprehensive income The

amendment was effective for reporting periods ending after June 15 2009 The adoption did not have material

impact on our financial position results of operations or cash flows Also in April 2009 the FASB issued new

accounting guidance that recognizes that quoted prices may not be determinative of fair value when the volume

and level of trading activity has significantly decreased The evaluation of certain factors may necessitate that

fair value be determined using different valuation technique Fair value should be the price that would be

received to sell an asset or paid to transfer liability in an orderly transaction not forced liquidation or

distressed sale If transaction is considered to not be orderly little if any weight should be placed on the

transaction price If there is not sufficient information to conclude as to whether or not the transaction is orderly

the transaction price should be considered when estimating fair value An entitys intention to hold an asset or

liability is not relevant in determining fair value Quoted prices provided by pricing services may still be used

when estimating fair value however the entity should evaluate whether the quoted prices are based on current

information and orderly transactions Inputs and valuation techniques are required to be disclosed in addition to

any changes in vtluation techniques The standard was effective for periods ending after June 15 2009 Its

adoption had no material impact on our financial position results of operations or cash flows

In August 2009 the FASB issued new accounting guidance to provide direction when estimating the fair

value of liability When quoted price in an active market for the identical liability is not available fair value

should be measured using

The quoted price of an identical liability when traded as an asset

Quoted prices for similar liabilities or similar liabilities when traded as assets or

Another valuation technique such as an income approach or market approach

If restriction exists that prevents the transfer of the liability separate adjustment related to the restriction

is not required when estimating fair value The standard was effective for us on October 2009 Its adoption had

no material impact on our financial position results of operations or cash flows

In September 2009 the FASB issued new accounting guidance allowing company to measure the fair

value of an investment that has no readily determinable fair value on the basis of the investees net asset value

per share as provided by the investee This allowance assumes that the investee has calculated net asset value in
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accordance with the GAAP measurement principles of Topic 946 as of the reporting entitys measurement date

Examples of such investments include investments in hedge funds private equity funds real estate funds and

venture capital funds The update also provides guidance on how the investment should be classified within the

fair value hierarchy based on the value for which the investment can be redeemed The amendment is effective

for interim and annual periods ending after December 15 2009 Its adoption had no material impact on our

financial position results of operations or cash flows

Recently Issued Applicable Accounting Pronouncements

The FASB issued new accounting guidance on accounting for transfers of financial assets in June 2009 The

guidance limits the circumstances in which financial asset should be derecognized when the transferor has not

transferred the entire financial asset by taking into consideration the transferors continuing involvement The

standard requires that transferor recognize and initially measure at fair value all assets obtained including

transferors beneficial interest and liabilities incurred as result of transfer of financial assets accounted for as

sale The concept of qualifying special-purpose entity is no longer applicable The standard is effective for the

first annual reporting period that begins after November 15 2009 for interim periods within the first annual

reporting period and for interim and annual reporting periods thereafter Earlier application is prohibited The

Company does not expect the guidance to have material impact on our financial position results of operation or

cash flows

Other accounting standards that have been issued or proposed by the FASB or other standards-setting bodies

are not expected to have material impact on the Companys financial position results of operations or cash

flows

Cash and Cash Equivalents

Noninterest-Earning Deposits with Financial Institutions

Included in the Cash and due from banks line item in the Consolidated Balance Sheets was $262 thousand at

December 31 2009 of noninterest-earning deposits with financial institutions We had no noninterest-earning

deposits with financial institutions at December 31 2008

Required Reserve Balances

The Federal Reserve Act requires each depository institution to maintain reserves against its reservable

liabilities as prescribed by Federal Reserve regulations The Bank reports our reservable liabilities to the Federal

Reserve on weekly basis Weekly reporting institutions maintain reserves on their reservable liabilities with

30-day lag For the maintenance period ended on December 30 2009 based on reservable liabilities from

November 17 2009 through November 30 2009 the Federal Reserve required the Bank to maintain reserves of

$10.4 million After taking into consideration our levels of vault cash reserves of $1.4 million were required to

be maintained at our correspondent transaction settlement bank in addition to $1.0 million that was required to be

maintained with the Federal Reserve

Concentrations and Restrictions

In an effort to manage our associated risks we generally do not sell federal funds to other financial

institutions because they are essentially uncollateralized loans to other financial institutions Therefore

management regularly evaluates the risk associated with the counterparties to these transactions to ensure that we

do not expose ourselves to any significant risks with regard to our cash and cash equivalent balances
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Approximately $512 thousand or 0.3% of the balance of cash and cash equivalents was restricted as of

December 31 2009 to secure letter of credit At December 31 2008 no cash or cash equivalents were

restricted under such an agreement

Approximately $836 thousand or 0.4% of the balance of cash and cash equivalents was restricted as of

December 31 2009 as required under our credit card and merchant credit card agreement At December 31

2008 no cash or cash equivalents were restricted under such agreements

Investment Securities Available for Sale

The following tables summarize the amortized cost gross unrealized gains gross unrealized losses and fair

values of investment securities available for sale at the dates indicated in thousands

U.S Treasury and federal agencies

State and municipal

Collateralized mortgage obligations

Other mortgage-backed federal agencies

Total investment securities available for sale

December 31 2009

Gross Gross

Amortized unrealized unrealized Fair

cost gains losses value

16294 16297

44908 1880 46785

42508 168 2358 40318

15783 838 35 16586

$119493 $2889 $2396 $119986

December 31 2008

Gross Gross

unrealized unrealized

gains losses

635 102
23 3417

270 19
928 $3538

Amortized Fair

cost value

50297 50830

58033 54639

19876
_____ ______

20127

$128206
_____ ______

$125596

We use prices from third party pricing services and to lesser extent indicative non-binding quotes from

third party brokers to measure fair value of our investment securities See Note 18 for further discussion

regarding the amount and fair value hierarchy classification of investment securities measured at fair value using

third party pricing service and those measured at fair value using broker quotes We utilize multiple third party

pricing services and brokers to obtain fair values however management generally obtains one price/quote for

each individual security For securities priced by third party pricing services management determines the most

appropriate and relevant pricing service for each security class and has that vendor provide the price for each

security in the class We record the unadjusted value provided by the third party pricing service/broker in our

Consolidated Financial Statements subject to our internal price verification procedures

State and municipal

Collateralized mortgage obligations

Other mortgage-backed federal agencies

Total investment securities available for sale
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Other-Than-Temporary Impairment

The following tables summarize the number of securities in each category of investment securities available

for sale the fair value and the gross unrealized losses aggregated by investment
category and length of time that

individual securities have been in continuous unrealized loss position at the dates indicated dollars in

thousands

December 31 2009

Less than 12 months 12 months or longer Total

Gross Gross Gross
Fair unrealized Fair unrealized Fair unrealized

value losses value losses value losses

U.S Treasury and federal

agencies 300 300

State and municipal 662 662

Collateralized mortgage

obligations 10323 412 16624 1946 26947 2358
Other mortgage-backed federal

agencies 1444 35 1444 35

Total investment securities

available for sale $12729 450 $16624 $1946 14 $29353 $2396

December 31 2008

Less than 12 months 12 months or longer Total

Gross Gross Gross
Fair unrealized Fair unrealized Fair unrealized

value losses value losses value losses

State and municipal 12 5441 101 423 13 5864 102

Collateralized mortgage

obligations 13 52603 3417 13 52603 3417
Other mortgage-backed federal

agencies 1336 15 838 2174 19

Total investment securities

available for sale 29 $59380 $3533 1261 31 $60641 $3538

Gross unrealized losses decreased $1.1 million from December 31 2008 to December 31 2009 primarily
within the collateralized mortgage obligation sector of the investment securities portfolio

Based on our other-than-temporary impairment analysis at December 31 2009 one collateralized mortgage

obligation with fair value of $2.3 million and amortized cost of $3.3 million was other-than-temporarily

impaired We concluded this based on its fair value position below amortized cost followed by our analysis of

our broker provided fair values and our verification of this information using external sources Due to the fact

that we do not intend to sell this security nor is it more likely than not that we will have to sell the security prior

to the recovery of its amortized cost basis less any current period credit loss the amount of impairment related to

credit loss is recognized in earnings and the amount of impairment related to other matters is recognized in other

comprehensive income For the year ended December 31 2009 $49 thousand other-than-temporarily credit

impairment was recognized in Other noninterest
expense in the Consolidated Statements of Income Loss
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31% of the U.S Treasury and federal agencies were not rated by Moodys or Standard and Poors ratings at

December 31 2009 There is an implicit AAA rating on U.S Treasury and federal agency securities

Of the state and municipal investment securities not rated by Moodys at December 31 2009 100% were

rated AA by Standard and Poors ratings Of the state and municipal investment securities with withdrawn ratings

by Moodys at December 31 2009 22% were rated AA 29% were rated AA 28% were rated AA- and 21%

or $565 thousand were not rated by Standard and Poors ratings

Of the collateralized mortgage obligations not rated by Moodys at December 31 2009 100% of the

securities were rated AAA by Standard and Poors ratings

Maturities

The following table summarizes the amortized cost and estimated fair value of investment securities

available for sale at December 31 2009 by contractual maturity in thousands Expected maturities may differ

from contractual maturities because issuers may have the right to call or prepay obligations Collateralized

mortgage obligations and other mortgage-backed securities are shown separately since they are not due at

single maturity date

Amortized

cost

20968

26949

12418

867

42508

15783
_________

Total investment securities available for sale $119493
________

The weighted-average contractual life of investment securities available for sale was 3.9 years at

December 31 2009 Since approximately 49% based on amortized cost of the portfolio is collateralized

mortgage obligations or other mortgage-backed securities the expected remaining maturity may differ from

contractual maturity because borrowers generally have the right to prepay obligations before the underlying

mortgages mature

Ratings
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The following table summarizes Moodys ratings by segment of the investment securities available for

sale at December 31 2009 An AAA rating is based not only on the credit of the issuer but may also include

consideration of the structure of the securities and the credit quality of the collateral

U.S Treasury Collateralized Other mortgage-

and federal State and mortgage backed federal

agencies municipal obligations agencies

Aaa 69% 2% 68% 100%

Aal-A3

Baal-B3

Not rated or withdrawn rating

Total

73

16

10

10

31 12

100% 100% 100% 100%

Due in one year or less

Due after one year through five years

Due after five year through ten years

Due after ten years

Collateralized mortgage obligations

Other mortgage-backed securities federal agencies

Fair

value

21025

28193

12944

920

40318

16586

$119986
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Pledged

Approximately 61% of the portfolio was pledged to secure public deposits including retail repurchase

agreements and trust assets at December 31 2009 as compared with 55% at December 31 2008 Of the $73.2

million pledged at December 31 2009 $56.3 million of the portfolio was securing public deposits and trust

assets Of the $69.1 million pledged at December 31 2008 $47.0 million of the portfolio was securing public

deposits and trust assets

Approximately $6.3 million or 5% of the portfolio was pledged to secure federal funds funding from

correspondent bank as of December 31 2009 At December 31 2008 no securities were pledged under such

agreements

Approximately $29.8 million or 25% of the portfolio was pledged to collateralize FHLB advances and

letters of credit as of December 31 2009 of which $26.8 million was utilized as lendable collateral At

December 31 2008 approximately $41.6 million or 33% of the portfolio was pledged to collateralize FHLB
advances and letters of credit of which $37.5 million was utilized as lendable collateral

Concentrations

Two state and municipal security issuer issued securities which totaled 2.1% and 3.0% respectively of total

shareholders equity at December 31 2009 Fourteen state and municipal security issuers issued securities with

fair values ranging from 1.0% to 1.9% of total shareholders equity at December 31 2009

Eight collateralized mortgage obligation issuers issued securities with fair values ranging from 2.3% to

7.9% of total shareholders equity at December 31 2009 One collateralized mortgage obligation issued by Bank

of America Alternative Loan Trust had fair value of $7.8 million or 10.4% of shareholders equity and an

amortized cost of $7.9 million at December 31 2009

The following table summarizes issuer concentrations of other mortgage-backed investment securities at fair

value at December 31 2009 dollars in thousands

Federal Government

National Federal Home National

Mortgage Loan Mortgage Mortgage
Association Corporation Association Total

Other mortgage-backed federal agencies $13114 $2029 $1443 $16586
As percentage of shareholders equity 17.5% 2.7% 1.9% 22.1%

Realized Gains and Losses

The following table summarizes the gross realized gains and losses on investment securities available for

sale for the periods indicated in thousands

For the years ended

December 31

2009 2008 2007

Realized gains

Realized losses

Net realized gains $2 $1
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Loans

Composition

The following table summarizes gross loans categorized by FDIC code at the dates indicated dollars in

thousands

205465 19.8% 257879 22.3%

466 662 0.1

203330 19.6 216311 18.7

30668 3.0 31532 2.7

459130 44.1 493977 42.6

61788 5.9 73609 6.4

1418 0.1 2602 0.2

57581 5.5 60626 5.2

5501 0.5 6215 0.5

13214 1.3 12416 1.1

1751 0.2 2651 0.2

$1040312 l00% $1158480 100.0%

Loans included in the preceding loan composition table are net of participations sold Participations sold

totaled $12.5 million at December 31 2009 and $26.7 million at December 31 2008

Mortgage loans serviced for the benefit of others amounted to $426.6 million and $377.3 million at

December 31 2009 and December 31 2008 respectively and are not included in our Consolidated Balance

Sheets

Pledged

To borrow from the FHLB members must pledge collateral to secure advances and letters of credit

Acceptable collateral includes among other types
of collateral variety of residential multifamily home equity

lines and second mortgages and commercial loans Approximately $407.0 million of gross loans were pledged to

collateralize FHLB advances and letters of credit at December 31 2009 of which $162.0 million was available

as lendable collateral Of the $379.4 million of gross loans pledged at December 31 2008 $159.1 million was

available as lendable collateral

At December 31 2009 our borrowings capacity at the Federal Reserve was secured by blanket lien on

portion of our commercial and consumer loan portfolios Of the $108.8 million of loans pledged at December 31

2009 $61.2 million was available as lendable collateral We had no outstanding borrowings from the Federal

Reserve at December 31 2009

December 31 2009

Total of total

December 31 2008

Total of total

Secured by real estate

Construction land development and other land loans

Farmland

Single-family residential

Multifamily residential

Nonfarm nonresidential

Commercial and industrial

Obligations of states and political subdivisions of the U.S

General consumer

Credit line

Bankcards

Others

Loans gross
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The following table summarizes loans secured by commercial real estate categorized by FDIC code at

December 31 2009 dollars in thousands

$205465

30668

459130

$695263

19.8%

2.9

44.1

66.8%

220.9%

33.0

493.6

747.5%

Development commercial real estate loans

Secured by
Landunimproved commercial or residential

Land developmentcommercial
Land developmentresidential

Commercial construction

Hotel motel

Retail

Office

Multifamily

Industrial and warehouse

Healthcare

Miscellaneous commercial

Total development commercial real estate

loans

Existing and other commercial real estate loans

Secured by
Hotellmotel

Retail

Office

Multifamily

Industrial and warehouse

Healthcare

Miscellaneous commercial

Residential constructionspeculative

Total existing and other commercial real estate

loans

Commercial real estate owner occupied and residential loans

Secured by
Commercialowner occupied
Commercial constructionowner occupied
Residential constructioncontract

Total commercial real estate owner occupied
and residential loans

Total loans secured by commercial real

estate

of Banks
of gross total regulatory

Total loans capital

0.4

0.9

0.7

0.5

________
0.2

189208 18.2 203.4

105428 10.1 113.4

31369 3.0 33.7

36036 3.5 38.7

30668 3.0 33.0

15414 1.5 16.6

16826 1.6 18.1

133655 12.8 143.7

7184 0.7 7.7

376580 36.2 404.9

120402 11.6 129.4

2418 0.2 2.6

6655 0.6 7.2

129475 12.4 139.2

$695263 66.8% 747.5%

of Banks
of gross total regulatory

Total loans capital

Secured by commercial real estate

Construction land development and other land loans

Multifamily residential

Nonfarm nonresidential

Total loans secured by commercial real estate

The following table further categorizes loans secured by commercial real estate categorized by FDIC code
at December 31 2009 dollars in thousands

8.6%

1.4

5.5

89234

14087

57084

196

4639

246

9878

7098

4981

1765

95.9%

15.1

61.4

0.2

5.0

0.3

10.6

7.6

5.4

1.9
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Asset Quality

Nonaccrual Loans and Loans Past Due 90 Days and Still Accruing The following table summarizes

nonaccrual loans and loans past due 90 days and still accruing interest at the dates indicated in thousands

December 31

2009 2008

Nonaccrual loans
$96936 $42968

Loans past due 90 days and still accruing
206

$96936 $43174

Substantially all of these loans are bankcard loans

Additional interest income of $5.9 million would have been reported during 2009 had loans classified as

nonaccrual during the period performed in accordance with their original terms As result our core operating

earnings did not include this interest income Additionally no interest income was recorded during 2009 on loans

classified as nonaccrual as our policy is to apply payments collected on nonaccrual loans to the principal balance

of the loan

Troubled Debt Restructurg At December 31 2009 and December 31 2008 the principal balance of

troubled debt restructurings totaled $14.6 million and $1.2 million respectively

Allowance for Loan Losses

The following table summarizes the activity impacting the allowance for loan losses at the dates and for the

periods indicated in thousands

At and for the years ended

December 31

2009 2008 2007

Allowance for loan losses beginning of period 11000 7418 8527

Provision for loan losses
73400 5619 988

Loan charge-offs
60791 2169 2363

Loan recoveries
470 132 266

Net loans charged-off
60321 2037 2097

Allowance for loan losses end of period
24079 $11000 7418

Impaired Loans The following table summarizes information relative to impaired loans at the dates and

for the periods
indicated in thousands

At and for the years ended

December 31

2009 2008

Impaired loans for which there is related allowance for loan losses

determined in accordance with FASB ASC 310 $11253 $21413

Other impaired loans
85583 16055

Total impaired loans
$96836 $37468

Average impaired loans based on simple average
of quarter-end balances $82471 $22568

Related allowance for loan losses 5250 4453
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Premises and Equipment

The following table summarizes the premises and equipment balances net at the dates indicated in
thousands

December 31

2009 2008

Land 6534 6530
Buildings 19904 19668
Leasehold improvements 5313 2884
Furniture and equipment 20908 19412
Software 3719 3495
Bank automobiles 820 941

Capital lease asset 420

Premises and equipment gross 57618 52930

Accumulated depreciation 28013 26583
Premises and equipment net 29605 26347

Premises Held for Sale

During 2008 the Company classified two parcels of land with carrying amount approximating $1.7

million at December 31 2008 as held for sale These parcels were sold by the Company during the first quarter
of 2009 at the carrying amount in conjunction with the construction of our corporate headquarters in downtown
Greenville We had no long-lived assets classified as held for sale at December 31 2009

During 2008 we consolidated our existing banking office network reducing the number of banking offices

by four Three of the consolidated banking offices were leased and we owned one Additionally during 2008 we
relocated our existing Pendleton banking office in Anderson County The previous banking office is owned At
December 31 2009 these banking office locations were not classified as held for sale as all criteria had not been

met for such classification As such these long-lived assets will continue to be depreciated until which time all

criteria are met The book value of these properties totaled $580 thousand at December 31 2009

Goodwill net and Core Deposit Intangibles net

Goodwill of $3.7 million at December 31 2009 and 2008 resulted from past business combinations from
1988 through 1999 We perform our annual impairment testing as of June 30 Our impairment testing at June 30
2009 2008 and 2007 indicated that no impairment charge was required as of those dates Due to the continuing

significant negative economic environment and our declined market capitalization based on our stock price we
also performed an impairment test of our goodwill at December 31 2009 No impairment loss was recognized

during the year ended December 31 2009

The following table summarizes the
gross carrying amount and accumulated amortization of intangible

assets with finite lives at the dates indicated in thousands Core deposit intangibles net are included within the

Other assets financial statement line item of the Consolidated Balance Sheets

December 31

2009 2008

Core deposit intangibles gross 1779 1779
Less accumulated amortization 1779 1745

Core deposit intangibles net 34
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Mortgage-Banking Activities

Mortgage loans serviced for the benefit of others amounted to $426.6 million and $377.3 million at

December 31 2009 and December 31 2008 respectively and are excluded from our Consolidated Balance

Sheets

The book value of mortgage-servicing rights at December 31 2009 and December 31 2008 was $3.0

million and $2.9 million respectively Mortgage-servicing rights are included within the Other assets financial

statement line item of the Consolidated Balance Sheets The fair value of mortgage-servicing rights at

December 31 2009 and December 31 2008 was $3.6 million and $3.2 million respectively

Mortgage-Servicing Rights Activity

The following table summarizes the changes in the mortgage-servicing rights portfolio at the dates and for

the periods indicated in thousands

For the years ended

December 31

2009 2008

Mortgage-servicing rights portfolio net of valuation allowance beginning of period 2932 $2949

Capitalized mortgage-servicing rights
1378 864

Mortgage-servicing rights portfolio amortization and impairment 1271 881

Mortgage-servicing rights portfolio net of valuation allowance end of period 3039 $2932

Amortization

The following table summarizes the estimated amortization expense of our mortgage-servicing rights

portfolio outstanding at December 31 2009 for the periods indicated in thousands

During the years ended December 31

2010
903

2011
710

2012
553

2013
426

2014
324

Thereafter
123

$3039
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Valuation Allowance

The following table summarizes the activity impacting the valuation allowance for impairment of the

mortgage-servicing rights portfolio for the periods indicated in thousands

For the years ended

December 31

2009 2008 2007

Valuation allowance beginning of period $30 $10
Additions charged to and reduction credited from operations 10 20

Valuation allowance end of period $40 $30 $10

Real Estate and Personal Properly Acquired in Settlement of Loans

Composition

The following table summarizes Real estate acquired in settlement of loans and personal property acquired
in settlement of loans which is included within the Other assets financial statement line item on the Consolidated

Balance Sheets at the dates indicated in thousands

December 31

2009 2008

Real estate acquired in settlement of loans $27826 $6719
Repossessed automobiles acquired in settlement of loans 188 564

Total property acquired in settlement of loans $28014 $7283

Real Estate Acquired in Settlement of Loans Activity

The following table summarizes the changes in the real estate acquired in settlement of loans portfolio at the

dates and for the periods indicated in thousands

At and for the years ended
December 31

2009 2008 2007

Real estate acquired in settlement of loans beginning of period 6.719 7743 600
Plus New real estate acquired in settlement of loans 24628 2778 10030
Less Sales of real estate acquired in settlement of loans 761 3634 2707
Less Provision charged to expense 2760 168 180

Real estate acquired in settlement of loans end of period $27826 6719 7743

At December 31 2009 three assets with an aggregate net carrying amount of $7.3 million were under

contract for sale to close in the first quarter of 2010 Of these one property with carrying amount of $1.7
million closed in February 2010 at gain
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Deposits

Composition

The following table summarizes traditional deposit composition at the dates indicated in thousands

December 31

2009 2008

Transaction deposit accounts 449867 498780

Money market deposit accounts 119082 93746

Savings deposit accounts 40335 36623

Time deposit accounts $100000 and greater
263664 180.083

Time deposit accounts less than $100000 341966 262264

Total traditional deposit accounts $1214914 $1071496

At December 31 2009 $542 thousand of overdrawn transaction deposit accounts were reclassified to loans

compared with $1.2 million at December 31 2008

Time Deposit Account Maturities

The following table summarizes the maturities of time deposit accounts outstanding at December 31 2009

during the periods indicated in thousands

During the years ended December 31

2010 $464910

2011
119259

2012
19019

2013
728

2014
513

Thereafter
1201

$605630

Jumbo Time Deposit Accounts

Jumbo time deposit accounts are accounts with balances totaling $100000 or greater at the date indicated

The following table summarizes the jumbo time deposit accounts by maturity at December 31 2009 in

thousands

Three months or less
$138672

Over three months through six months 29136

Over six months through twelve months 38333

Twelve months or less 206141

Over twelve months 57.523

Total jumbo time deposit accounts $263664

Jumbo time deposit accounts totaled $180.1 million at December 31 2008
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Interest Expense on Deposit Accounts

The following table summarizes interest paid on traditional deposit accounts for the periods indicated in
thousands

For the years ended

December 31

2009 2008 2007

Transaction deposit accounts 526 4966 $10152
Money market deposit accounts 602 1922 3977
Savings deposit accounts 132 129 139

Time deposit accounts 18251 16677 15964

Total interest
expense on traditional deposit accounts $19511 $23694 $30232
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10 Borrowings

The following table provides detail with respect to our borrowings composition at the dates and for the

periods indicated dollars in thousands

At and for the years ended

December 31

2009 2008 2007

Retail repurchase agreements

Amount outstanding at year-end
15545 $16357 $11280

Average amount outstanding during year
23227 18063 13347

Maximum amount outstanding at any
month-end 29461 21817 13772

Rate paid at year-end
0.25% 0.25% 2.63%

Weighted average rate paid during the year
0.25 1.37 4.04

Commercial paper

Amount outstanding at year-end
19061 $27955 $26326

Average amount outstanding during year
24085 32415 27295

Maximum amount outstanding at any
month-end 27041 37487 32667

Rate paid at year-end
0.25% 0.25% 2.8 1%

Weighted average rate paid during the year
0.25 1.11 4.07

Other short- term borrowingsfederal funds purchased from correspondent

banks

Amount outstanding at year-end
$35785 $18000

Average amount outstanding during year
5335 13240 3610

Maximum amount outstanding at any month-end 17295 38171 18000

Rate paid at year-end
0.68% 4.32%

Weighted average rate paid during the year
0.61 2.27 5.50

Other short-term borrowingsFHLB

Amount outstanding at year-end
$44000 $12000

Average amount outstanding during year
10112 35303 9426

Maximum amount outstanding at any month-end 69000 59000 24000

Rate paid at year-end
0.46% 4.56%

Weighted average rate paid during the year
0.57 2.29 5.36

Long-term borrowingsFHLB

Amount outstanding at year-end
$101000 $52000

Average amount outstanding during year
68054 41415 4521

Maximum amount outstanding at any
month-end 101000 52000 10000

Rate paid at year-end
2.0 1% 2.90%

Weighted average rate paid during the year
2.53 2.89 3.83

Rates paid are tiered based on level of deposit Rate presented represents the average rate for all tiers offered

at year end
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Federal Funds Accommodations

At December 31 2009 we had access to federal funds funding from
correspondent bank that is secured byU.S Treasury and federal agency securities The

following table summarizes our federal funds funding
utilization and availability at the dates indicated in thousands

December 31

2009 2008

Authorized federal funds funding accomodations $5000 67500
Utilized federal funds funding accomodations

35785
Available federal funds funding accomodations $5000 31715

This federal funds funding source may be canceled at any time at the correspondent banks discretion

FHLB Borrowings

As disclosed in Notes and we pledge investment securities and loans to collateralize FHLB advances
and letters of credit Additionally we may pledged cash and cash equivalents In order to compute lendable
collateral amounts the market value of pledged securities and loans balances is reduced by 10% collateral

discount factor This amount is then adjusted by the institution
assigned collateral maintenance level factor

Among other things the collateral maintenance level factor takes into account our collateral credit score
determined by the FHLB As of December 31 2009 and 2008 our collateral maintenance factors from the FHLB
were 125% and 100% respectively Cash and cash equivalents if pledged are not subject to the 125%
collateralization maintenance level In January 2010 the Company was notified by the FHLB that it will not
allow additional borrowings until our financial condition improves

The following table summarizes FHLB borrowed funds utilization and availability at the dates indicated in
thousands

December 31

2009 2008

Available lendable loan collateral value to serve against FHLB advances and letters of
credit

$162014 $159060
Available lendable investment

security collateral value to serve against FHLB advances
and letters of credit

26791 37481

Advances and letters of credit

Short-term advances
44000

Long-term advances
101000 52000

Letters of credit

50000 69000
Available lendable collateral value to serve against FHLB advances and letters of

credit

55 31541

The following table summarizes long-term FHLB borrowings at December 31 2009 dollars in thousands
Our long-term FHLB advances do not have embedded call options

Total

Borrowing balance... 5000 12000 19000 30000 30000 5000 $101000
Interest rate 2.57% 2.75% 0.63% 1.34% 2.89% 3.61% 2.01%
Maturity date 3/8/2010 4/2/2010 1/7/2011 1/18/2011 3/7/2011 4/2/2013
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Federal Reserve Discount Window

As of December 31 2009 our borrowings capacity at the Federal Reserve was secured by blanket lien on

portion of our commercial and consumer loan portfolios Of the $108.8 million of loans pledged at

December 31 2009 $61.2 million was available as lendable collateral We had no outstanding borrowings from

the Federal Reserve at December 31 2009

11 Shareholders Equity

Authorized Common Shares

On May 19 2009 the shareholders voted to amend the Companys Articles of Incorporation to increase the

authorized common stock from 10 million shares to 25 million shares

Authorized Preferred Shares

On September 15 2009 the shareholders voted to amend the Companys Articles of Incorporation to

authorize the issuance of up to 2.5 million shares of preferred stock with such preferences limitations and

relative rights within legal limits of the class or one or more series within the class as are set by the Board of

Directors

Cash Dividends

For the years
ended December 31 2009 and 2008 we paid quarterly

cash dividends totaling $389 thousand

or $0.06 per common share and $5.2 million or $0.80 per common share respectively The Company and the

Bank are subject to regulatory policies and requirements relating to the payment of dividends including

requirements to maintain adequate capital above regulatory minimums Since our total risk-based capital ratio

was 8.25% at December 31 2009 which was below the well-capitalized regulatory minimum threshold of 10%

payment of dividend on the Banks common stock requires prior
notification and non-objection from the FDIC

See Note 20 for further discussion regarding our regulatory capital requirements and dividend restrictions

12 Income Taxes

The following table summarizes income tax expense benefit attributable to continuing operations for the

periods indicated in thousands

For the years ended

December 31

2009 2008 2007

Current

Federal
$17250 8272 $6947

State

610 724

Total current
17250 8882 7671

Deferred

Federal
4878 1418 728

Total current and deferred $22128 7464 $8399

The excess tax benefit from equity based awards recorded in shareholders equity was $133 thousand during

the year ended December 31 2009
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The Company had net deferred tax asset of $5.8 million at December 31 2009 and net deferred tax asset

of $607 thousand at December 31 2008 The following table summarizes our net deferred tax asset and the tax

impacts of temporary differences that gave rise to significant portions of these deferred tax assets and liabilities

at the dates indicated in thousands

December 31

2009 2008

Deferred tax assets

Allowance for loan losses reserve

Nonaccrual loan interest

Real estate acquired in settlement of loans writedowns

Unrealized losses on investment securities available for sale

Pension plan

Other

Total deferred tax assets gross

Deferred tax liabilities

Premises and equipment due to depreciation differences

Basis of intangible assets for financial reporting purposes in excess of basis for tax

purposes

Deferred loan costs deducted for tax purposes as incurred and deferred loan fees

recognized under the principal reduction method for tax purposes

Unrealized gains on investment securities available for sale

Mortgage-servicing rights

Prepaid expenses

Other

Total deferred tax liabilities gross

Deferred tax asset net

During 2009 the Internal Revenue Service extended the net operating loss carryback period from two years
to five years As of December 31 2009 managements analysis concluded that it is more likely than not that all

of our net deferred income tax assets will be realizable based on available net operating loss carrybacks
refundable from income taxes previously paid As result no valuation allowance was recorded at December 31
2009

As result of the tax net operating loss in 2009 the Company filed tax refund claim receivable from

carrybacks to 2004 2007 totaling $17.5 million In addition the Company filed federal and state tax refund

claims for estimated taxes paid in 2009 totaling $3.5 million of which $3.3 million related to the federal claim

was received in February 2010

Effective January 2010 under the Internal Revenue Service rules the available carryback years reverted

from five-year period to two years The Company has carryback capacity in 2010 to recapture $7.9 million of

taxes paid in 2008

In accordance with FASB ASC 715 current period deferred tax credit of $1.5 million was recorded

against charge of $4.3 million to shareholders equity relative to the Companys noncontributory defined

benefit pension plan

8428

546

956

1297

248

11475

3850

557

94

991

174

58

5724

1343 1095

673 537

2073 2209
187

1064 1026
290 250
46

5676 5117

5799 607
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The following table reconciles the Companys statutory federal income tax rate to the effective income tax

rate for the periods indicated

For the years ended

December 31

2009 2008 2007

U.S federal income tax rate 35.0% 35.0% 35.0%

Changes from statutory rates resulting from

Tax-exempt income 0.9 3.1 2.7

Expenses not deductible for tax purposes
0.2 0.9 1.1

State taxes net of Federal income tax benefit 1.9 1.9

Other 01 OJ ft9

Effective tax rate
35.6% 35.4% 34.4%

The Company is subject to U.S federal and South Carolina state income tax Tax authorities in various

jurisdictions may examine the Company During 2008 the Internal Revenue Service examined the Company for

tax years 2006 through 2007 With few exceptions the Company and the Bank are not subject to federal and state

income tax examinations for taxable years prior to 2005

At December 31 2009 and 2008 the Company had no unrecognized tax benefits as result of the

requirements of FASB ASC 740

13 Employee Benefit Plans

Defined Benefit Pension Plan

Historically we have offered noncontributory defined benefit pension plan that covered all full-time

employees having at least twelve months of continuous service and having attained age 21 During the fourth

quarter of 2007 we notified employees that effective 2008 it would cease accruing pension benefits for

employees with regard to our noncontributory defined benefit pension plan Although no previously accrued

benefits were lost employees no longer accrue benefits for service subsequent to 2007

The Company began recognizing the funded status of our defined benefit postretirement plan in our

Consolidated Balance Sheet and provided additional required disclosures beginning with the year
ended

December 31 2007 Gains and losses prior service costs and credits and any remaining transition amounts that

had not yet been recognized through net periodic benefit cost as of December 31 2007 are recognized in

accumulated other comprehensive income net of tax impacts until they are amortized as component of net

periodic cost

Unless business entity remeasures both its plan assets and benefit obligations during the fiscal year the

funded status it reports
in its Consolidated Balance Sheet will be the same asset or liability recognized in the

previous year-end Consolidated Balance Sheet adjusted for subsequent accruals of net periodic benefit cost that

exclude the amortization of amounts previously recognized in other comprehensive income and contributions to

funded plan or benefit payments We conformed our pension asset and pension and postretirement liabilities in

accordance with the guidance issued by the FASB and recorded corresponding reduction of $4.1 million after

tax to the December 31 2007 balance of accumulated other comprehensive income loss in shareholders equity

relative to the adoption of the this guidance The Company recorded an additional reduction of $2.0 million

after-tax to accumulated other comprehensive income loss in shareholders equity in order to recognize the
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underfunded status of our defined benefit pension plan at December 31 2008 and an additional reduction of $2.8

million after-tax to accumulated other comprehensive income loss in shareholders
equity in order to

recognize the underfunded status of our defined benefit pension plan at December 31 2009

Defined Benefit Pension Plan Funded Status The following table summarizes the combined change in

benefit obligation defined benefit pension plan assets and funded status of the Companys defined benefit

pension plan at the dates and for the periods indicated in thousands including the impact of the curtailment of

accrued pension benefits and the adoption of the guidance issued by the FASB during the
year ended

December 31 2007

At and for the years ended

December 31

2009 2008 2007

Change in benefit obligation

Benefit obligation beginning of period 11270 $13934 $14692
Service cost 722
Interest cost 923 683 868

Impact of plan curtailment 2508
Net actuarial loss gain 5836 1788 598
Benefits paid 1121 1559 438

Benefit obligation end of period 16908 11270 13934

Change in plan assets

Fair value of plan assets beginning of period 10774 15914 14798
Return on plan assets 1748 3594 455

Employer contribution 1801 13 1099
Benefits paid 1121 1559 438

Fair value of plan assets end of period 13202 10774 15914

Funded status 3706 496 1980
Net prepaid 7473 6422 5806

Net actuarial loss 11179 6918 3826
Income tax benefit 3913 2422 1340
Accumulated other comprehensive loss impact 7266 4496 2486

The Companys accrued liability recognized net at December 31 2009 and 2008 is included in the Other

liabilities financial statement line item on the Consolidated Balance Sheets The Companys accrued asset

recognized net at December 31 2007 is included in the Other assets financial statement line item on the

Consolidated Balance Sheets

137



PALMETTO BANCSHARES INC AND SUBSIDIARY

Notes To Consolidated Financial StatementsContinued

Cost of Defined Benefit Pension Plan The following table summarizes the adjusted net periodic income

expense components for the Companys defined benefit pension plan which is included in Salaries and other

personnel expense on the Consolidated Statements of Income Loss for the periods indicated in thousands

For the years ended

December 31

2009 2008 2007

Service cost
722

Interest cost
923 683 868

Expected return on plan assets 899 1267 1358
Amortization of prior service cost

Amortization of net actuarial gain loss 725 19 278

Net periodic pension income expense
$749 603 515

The service cost component of net periodic pension cost is the actuarial present value of benefits attributed

by the plans benefit formula to services rendered by employees during the period As result of the Companys

decision to curtail the plan effective on January 2008 no costs relative to this component of net periodic

pension cost have been necessary since that date since employees did not accrue benefits for services rendered

after that date

Actuarial gains and losses are the unanticipated change in the unfunded liability over given year i.e the

excess of the actual unfunded liability over the predicted unfunded liability resulting from unanticipated events

Actuarial gains and losses result from actual asset returns deviating from the assumed rate changes in the

discount rate used to measure plan obligations and other variances in demographic experience such as

retirements and mortality

Defined Benefit Pension Plan Assumptions The following table summarizes the assumptions used in

computing the benefit obligation and the adjusted net periodic income expense for the periods indicated

For the years ended

December 31

2009 2008 2007

Discount rate
5.70% 5.70% 5.80%

Rate of increase in compensation levels nla 3.50 3.50

Expected long-term rate of return on plan assets 8.00 8.00 9.00

Defined Benefit Pension Plan Assets The following table summarizes the fair value of defined benefit

pension plan assets by major category at the dates indicated in thousands

December 31

2009 2008

Investments at fair value

Interest-bearing cash
427 789

U.S government and agency
securities 2745 1790

Corporate bonds 2951 2562

Corporate stocks 1755 1128

Palmetto Bancshares Inc common stock 192 672

Pooled funds 5072 3628

Accrued interest receivable
60 205

Total assets $13202 $10774
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The investment objectives of the defined benefit pension plan assets are designed to maintain full funding
with respect to the projected benefit obligation and to maximize returns in order to minimize contributions within

reasonable and prudent levels of risk The precise amount for which these obligations will be settled depends on
future events including the life expectancy of the defined benefit pension plans participants and salary inflation

The obligations are estimated using actuarial assumptions based on the current economic environment The

defined benefit pension plans investment
strategy balances the requirement to generate return using higher-

returning assets with the need to control risk using less volatile assets Risks include but are not limited to
inflation volatility in equity values and changes in interest rates that could cause the defined benefit pension

plan to become underfunded thereby increasing the defined benefit pension plans dependence on contributions

from the Company

Plan assets are managed by professional investment firms as well as by investment professionals that are

employees of the Company as approved by the Board of Directors The Compensation Committee of the Board

of Directors is responsible for maintaining the investment policy of the defined benefit pension plan approving
the appointment of the investment manager and reviewing the performance of the defined benefit pension plan

assets at least annually

Investments within the defined benefit pension plan are diversified with the intent to minimize the risk of

large losses to the defined benefit pension plan The total portfolio is constructed and maintained to provide

prudent diversification within each investment category and we assume that the volatility of the portfolio will be

similar to the market as whole The asset allocation
ranges represent long-term perspective Therefore rapid

unanticipated market shifts may cause the asset mix to fall outside the policy range Such divergences should be

short-term in nature

Fair Value Measurements FASB ASC 820 establishes framework for measuring fair value and provides
fair value hierarchy that prioritizes the inputs to valuation techniques used to measure fair value The hierarchy

gives the highest priority to unadjusted quoted prices in active markets for identical assets or liabilities Level

measurements and the lowest priority to unobservable inputs Level measurements For assets fair value

measurement is based upon quoted prices if available If quoted prices are not available fair values are measured

using independent pricing models or other model-based valuation techniques such as the present value of future

cash flows adjusted for the securitys credit rating prepayment assumptions and other factors such as credit loss

assumptions Following is description of the valuation in determining fair value measurements of defined

benefit pension plan assets

Interest-bearing cash Valued at the net asset value of units held by the pension plan at year-end

U.S government and agency securities Valued at the closing price reported in the active market in

which the individual securities are traded

Corporate bonds Valued at the closing price reported in the active market in which the bond is traded

Corporate stocks Valued at the closing price reported in the active market in which the individual

securities are traded

Palmetto Bancshares Inc common stock Common stock of the Company is valued based on the

average of the last five trades of the stock facilitated by the Company At December 31 2009 Company
common stock included in the plan was 1.5% of total assets of the plan

Pooled funds Valued at the net asset value of units held by the pension plan at year-end

The preceding methods described may produce fair value calculation that may not be indicative of net

realizable value or reflective of future fair values Furthermore although we believe our valuation methods are
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appropriate and consistent with other market participants the use of different methodologies or assumptions to

determine the fair value of certain financial instruments could result in different fair value measurement at the

reporting date

The following table summarizes the defined benefit pension plan assets measured at fair value at

December 31 2009 aggregated by the level in the fair value hierarchy within which those measurements fall in

thousands

Level Level Level Total

Pension assets $1755 $11255 $192 $13202

The following table summarizes the changes in Level assets measured at fair value on recurring basis at

the dates and for the period indicated in thousands

Palmetto Bancshares Inc

common stock

Balance December 31 2008 672

Total unrealized losses

Balance December 31 2009 $192

Current and Future Expected Contributions The Pension Protection Act of 2006 imposed number of

burdens on pension plans with an asset liability ratio of less than 80% with additional burdens imposed if the

asset liability ratio falls below 60% Due primarily to declining asset values our plan was 66% funded at

January 2009 In order to eliminate the burdens resulting from this funded status we contributed

approximately $1.7 million to the defined benefit pension plan relative to 2008 and $104 thousand relative to

2009 on June 30 2009 These contributions increased our asset liability ratio above the 80% threshold

Contributions to our defined benefit pension plan assets totaled $13 thousand during fiscal year 2008 Employer

contributions in the amount of at least $78 thousand will be made during 2010 Additional contributions may be

made depending on the funded status of the plan

Expected Future Defined Benefit Pension Plan Payments The following table summarizes the benefits

expected to be paid for the periods indicated in thousands

During the years ended December 31

2010 742

2011 747

2012

2013 861

2014 899

2015-2019 5507

The expected benefits to be paid are based on the same assumptions used to measure the Companys benefit

obligation at December 31 2009

401k Plan

Employees are given the opportunity to participate in the Companys 401k plan designed to supplement an

employees retirement income Under the plan the Company makes contributions to trust fund that will pay the
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employee benefits at retirement Prior to December 2009 employees were eligible to participate in this plan
after completing one year of service and reaching age 21 Effective December 2009 employees are eligible to

participate in the plan immediately when hired Employees may withhold
percentage of compensation with

certain limitations for deposit into the trust fund Employees may terminate deferrals at any time The Company
makes matching contributions to each employee based on the employees deferral in percentage set by the

Company prior to the end of each plan year The employer match for 2009 and 2008 was 3.6% and 3.0%
respectively During the years ended December 31 2009 2008 and 2007 the Company made matching
contributions to our employee 401k plan totaling $407 thousand $327 thousand and $302 thousand

respectively

During 2007 in conjunction with the audit of the Companys 401k Plan an administrative error was
discovered that resulted in participants being denied the opportunity to fully defer the appropriate amount of

compensation under the plan During 2007 the Company calculated and accrued the denied deferral amount and
the resulting employer match including missed

earnings Those amounts totaled approximately $1.6 million

through December 31 2007 Those amounts were recorded within salaries and other personnel expense on the

Consolidated Statements of Income for the year ended December 31 2007 The Company contributed these

amounts to each participants account during the fourth quarter of 2007

Collateral Split-Dollar Life Insurance Arrangements

On January 2008 we changed our accounting policy and recognized cumulative-effect adjustment to

retained earnings totaling $99 thousand related to accounting for certain collateral split-dollar life insurance

arrangements in connection with the adoption of certain provisions within FASB ASC 715 Deferred

compensation expense related to such collateral split-dollar life insurance
arrangements was less than $1

thousand for the
years ended December 31 2009 and 2008

Bank-Owned Life Insurance

The Company has purchased life insurance policies on certain key employees Such policies are recorded in

the Other assets financial statement line item on the Consolidated Balance Sheets at their cash surrender value or
the amount that can be realized At December 31 2009 and 2008 the cash surrender value of such policies

totaled $1.6 million

14 Equity Based Compensation

Stock Option Plan

General Prior to 2009 the Company had in place several plans pursuant to which we may grant incentive

and nonincentive stock options to certain key employees and directors of the Company Our shareholders have

approved all of the plans The Board determines the terms of the options on the grant date The option price must
be at least 100% of fair value of our common stock as of the grant date and the term of the options shall not be

greater than 10 years Under the Palmetto Bancshares Inc 1997 Stock Compensation Plan we could grant
nonqualified stock options and incentive stock options

The Stock Compensation Plan originally provided for the issuance of 175000 common shares which were
doubled in conjunction with stock split in 2000 and increased by 100000 in 2003 As provided in the Palmetto

Bancshares Inc 1997 Stock Compensation Plan as of close of business on December 2007 the plan terminated
and no options have been granted under the plan after that date However the termination did not impact options
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previously granted under the plan All options expire at various dates through December 31 2016 Of these

147210 remained outstanding at December 31 2009 with exercise prices ranging from $13.50 to $30.40 All

options granted had vesting term of five years
and an exercise period often years from date of grant

Determining Fair Value

Valuation and Amortization Method We estimate the fair value of stock options granted using the

Black-Scholes option-pricing formula This fair value is then amortized on straight-line basis over the

requisite service periods of the awards which is generally the vesting period

Dividend Yields We estimate the expected
dividend based on historical dividends declared per year

giving consideration for any anticipated changes and the estimated stock price over the expected term

based on historical experience when using the Black-Scholes option-pricing
formula to determine the

fair value of options granted

Expected Volatility As of January 16 2007 all options under the plan had been granted Prior to April

2007 we used an annual independent stock appraisal to assist us in establishing the fair value of our

common stock We used these fair market valuations of the common stock to determine the estimated

volatility factor for the Black-Scholes option-pricing formula

Risk-Free Interest Rate We base the risk-free interest rate used in the Black-Scholes option pricing

formula on the implied yield currently available on U.S Department of the Treasury zero coupon issues

with the same or substantially equivalent remaining term as the expected term of the option at the time

of grant

Expected Term The expected term represents the period that our stock option awards are expected to be

outstanding We base the expected term of options on our historical share option exercise experience

The following table summarizes the stock option awards granted by the Company the fair value of each

award granted as estimated on the date of grant using the Black-Scholes option-pricing model and the weighted

average assumptions used for the determination of fair value of such grants for the grant date indicated

Grant Date
1/16/2007

Stock option awards granted
800

Option price
$30.40

Fair value of stock option awards granted
6.24

Expected dividend yields
2.5%

Expected volatility

13

Risk-free interest rate

Expected term years
10

Vesting period years

Stock Option Compensation Expense The compensation cost that was charged against pretax income

during 2009 for stock options was $64 thousand The total income tax benefit recognized in the Consolidated

Statements of Income Loss with regard to the deductible portion of this compensation cost was $6 thousand

The compensation cost that was charged against pretax net income during 2008 for stock options was $94

thousand The total income tax benefit recognized in the Consolidated Statements of Income Loss with regard

to the deductible portion of this compensation cost was $6 thousand Management estimated that forfeitures

would not be significant and is recognizing compensation costs for all equity based awards
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At December 31 2009 and 2008 based on options outstanding at that time the total compensation cost

related to nonvested stock option awards granted under our stock option plan but not yet recognized was $31

thousand and $95 thousand respectively before the impact of income taxes Stock option compensation expense

is recognized on straight-line basis over the vesting period of the option This remaining compensation cost

related to nonvested stock option awards at December 31 2009 is expected to be recognized over remaining

period through 2011

Stock Option Activity The following table summarizes stock option activity for the Palmetto Bancshares

Inc 1997 Stock Compensation Plan for the periods indicated

Weighted-

Stock options average

outstanding exercise price

Outstanding at December 31 2006 251670 $18.67

Granted 800 30.40

Exercised 54315 12.93

Outstanding at December 31 2007 198155 20.29

Granted

Forfeited 4500 20.00

Exercised 24325 15.61

Outstanding at December 31 2008 169330 20.98

Forfeited 18120 13.00

Exercised 4000 26.60

Outstanding at December 31 2009 147210 $21.80

Cash received from stock option exercises under our stock option plan for the years ended December 31

2009 2008 and 2007 was $106 thousand $380 thousand and $702 thousand respectively

Stock Options Outstanding The following table summarizes information regarding stock options

outstanding and exercisable at December 31 2009

Options outstanding Options exercisable

Number of Weighted- Number of

stock average Weighted- stock Weighted
options remaining average options average

outstanding contractual exercise exercisable exercise

Exercise price or range of exercise prices at 12/31/09 life years price at 12/31/09 price

$13.50 7800 1.00 $13.50 7800 $13.50

$15.00 to $20.00 54410 2.40 17.02 54410 17.02

$23.30 to $26.60 51200 4.36 24.47 51200 24.47

$27.30 to $30.40 33800 6.02 27.37 26480 27.36

Total 147210 3.84 21.80 139890 21.51

At December 31 2009 we determined the fair value of our common stock based on the
average

of the last

five trades reported through our Private Trading System The total intrinsic value of stock options exercised

during the years ended December 31 2009 2008 and 2007 was $62 thousand $631 thousand and $1.5 million

respectively At December 31 2009 the fair value of our common stock did not exceed the exercise price of any

options outstanding and exercisable
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Restricted Stock Plan

In 2008 the Companys Board of Directors adopted and the shareholders approved the Palmetto

Bancshares Inc 2008 Restricted Stock Plan which provides for the grant of common stock awards to the

Companys employees officers and directors total of 250000 shares of common stock have been reserved for

issuance pursuant to awards under the plan subject to its anti-dilution provisions

The first awards were granted under the 2008 Restricted Stock Plan during the year ended December 31

2009 The following table summarizes restricted stock activity at the date and for the period indicated

Restricted Weighted-
stock average

outstanding grant price

Granted January 2009 37540 $42.00

Granted October 2009 17500 21.95

Forfeited 10000 42.00

Outstanding at December 31 2009 45040 $34.21

5508 restricted stock shares vested in 2009

The value of the restricted stock awarded is established as the fair value of the stock at the time of the

grant We measure compensation cost for restricted stock awards at fair value and recognize compensation

expense over the service period for awards expected to vest As such expense relative to 2009 grants equal is

recognized ratably over the year vesting period of the stock award grants The compensation cost taking into

account the forfeitures of nonvested share awards that was charged against pretax income during 2009 for

restricted stock awards was $253 thousand The total income tax benefit recognized in the Consolidated

Statements of Income Loss with regard to the deductible portion of this compensation cost was $89 thousand

Forfeitures are accounted for by eliminating compensation expense
for unvested shares as forfeitures occur At

December 31 2009 based on restricted stock awards outstanding at that time the total pretax compensation cost

related to nonvested restricted stock awards granted under the restricted stock plan but not yet recognized was

$1.3 million This cost is expected to be recognized over remaining period through 2014 The estimation of

restricted stock awards that will ultimately vest requires judgment and to the extent actual results or updated

estimates differ from current estimates such amounts will be recorded as cumulative adjustment in the period

estimates are revised

At December 31 2009 there was no intrinsic value associated with the restricted stock as the fair value did

not exceed the fair value on the date of grant At December 31 2009 204960 shares were available for issuance

under the plan

Shares of restricted stock granted to employees under the 2008 Restricted Stock Plan are subject to

restrictions as to continuous employment for specified time period following the date of grant During this

period the holder is entitled to full voting rights and dividends
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15 Average Share Information

The following table summarizes the reconciliation of the numerators and denominators of the basic and

diluted net income loss per common share computations for the periods indicated

For the years ended December 31

2009 2008 2007

Weighted average common shares outstandingbasic 6449754 6438071 6390858
Dilutive impact resulting from potential common share

issuances 81778 86805

Weighted average common shares outstandingdiluted 6449754 6519849 6477663

Per Share Data

Net income lossbasic 6.21 2.11 2.51

Net income lossdiluted 6.21 2.09 2.47

Basic net income loss per share is computed by dividing net income loss available to common
shareholders by the weighted average number of shares of common stock outstanding during the period For

diluted net income per share the denominator is increased to include the number of additional common shares

that would have been outstanding if dilutive potential common shares had been issued If dilutive common stock

equivalents are calculated for stock options and restricted stock shares using the treasury stock method

In accordance with FASB ASC 260 including potential common shares in the denominator of the diluted
per

share computation for continuing operations results in an antidilutive
per share amount when an entity has loss

from continuing operations As such no potential common shares were included in the computation of the

diluted per share amount for the year ended December 31 2009

16 Commitments Guarantees and Other Contingencies

Lending Commitments and Standby Letters of Credit

Unused lending commitments to customers are not recorded in our Consolidated Balance Sheets until funds

are advanced For commercial customers lending commitments generally take the form of unused revolving

credit anangements to finance customers working capital requirements For retail customers lending

commitments are generally unused lines of credit secured by residential property

The following table summarizes the contractual amounts of our unused lending commitments relating to

extension of credit with off-balance sheet risk at December 31 2009 in thousands

Commitments to extend credit

Revolving open-end lines secured by single-family residential properties 51159
Bankcard lines 40617
Commercial real estate construction and land development loans secured by

real estate

Single-family residential construction loan commitments 2565
Commercial real estate other construction loan and land development

loan commitments 23873
Other 51947

Total commitments to extend credit $170161
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Commitments to fund other loans are comprised primarily of overdraft protection lines and lines related to

commercial and industrial loans

Standby letters of credit are issued for customers in connection with contracts between the customers and

third parties Letters of credit are conditional commitments issued by us to guarantee the performance of

customer to third party
The maximum potential amount of undiscounted future payments related to letters of

credit at December 31 2009 was $4.6 million compared with $8.6 million at December 31 2008

The reserve for unfunded commitments at December 31 2009 was $128 thousand and is recorded in the

Other liabilities financial statement line item in the Consolidated Balance Sheet

Loan Participations

With regard to participations sold aggregating $26.3 million at December 31 2009 $12.5 million of which

related to gross loan balances and $13.8 million of which related to the contractual real estate acquired in

settlement of loan balances we serve as the lead bank and are therefore responsible for certain administration

and other management functions as agent to the participating banks The participation agreements include certain

standard representations and warranties related to our duties to the participating banks

Derivatives

See Note 17 for further discussion regarding our off-balance sheet arrangements and commitments related to

our derivative loan commitments and freestanding derivatives

Long-Term Contractual Obligations

In addition to the contractual commitments and arrangements previously described the Company enters into

other contractual obligations in the ordinary course of business The following table summarizes these

contractual obligations at December 31 2009 in thousands except obligations for employee benefit plans as

these obligations are paid from separately identified assets See Note 13 for discussion regarding this employee

benefit plan

Over one Over three

Less than through through Over

Other contractual obligations one year three years five years five years Total

Real property operating lease obligations 1991 3597 $3203 $14272 23063

Time deposit accounts 464910 138278 1241 1201 605630

Long-term borrowings 17000 79000 5000 101000

Total other contractual obligations $483901 $220875 $9444 $15473 $729693

Obligations under noncancelable real property operating lease agreements noted above are payable over

several years with the longest obligation expiring in 2029 Option periods that the Company has not yet exercised

are not included in the preceding table

Real property operating lease obligations summarized in the preceding table

Are net of payments to be received under sublease agreement with third party
with regard to the

Companys previous Blackstock Road banking office for which we are contracted under lease

agreement as Lessee This lease is scheduled to expire in 2010

Include obligations with regard to three banking offices that were consolidated during 2008 that are

leased by the Company and currently vacant Two of the leases are scheduled to expire in 2010

Management is considering options with regard to the remaining leased location
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Do not include periodic increases in lease payments for the Rock Hill operating building lease and

operating lease for additional office space Lease payment increases are subject to consumer price index

changes Management does not believe that future minimum lease payments relative to these locations

will significantly differ from current obligations at December 31 2009 Therefore current lease

obligations have been used to determine the operating lease obligations in the preceding table

Obligations under these operating lease
agreements are payable over several years with the building

lease expiring in 2015 and the additional office space lease expiring in 2011

Do not include the parking leases in downtown Greenville which are paid month-to-month

We relocated our corporate headquarters to downtown Greenville South Carolina during March 2009

During 2007 we executed build-to-suit operating lease agreement in conjunction with our new corporate

headquarters in Greenville County Upon occupancy these lease payments were replaced with those required by

the build-to-suit operating lease agreement dated May 2007

The Company enters into
agreements with third parties with respect to the leasing servicing and maintenance

of equipment However because we believe that these agreements are immaterial when considered individually or

in the aggregate with regard to our Consolidated Financial Statements we have not included such agreements in the

preceding contractual obligations table Therefore management believes that noncompliance with terms of such

agreements would not have material impact on our business financial condition results of operations and cash

flows Furthermore as most such commitments are entered into for 12-month period with option extensions long-

term obligations beyond 2010 cannot be reasonably estimated at this time

Short-Term Contractual and Noncontractual Obligations

Annually in conjunction with our budgeting process capital expenditures are approved for the coming year

During the budgeting process for 2010 the Board of Directors approved $2.5 million in capital expenditures

related to technology and facilities Generally purchase obligations are not made in advance of such purchases

although to obtain discounted pricing we may enter into such arrangements In addition management anticipates

that expenditures will be required during 2010 that could not have been expected and therefore were not

approved in the budgeting process Funds to fulfill both budgeted and nonbudgeted commitments will come from

our operational cash flows

Although we expect to make capital expenditures in years subsequent to 2010 capital expenditures are

reviewed by management on an annual basis Therefore we have not yet estimated such capital expenditure

obligations for years subsequent to 2010

Capital Expenditure Obligations

Remaining capital expenditure obligations relative to our relocated Greer banking office and corporate

headquarters were estimated between $500 thousand and $1 million at December 31 2008 All obligations were

satisfied during the
year ended December 31 2009

Legal Proceedings

We are subject to actual and threatened legal proceedings and other claims against us arising out of the

conduct of our business Some of these suits and proceedings seek damages fines or penalties These suits and

proceedings are being defended by or contested on behalf of us On the basis of information presently available

we do not believe that existing proceedings and claims will have material effect on our financial position or

results of operations
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17 Derivative Financial Instruments and Hedging Activities

At December 31 2009 and 2008 our only derivative instruments related to our residential mortgage lending

activities

Commitments to originate conforming loans totaled $7.0 million at December 31 2009 At December 31

2009 these derivative loan commitments had positive fair values included within the Other assets financial

statement line item of the Consolidated Balance Sheet totaling approximately $52 thousand and negative fair

values included within the Other liabilities financial statement line item of the Consolidated Balance Sheet

totaling approximately $11 thousand resulting in net derivative loan commitment income totaling approximately

$41 thousand for the year ended December 31 2009

Forward sales commitments totaled $10.0 million at December 31 2009 At December 31 2009 forward

sales commitments had positive fair values included within the Other assets financial statement line item of the

Consolidated Balance Sheet totaling $92 thousand and negative fair values included within the Other liabilities

financial statement line item of the Consolidated Balance Sheet totaling approximately $1 thousand resulting in

net forward sales commitment income totaling approximately $91 thousand for the year
ended December 31

2009

At December 31 2008 the fair value of our derivative assets related to derivative loan commitments and

forward loan sales commitments was not material

18 Disclosures Regarding Fair Value

Valuation Methodologies

Following is description of the valuation methodologies used for fair value measurements

Investment Securities Available for Sale Investment securities available-for-sale are recorded at fair value

on recurring basis Fair value measurement is based upon quoted prices if available If quoted prices are not

available fair values are measured using independent pricing models or other model-based valuation techniques

such as the present value of future cash flows adjusted for the securitys credit rating prepayment assumptions

and other factors such as credit loss assumptions Level securities include those traded on an active exchange

such as the New York Stock Exchange U.S Treasury and federal agencies that are traded by dealers or brokers

in active over-the-counter markets and money market funds Level securities include mortgage-backed

securities issued by government sponsored entities state and municipal bonds and corporate debt securities

Securities classified as Level include asset-backed securities in less liquid markets

Mortgage Loans Held for Sale Mortgage loans held for sale are carried at the lower of cost or fair value

The fair value of mortgage loans held for sale is based on what secondary markets are currently offering for

portfolios with similarcharacteristics As such we classify loans subjected to nonrecurring fair value adjustments

as Level

Loans We do not record loans at fair value on recurring basis However from time to time loan is

considered impaired and specific allowance for loan losses is established or the loan is charged down to the fair

value less costs to sell Once loan is identified as individually impaired management measures impairment

The fair value of impaired loans is estimated using one of several methods including collateral value and

discounted cash flows Those impaired loans not requiring an allowance represent loans for which the net present

value of the expected cash flows or fair value of the collateral less costs to sell exceed the recorded investments

in such loans At December 31 2009 substantially all of the total impaired loans were evaluated based on the
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fair value of the collateral When the fair value of the collateral is based on an observable market price or

current appraised value we record the impaired loan as nonrecurring Level When an appraised value is not

available or management determines the fair value of the collateral is further impaired below the appraised value

and there is no observable market price we record the impaired loan as nonrecurring Level

Goodwill Goodwill is subject to impairment testing We test goodwill for impairment by comparing the

business units carrying value to the implied fair value In the event the fair value is determined to be less than

the carrying value the asset is recorded at fair value as determined by the valuation model As such if

applicable we classify goodwill subjected to nonrecurring fair value adjustments as Level

Real Estate and Personal Property Acquired in Settlement of Loans Real estate and personal property

acquired in settlement of loans is adjusted to fair value upon transfer of the loans Subsequently such assets are

carried at the lower of carrying value or fair value less costs to sell Fair value is based upon independent market

prices appraised values of the collateral or managements estimation of the value of the collateral When the fair

value of the collateral is based on an observable market price or current appraised value we record the asset as

nonrecurring Level When an appraised value is not available or management determines the fair value of the

collateral is further impaired below the appraised value and there is no observable market price we record the

asset as nonrecurring Level

Derivative Financial Instruments Currently we enter into loan commitments and forward sales

commitments The valuation of these instruments is computed using internal valuation models utilizing

observable market-based inputs As such we classify derivative financial instruments subjected to recurring fair

value adjustments as Level

Assets and Liabilities Measured at Fair Value on Recurring Basis

The following table summarizes our assets and liabilities measured at fair value on recurring basis at

December 31 2009 aggregated by the level in the fair value hierarchy within which those measurements fall in

thousands

Level Level Level Total

Assets

Investment securities available for sale $16297 $63371 $40318 $119986

Derivative financial instruments 144 144

Total assets $16297 $63515 $40318 $120130

Liabilities

Derivative financial instruments 12 12

The following table summarizes the detail of investment securities available for sale fair value

measurements from brokers or third party pricing services by level at December 31 2009 in thousands

Level Level Level Total

Brokers $40318 40318
Third party pricing services 16297 63371 79668

Total $16297 $63371 $40318 $119986
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The following table reconciles the beginning and ending balances of fair value measurements using

significant unobservable inputs on recurring basis at the dates and for the period indicated in thousands

Investment securities

available for sale

Balance December 31 2008 54639

Total unrealized gain included in

Net income

Accumulated other comprehensive income 1204

Purchases sales issuances and settlements net 15525

Transfers in and out of level three

Balance December 31 2009 40318

See Note 13 for detailed disclosure regarding the fair value of defined benefit pension plan assets at

December 31 2009

Assets and Liabilities Measured at Fair Value on Nonrecurring Basis

The following table summarizes our assets and liabilities measured at fair value on nonrecurring basis at

December 31 2009 aggregated by the level in the fair value hierarchy within which those measurements fall in

thousands

Level Level Level Total

Assets

Impaired loans net 75209 $14097 89306

Real estate and personal property acquired in settlement of

loans 25522 2492 28014

Total assets $100731 $16589 $117320

Carrying Amounts and Estimated Fair Value at Principal Financial Assets and Liabilities

For assets and liabilities that are not presented on the balance sheet at fair value we use the following

methods to determine fair value

For financial instruments that have quoted market prices those quotes are used to determine fair value

Financial instruments that have no defined maturity have remaining maturity of 180 days or less or reprice

frequently to market rate are assumed to have fair value that approximates reported book value If no market

quotes are available financial instruments are valued by discounting the expected cash flows using an estimated

current market interest rate for the financial instrument

The short maturity of our assets and liabilities results in having significant number of financial instruments

whose fair value equals or closely approximates carrying value Such financial instruments are reported in the

following balance sheet captions cash and cash equivalents mortgage loans held for sale retail repurchase

agreements commercial paper and other short-term borrowings

Fair value estimates are made at specific point in time based on relevant market information and

information about the financial instrument These estimates do not reflect the premium or discount on any

particular financial instrument that could result from the sale of our entire holdings Because no ready market

exists for significant portion of our financial instruments fair value estimates are based on many judgments
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These estimates are subjective in nature and involve uncertainties and matters of significant judgment and

therefore cannot be determined with precision Changes in assumptions could significantly impact the estimates

Fair value estimates are based on existing on and off-balance sheet financial instruments without attempting

to estimate the value of anticipated future business and the value of assets and liabilities that are not considered

financial instruments Significant assets and liabilities that are not considered financial instruments include those

resulting from our mortgage-banking operations the value of the long-term relationships with the Companys
deposit customers deferred income taxes and premises and equipment In addition the tax ramifications related

to the realization of the unrealized gains and losses can have significant impact on fair value estimates and have

not been considered in the estimates

Commitments to extend credit and standby letters of credit are generally short-term and commitments to

extend credit are generally at variable market rates Standby letters of credit generally have no associated rate

unless funding occurs As such commitments to extend credit and standby letters of credit are deemed to have no

material fair value

The following table summarizes the carrying amount and fair values for other financial instruments included

in our Consolidated Balance Sheets at the dates indicated in thousands

December 31 2009 December 31 2008

Carrying Carrying Fair

amount Fair value amount value

Assets

Loans gross 945864 912277 $1121012 $1179667

Total assets 945864 912277 $1121012 $1179667

Liabilities

Deposits $1214914 $1206857 $1071496 $1079681
Long-term borrowings 101000 100119 52000 49808

Total liabilities $1315914 $1306976 $1123496 $1129489

19 Holding Company Condensed Financial Information

Since the Company is holding company and does not conduct operations its primary sources of liquidity

are equity issuances dividends upstreamed from the Bank funds received through stock option exercises and

funds received through the offering of commercial
paper as an alternative investment tool for our commercial

customers referred to as our master note program Through the master note arrangement between the Company
and the Bank Palmetto Master Notes are issued as an alternative investment for commercial sweep accounts

These master notes are unsecured but are backed by the full faith and credit of the Company The commercial

paper
is issued only in conjunction with deposits to automated sweep accounts at the Bank level While they have

not indicated any intention to do so the Federal Reserve as regulator for the Company could require that we
discontinue this program
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The following tables summarize the holding companys financial condition results of operations and cash

flows at the dates and for the periods indicated in thousands

Condensed Balance Sheets

December 31

2009 2008

Assets

Cash and cash equivalents
1050

Due from subsidiary
19486 27949

Investment in subsidiary
74009 115067

Goodwill 704 704

Other
114 11

Total assets $95363 $143731

Liabilities and shareholders equity

Commercial paper
$19061 27955

Prepaid compensation
1287

Shareholders equity
75015 115776

Total liabilities and shareholders equity $95363 $143731

Condensed Statements of Income Loss

For the years ended

December 31

2009 2008 2007

Interest income from commercial paper Master notes 60 359 1110

Dividends received from subsidiary
389 4616 4348

Equity in undistributed earnings loss of subsidiary 40412 8984 11746

Interest expense on commercial paper Master notes 60 359 1110

Other operating income 22

Other operating expense
62 101

Net income loss $40085 $13599 $16015
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Condensed Statements of Cash Flows

For the years ended

December 31

2009 2008 2007

Operating Activities

Net income loss S40085 13.599 16015

Adjustments to reconcile net income loss to net cash provided by

used in operating activities

Decrease increase in due from subsidiary 8463 1.626 5335
Increase inequity in undistributed loss earnings of subsidiary 40412 8.984 11746
Increase decrease in other assets 103 13
Increase in other liabilities 1.540

_______ ______
Net cash provided by used in operating activities 10227 2991 1079

Financing Activities

Decrease increase iii commercial
paper 8894 1629 5338

Proceeds from exercise of stock options 106 380 702

Cash dividends declared and paid on common stock 389 5153 4.926

Net cash provided by used in financing activities 9177 3.144 1.114

Net increase decrease in cash and cash equivalents 1.050 153 35

Cash and cash equivalents beginning of the period 153 118

Cash and cash equivalents end of the period 1.050 153

20 Regulatory Capital Requirements and Dividend Restrictions

Capital Requirements

The following table summarizes the Companys and the Banks actual and required capital ratios at the

dates indicated dollars in thousands Although our Tier leverage ratio and Tier risk-based capital ratios were
above the well-capitalized regulatory minimum threshold of 5% and 6% nspectively at December 31 2009 our

total risk-based capital ratio was below the well-capitalized regulatory minimum threshold of 10% Therefore we
were classified in the adequately-capitalized category at December 2009
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Since December 31 2009 no conditions or events have occurred of which we are aware that have resulted

in material change in the Companys or the Banks category other than as reported in this Annual Report on

Form 10-K

To be well

For capital capitalized under

adequacy prompt corrective

Actual purposes action provisions

amount ratio amount ratio amount ratio

At December 31 2009

Total capital to risk-weighted assets

Company 93298 8.25% $90426 8.00% n/a n/a%

Bank 93013 8.22 90518 8.00 $113147 10.00

Tier capital to risk-weighted assets

Company 79046 6.99 45.213 4.00 n/a n/a

Bank 78745 6.96 45.259 4.00 67888 6.00

Tier leverage ratio

Company 79046 5.55 56951 4.00 a/a nla

Bank 78745 5.52 57042 4.00 71302 5.00

At December 31 2008

Total capital to risk-weighted assets

Company $128876 10.44% $98750 8.00% n/a n/a%

Bank 128872 10.44 98750 8.00 $123437 10.00

Tier capital to risk-weighted assets

Company 117876 9.55 49375 4.00 nla n/a

Bank 117872 9.55 49375 4.00 74062 6.00

Tier leverage ratio

Company 117876 8.70 54220 4.00 n/a n/a

Bank 117872 8.69 54240 4.00 67800 5.00

Restrictions

Deposits As result of being adequately-capitalized at December 31 2009 although we had none at or

since December 31 2009 we may not accept brokered deposits unless waiver has been granted by the FDIC

Additionally we are restricted from offering an effective yield of more than 75 basis points over the national

rates published by the FDIC weekly on their website

Dividends The holders of the Companys common stock are entitled to receive dividends when and if

declared by the Companys Board of Directors out of funds legally available for such dividends The Company

is legal entity separate and distinct from the Bank and depends on the payment of dividends from the Bank The

Company and the Bank are subject to regulatory policies and requirements relating to the payment of dividends
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including requirements to maintain adequate capital above regulatory minimums Federal regulatory authorities

are authorized to determine under certain circumstances that the payment of dividends by bank holding

company or bank would be an unsafe or unsound practice and to prohibit payment of those dividends Federal

regulatory authorities have indicated that banking organizations should generally pay dividends only out of

current income In addition as South Carolina chartered bank the Bank is subject to limitations on the amount
of dividends that it is permitted to pay As result of our being adequately-capitalized at December 31 2009 we
are restricted from declaring and paying dividend on the Banks common stock without prior notification and

non-objection from the FDIC

Other Based on discussions with the FDIC following its most recent safety and soundness examination of

the Bank in November 2009 the Bank presently expects to receive written agreement from the FDIC at some

point in 2010 which could require the Bank to take certain actions to address concerns raised in the

examination If the Bank were to receive written agreement and if the Bank were to fail to comply with the

requirements in such written agreement it may be subject to further regulatory action

To raise additional capital we have engaged an investment banking firm and are executing capital plan
that may include issuing common stock preferred stock or combination of both debt or other financing
alternatives that are treated as capital for capital adequacy ratio

purposes at the Bank Currently our plan is to

raise additional capital in the first half of 2010 and we are in active discussion with potential investors however
the Board of Directors has not yet determined the type timing amount or terms of securities to be issued in the

offering and there are no assurances that the offering will be completed

21 Related Party Transactions

FASB ASC 850 Related Party Disclosures provides guidance regarding transactions with related parties
Financial statements must include disclosures of material related party transactions

Intercompany Transactions

Intercompany transactions include activities between the Company and the Bank as well as between the

Bank Palmetto Capital and other subsidiaries The former includes transactions described in Note 19 The
Banks trust department also manages certain of the assets of our employee benefit plans

Related Party Transactions

Certain directors executive officers and their related interests are loan customers of the Bank All such

loans were made on substantially the same terms including interest rates and collateral as those prevailing at the

same time for comparable transactions The total loans outstanding to these related parties aggregated

approximately $12.9 million and $14.2 million at December 31 2009 and 2008 respectively

155



PALMETTO BANCSHARES INC AND SUBSIDIARY

Notes To Consolidated Financial StatementsContinued

22 Quarterly Financial Data Unaudited

The following tables summarize selected financial data regarding results of operations for the periods

indicated in thousands except per
share data Certain amounts previously presented in our Consolidated

Statements of Income Loss for prior periods have been reclassified to conform to cuffent classifications All

such reclassifications had no impact on the prior periods net income loss as previously reported

For the year ended December 31 2009

First Second Third Fourth

quarter quarter quarter quarter Total

Interest income $17566 15890 17046 15708 66210

Interest expense
5188 5622 5530 5099 21439

Net interest income 12378 10268 11516 10609 44771

Provision for loan losses 2175 30000 24000 17225 73400

Net interest income loss after provision for loan

losses 10203 19732 12484 6616 28629

Investment securities gains

Other noninterest income 4429 5103 4543 4625 18700

Noninterest expense
11517 13143 13998 13628 52286

Net income before provision benefit for income

taxes 3117 27772 21939 15619 62213

Provision benefit for income taxes 1123 9921 7764 5566 22128

Net income loss 1994 $l7851 $14175 $lO053 $40085

Common and per share data

Net income lossbasic 0.31 2.77 2.20 1.55 6.21

Net income lossdiluted 0.31 2.77 2.20 1.55 6.21

For the year ended December 31 2008

First Second Third Fourth

quarter quarter quarter quarter Total

Interest income $20216 20026 $19694 18309 78245

Interest expense
7691 6428 6505 5982 26606

Net interest income 12525 13598 13189 12327 51639

Provision for loan losses 488 687 687 3757 5619

Net interest income after provision for loan

losses 12037 12911 12502 8570 46020

Investment securities gains

Other noninterest income 4905 4772 4590 4630 18897

Noninterest expense
11359 11015 10813 10668 43855

Net income before provision for income taxes 5583 6669 6279 2532 21063

Provision for income taxes 1937 2340 2222 965 7464

Net income 3646 4329 4057 1567 $13599

Common and per
share data

Net incomebasic 0.57 0.67 0.63 0.24 2.11

Net incomediluted 0.56 0.66 0.62 0.25 2.09
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ITEM CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None

ITEM 9A CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures

An evaluation of the Companys disclosure controls and procedures as defined in Section 13a-I 4c of the

Securities Exchange Act of 1934 was canied out under the supervision and with the participation of the

Companys Chief Executive Officer and the Banks Chief Financial Officer and several other members of the

Companys senior management as of December 31 2009 The Companys Chief Executive Officer and the

Banks Chief Financial Officer concluded that the Companys disclosure controls and procedures were effective

as of December 31 2009 in ensuring that the information required to be disclosed by the Company in the reports
it files or submits under the Securities Exchange Act of 1934 is accumulated and communicated to

management including the Chief Executive Officer and Chief Financial Officer in timely manner and is

ii recorded processed summarized and reported within the time periods specified in the SECs rules and
forms

See Item Financial Statements and Supplementary Data which includes managements report on internal

control over financial reporting and the attestation report thereon issued by Elliott Davis LLC which is

incorporated herein by reference

Fourth Quarter Internal Control Changes

During the fourth quarter of 2009 the Company did not make any changes in our internal controls over
financial reporting that has materially impacted or is reasonably likely to materially impact those controls

ITEM 9B OTHER INFORMATION

None
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PART III

ITEM 10 DIRECTORS EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information required by this item is set forth in the definitive Proxy Statement of the Company filed in

connection with our 2010 Annual Meeting of the Shareholders which is incorporated herein by reference

ITEM 11 EXECUTIVE COMPENSATION

The information required by this item is set forth in the definitive Proxy Statement of the Company filed in

connection with our 2010 Annual Meeting of the Shareholders which is incorporated herein by reference

ITEM 12 SECURITY OWNERSHIP OF CERTAIN BENEFiCIAL OWNERS AND MANAGEMENT AND

RELATED SHAREHOLDER MATTERS

portion of the information required by this item is set forth in Item of this Annual Report on Form 10-K

Additional information required by this item is set forth in the definitive Proxy Statement of the Company filed

in connection with our 2010 Annual Meeting of Shareholders which is incorporated herein by reference

ITEM 13 CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS AND DIRECTOR

INDEPENDENCE

The information required by this item is set forth in the definitive Proxy Statement of the Company filed in

connection with our 2010 Annual Meeting of the Shareholders which is incorporated herein by reference

ITEM 14 PRINCIPAL ACCOUNTING FEES AND SERVICES

The information required by this item is set forth in the definitive Proxy Statement of the Company filed in

connection with our 2010 Annual Meeting of the Shareholders which is incorporated herein by reference
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PART IV

ITEM 15 EXHIBITS FINANCIAL STATEMENT SCHEDULES

All Financial Statements

See Item Financial Statements and Supplementary Data

Financial Statement Schedules

All schedules to the Consolidated Financial Statements required by Article of Regulation S-X and all

other schedules to the financial statements of the Company required by Article of Regulation S-X are

not required under the related instructions or are inapplicable and therefore have been omitted or the

required information is contained in the Consolidated Financial Statements or the notes thereto which
are included in Item hereof

Listing of Exhibits

Exhibit No Description

3.1.1 Articles of Incorporation filed on May 13 1982 in the office of the Secretary of State of South

Carolina Incorporated by reference to Exhibit to the Companys Registration Statement on
Form S-4 Commission File No 33-19367 filed with the Securities and Exchange Commission on
December 30 1987

3.1.2 Articles of Amendment filed on May 1988 in the office of the Secretary of State of South
Carolina Incorporated by reference to Exhibit 4.1.2 to the Companys Registration Statement on
Form S-8 Commission File No 33-51212 filed with the Securities and Exchange Commission on
August 20 1992

3.1.3 Articles of Amendment filed on January 26 1989 in the office of the Secretary of State of South

Carolina Incorporated by reference to Exhibit 4.1.3 to the Companys Registration Statement on
Form S-8 Commission File No 33-51212 filed with the Securities and Exchange Commission on
August 20 1992

3.1.4 Articles of Amendment filed on April 23 1990 in the office of the Secretary of State of South
Carolina Incorporated by reference to Exhibit 4.1.4 to the Companys Registration Statement on
Form S-8 Commission File No 33-5 1212 filed with the Securities and Exchange Commission on

August 20 1992

3.1.5 Articles of Amendment filed on October 16 1996 in the office of the Secretary of State of South
Carolina Incorporated by reference to Exhibit 3.1.5 to the Companys Quarterly Report on
Form 10-Q for the fiscal quarter ended September 30 1996

3.1.6 Articles of Amendment filed on May 17 1999 in the office of the Secretary of State of South

Carolina Incorporated by reference to Exhibit 3.1.6 of the Companys Quarterly Report on
Form l0-Q for the quarter ended June 30 1999

3.1 7A Articles of Amendment filed on June 2009 in the office of the Secretary of State of South
Carolina

3.1.8 Amended and Restated Articles of Incorporation filed on December 21 2009 in the office of the

Secretary of State of South Carolina Incorporated by reference to Exhibit 3.1 of the Companys
Current Report on Form 8-K filed with the Securities and Exchange Commission on December 21
2009

3.2.1 By-Laws adopted on April 10 1990 Incorporated by reference to Exhibit 3.2.1 to the Companys
Annual Report on Form 10-K for the year ended December 31 1996

3.2.2 Amendment to By-Laws dated April 12 1994
Incorporated by reference to Exhibit 3.2.2 to the

Companys Annual Report on Form 10-K for the year ended December 31 1996
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Exhibit No Description

3.2.3 Amendment to By-Laws dated January 19 1999 Incorporated by reference to Exhibit 3.2.3 to the

Companys Annual Report on Form 10-K for the year ended December 31 1998

3.2.4 Amended and Restated Bylaws dated December 15 2009 Incorporated by reference to Exhibit 3.2

of the Companys Current Report on Form 8-K filed with the Securities and Exchange

Commission on December 21 2009

4.1 Articles of Incorporation of the Registrant
Included in Exhibits 3.1.1 .7

4.2 Bylaws of the Registrant Included in Exhibit 3.2.1 .4

4.3 Specimen Certificate for Common Stock Incorporated by reference to Exhibit 4.3 to the

Companys Registration Statement on Form S-8 Commission File No 33-51212 filed with the

Securities and Exchange Commission on August 20 1992

10.1 Palmetto Bancshares Inc Stock Option Plan Incorporated by reference to Exhibit 10 to the

Companys Registration Statement on Form S-4 Commission File No 33-19367 filed with the

Securities and Exchange Commission on May 1988

10.2 The Palmetto Bank Pension Plan and Trust Agreement Incorporated by reference to Exhibit 10

to the Companys Registration Statement on Form S-4 Commission File No 33-19367 filed with

the Securities and Exchange Commission on May 1988

10.3 The Palmetto Bank Officer Incentive Compensation Plan Incorporated by reference to Exhibit

10.3 to the Companys Annual Report on Form 10-K for the year ended December 31 2000

10.4.1 Palmetto Bancshares Inc 1997 Stock Compensation Plan as amended to date Incorporated by

reference to Exhibit 10.1 to the Companys Annual Report on Form 10-K for the year ended

December 31 1997

10.4.2 Amendment to the Palmetto Bancshares Inc.s 1997 Stock Compensation Plan Incorporated by

reference to Exhibit 10.4.1 to the Companys Annual Report on Form 10-K for the year ended

December 31 2003

10.5 Palmetto Bancshares Inc 2008 Restricted Stock Plan Incorporated by reference to Appendix to

Companys Proxy Statement on Schedule l4A filed with the Securities and Exchange

Commission on March 17 2008

10.6 Lease Agreement dated as of May 2007 between The Palmetto Bank and Charles Howard

and Doris Howard Incorporated by reference to Exhibit 10.1 to the Companys Current Report

on Form 8-K filed on June 26 2007

10.7 Employment Agreement by and between Palmetto Bancshares Inc and Samuel Erwin dated

December 15 2009 Incorporated by reference to Exhibit 10.1 of the Companys Current Report

on Form 8-K filed with the Securities and Exchange Commission on December 21 2009

10.8 Employment Agreement by and between Palmetto Bancshares Inc and Lee Dixon dated

December 15 2009 Incorporated by reference to Exhibit 10.2 of the Companys Current Report

on Form 8-K filed with the Securities and Exchange Commission on December 21 2009

21.1 List of Subsidiaries of the Registrant

23.1 Consent of Elliott Davis LLC

31.1 Samuel Erwins Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

31.2 Lauren Greers Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

32 Certifications Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

Management contract or compensatory plan or arrangement

Filed with this Annual Report on Form 10-K

Copies of exhibits are available upon written request to Corporate Secretary Palmetto Bancshares Inc 306

East North Street Greenville SC 20601
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SIGNATURES

Pursuant to the requirements of Section 13 or 15d of the Securities Exchange Act of 1934 the registrant
has duly caused this report to be signed on its behalf by the undersigned thereunto duly authorized

PALMETTO BANCSHARES INC

By Is SAMUEL ERWIN

Samuel Erwin

Chief Executive Officer

Palmetto Bancshares Inc

Is LAUREN GREER

Lauren Greer

Chief Financial Officer

The Palmetto Bank

Date February 26 2010

Pursuant to the requirements of the Securities Exchange Act of 1934 this report has been signed below and
on the dates by the following persons on behalf of the registrant and in the capacities indicated

Signature
Title Date

Is FRED DAVIS JR Director
February 26 2010

Fred Davis Jr

Is LEE DIXON Director
February 26 2010

Lee Dixon Chief Operating Officer

Palmetto Bancshares Inc

Is SAMUEL ERWIN
Director

February 26 2010
Samuel Erwin Chief Executive Officer

Palmetto Bancshares Inc

Is DAVID GEORGE JR Director
February 26 2010

David George Jr

Is MICHAEL GLENN Director
February 26 2010

Michael Glenn

Is JOHN GRAMLING II Director
February 26 2010

John Gramling II

Is LAUREN GREER Chief Financial Officer
February 26 2010

Lauren Greer The Palmetto Bank

Is JOHN HOPKINS JR Director
February 26 2010

John Hopkins Jr

Is LEON PATTERSON Chairman of the Board of Directors February 26 2010

Leon Patterson
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Director February 26 2010

Director February 26 2010

Director February 26 2010

Director February 26 2010

Director February 26 2010

Director February 26 2010

Director February 26 2010

Signature

Is SAM PHILLIPS JR

Sam Phillips Jr

Is ALBERT SMITH

Albert Smith

Is ANN SMITH

Ann Smith

Is EDWARD KEITH SNEAD III

Edward Keith Snead III

/s JANE SOSEBEE

Jane Sosebee

Is STEWART SPINKS

Stewart Spinks

Is DAVID WASSON JR

David Wasson Jr
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Exhibit No Description

3.1.7 Articles of Amendment filed on June 2009 in the office of the Secretary of State of South

Carolina

21.1 List of Subsidiaries of the Registrant

23.1 Consent of Elliott Davis LLC

31.1 Samuel Erwins Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

31.2 Lauren Greer Certification Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

32 Certifications Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
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Communities Served Across The Upstate

Abbeville 470 Haywood Road Rock Hill Martha Franks

100W Greenwood Street Greenville 529607 201 Oakland Avenue Martha Franks Drive

Abbeville 529620 864/255-7971 Rock Hill 529730 Laurens 529360

864/366-5472 803/326-2006 864/984-4541

2101 Woodruff Road

Anderson Greenville SC 29607
Seneca

Wesley Commons
815 Main Street 864/240-4489

1094 Hwy 123 Bypass 1110 Marshall Road

Anderson SC 29621 Seneca 529678
Greenwood SC 29646

864/261-8600 Greenwood 864/882-3992
864/227-7290

701 Montague Avenue

Blacksburg
Greenwood SC 29646

Simpsonville
Skyland Place

203W Cherokee Street
864/223-1233

106 West College Street
1705 Skylyn Drive

Blacksburg SC 29702 Simpsonville 529681
Spartanburg SC 29302

864/839-6331
906 South Main Street

864/963-3671
864/582-6838

Greenwood 529646

864/223-4725
Boiling Springs Spartanburg Anderson Place

3995 Highway 1544 East Main Street 311 Simpson Road

Boiling Springs SC 29316
Greer

Spartanburg SC 29307
Anderson SC 29621

864/599-9940
809W Wade Hampton Blvd

864/591-5210
864/261-3875

Greer 529651

864/877-9877
101 St John StreetClinton

ATM Service
101 Carolina Avenue Spartanburg SC 29302

Clinton SC 29325
Inman 864/591-5200

864/833-7761
11500 Asheville Highway

3750 Highway 81

Inman SC 29349
Travelers Rest

Anderson SC 29621

864/472-5300
570 Roe Center Court

at Northside Village
Duncan

108 Main Street Traveler Rest 529690

Duncan SC 29334
Laurens 864/834-8757

3091 South Highway 14

864/439-4976
501 Church Street

Greer 529650

Laurens SC 29360
Palmetto Trust and

Pelham Place

864/984-8373
Investment Group

Highway 76Easley

1667 East Main Street 301 Hillcrest Drive

645 North Harper Street
Laurens SC 29360

Laurens 529360

Easley SC 29640

Laurens 529360
864/839-6331

Cato Shopping Center

864/850-0099
864/984-8362

314 Spartanburg Highway

Fountain Inn
13A South Main Street

Lyman SC 29365
101 West Main Street

Fountain Inn SC 29644
300 Weston Street

Laurens SC 29360
864/862-5417

Fountain Inn SC 29644
864/984-8308

8024 Augusta Road

864/862-4411 Piedmont SC 29673

Limited Service Offices Woodmont Village
Mauldin

Gaffney
401 West Butler Road

Shopping Center

3115 Limestone Street
Mauldin SC 29662

The Cascades at Verdae

Gaffney SC 29340
864/240-4499

10 FountainviewTerrace
4825 Highway 221

864/487-8900 Greenville 529607 Roebuck SC 29376

864/233-6367
Ninety-Six 1083 Old Clemson HighwayGreenville
207 Cambridge Street

Seneca SC 29672
306 East North Street

Ninety-Six SC 29666 Haywood Estates

at Heritage Pointe
Greenville SC 29601

864/543-2117
1180 Haywood Road

864/255-7960 Greenville SC 29616
697 Fairview Road

864/288-8093
Pendleton

Simpsonville SC 29681
722 Grove Road

7721 Clemson Boulevard

Greenville SC 29605

Pendleton 529670
864/370-7800

864/646-2100

Palmetto Bancshares Inc



306 East North Street Greenville South Carolina 29601

www.palmettobank.com


