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April 12,2013

Dear Shareholders, Customers, Employees and Friends:
We are pleased to provide you with the 2012: Annual Report.of Georgia-Carolina Bancshares, Inc.

Net income for the year totaled $6,621,000 or $1.84 per diluted share for 2012, and represents a 12.16%
return on average equity and a 1.34% return on average assets. These earnings are very strong in light of the
economic conditions and in comparison to our 2011 earnings. The 2012 earnings reflect a 61.5% increase
over 2011 earnings of $4,099,000.

Book value per share increased to $15.96 at December 31, 2012, compared to $14.04 at December 31,
2011,

Total assets increased slightly and totaled $506,175,000 at year end, an increase of 2.6% over last year
end. Total loans, including loans held for sale, declined 5.0% due to soft loan demand coupled with normal
loan repayments, but deposits.increased 1:4%:in 2012:

Asset quality continues to be a primary focus. Non-performing assets declined during the year to 1.93%
of total assets, which is very manageable. Our capital ratios continued to grow and we remain well above all
regulatory “well capitalized” guidelines.

We repurchased approximately 150,000 shares of our common stock during the year at an average price
of $8.15, which is very reasonable considering our book value of $15.96 and the recent tradmg price of our
stock in the $14.00 per share range.

We are completing our new branch office in Evans, Georgia, which will open in early May. Evans
has always been in our long-term growth plans and represents the business and governmental downtown
of Columbia County.  Columbia County is one of the fastest growing counties in Georgia and this office
represents our third office there.

We invite you to attend our Annual Meeting of our Shareholders to be held at 4:00 pm on Monday, May
20, 2013, in the lobby of our Main Office at 3527 Wheeler Road, Augusta, GA.

Thank you for your interest and support of your Company and your Bank.

Sincerely,

RemerY. Brinson 1
President & Chief Executive Officer
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Market for Registrant’s Common Equity, Related Stockholder Matters and
Issuer Purchases of Equity Securities

MARKET INFORMATION

The Company’s common stock trades on the Over-The-Counter Bulletin Board under the symbol “GECR”. The market for
the Company’s common stock must be characterized as a limited market due to its relatively low trading volume and lack
of analyst coverage. The following table sets forth for the periods indicated the quarterly high and low sales prices per
share as reported by the Over-The-Counter Bulletin Board. These quotations also reflect inter-dealer prices without retail
mark-ups, mark-downs, or commissions and may not necessarily represent actual transactions. The share prices below
reflect all stock splits.

Fiscal year ended December 31, 2012

First Quarter $ 9.25 $ 6.75
Second Quarter $ 9.45 $ 7.00
Third Quarter $10.75 $ 8.86
Fourth Quarter $12.98 $10.70
Fiscal year ended December 31, 2011
First Quarter $ 9.00 $ 7.10
Second Quarter $10.50 $ 7.65
Third Quarter $ 8.75 $ 6.75
Fourth Quarter $ 7.50 $ 6.30

HOLDERS OF COMMON STOCK

As of March 20, 2013, the number of holders of record of the Company’s common stock was approximately 534.

DIVIDENDS

Cash dividends of $432,000 and $0 were paid by the Company during the years ended December 31, 2012 and 2011,
respectively. The Company commenced paying a quarterly dividend of $0.04 per share in the second quarter of 2012.

Future dividends, if any, will be determined by the Board of Directors of the Company in light of circumstances existing

from time to time, including the Company’s growth, financial condition and results of operations, the continued existence

of the restrictions described below on the Bank’s ability to pay dividends and other factors that the Board of Directors of the
Company considers relevant. In addition, the Board of Directors of the Company may determine, from time to time, that it is
prudent to pay special nonrecurring cash dividends in addition to or in lieu of regular cash dividends. Such special dividends
will depend upon the financial performance of the Company and will take into account its capital position. No special
dividend is presently contemplated.

Because the Company’s principal operations are conducted through the Bank, the Company generates cash to pay dividends
primarily through dividends paid to it by the Bank. Accordingly, any dividends paid by the Company will depend on the
Bank’s earnings, capital requirements, financial condition and other factors. Under Georgia law, the Bank may pay dividends
only when and if the Bank is not insolvent. In addition, dividends may not be declared or paid at any time when the Bank
does not have combined paid-in capital and appropriated retained earnings equal to at least 20% of the Bank’s capital

stock. Moreover, dividends may not be paid by the Bank without the prior approval of the Georgia Department of Banking
and Finance (the “Georgia Banking Department”), if the dividends are in excess of specified amounts fixed by the Georgia
Banking Department.



EQUITY COMPENSATION PLAN INFORMATION

The Company currently has three equity compensation plans: (i) the 1997 Stock Option Plan, which was approved by
shareholders; (i) the Amended and Restated 2004 Incentive Plan, which was approved by shareholders; and (iii) the
Directors Equity Incentive Flan, which has not been approved by shareholders. The following table provides information as of
December 31, 2012 regarding the Company’s then existing compensation plans and arrangements:

PEAN CATEGORY
Equity compensation plans approved
by security holders:

1997 Stock Option Plan................. 86.237 $ 13.43 .
2004 Incentive Plan...ooc. 152,491 $ 9.96 155,246
Equity compensation plans not
approved by security holders . . 170.434
Total o 238.728 $ 1121 325,680

DIRECTORS EQUITY INCENTIVE PLAN

The Directors Equity Incentive Plan provides that non-employee directors of the Company and the Bank may elect to
purchase shares of the Company’s common stock in lieu of receiving cash for director fees earned in each calendar quarter.
Prior to 2012, the purchase price for shares acquired under the plan was $2.00 less than the average closing market price of
the Common Stock quoted on the Over-the-Counter Bulletin Board (or other national quotation service) for the ten business
days prior to the last trade of the Company’s common stock reported prior to the purchase date. However in january 2012,
the plan was amended such that the purchase price for shares acquired under the plan is equal to 85% of the average closing
market price of the Company’s common stock for the last ten trading days of each quarter as reported on the Over-the-
Counter Bulletin Board. A non-employee director may join the plan at any time during the last seven days of each calendar
quarter. The Directors Equity Incentive Planalso provides non-employee directors of the Company and the Bank annual
retainer shares in the form of 1) base award shares, plus 2) bonus shares for service as Board chairman, plus 3) bonus shares
for service on various committees. Non-employee advisory board members also qualify to receive annual award shares from
the Directors Equity Incentive Plan provided they meet an agreed upon annual attendance requirement. During 2012, the
Company issued 11,350 shares of stock as retainer stock, and 13,154 shares of stock in lieu of cash for directors” fees. During
2012, the Company amended the Plan to authorize the issuance of 300,000 shares in the aggregate.

EQUITY SECURITIES ISSUED WITHOUT REGISTRATION UNDER THE SECURITIES ACT OF 1933

During 2012, an aggregate of 11,350 shares were issued in payment for the annual retainer fees to certain directors, without
registration under the Securities Act of 1933, as amended. These shares were issued in reliance upon the exemption under the
Securities’Act provided by Section 4(2). of such Act.

ISSUER STOCK REPURCHASES

The table below provides information related to stock repurchases by the Company during the fourth quarter of 2012. The
purchase was not part of ary ongoing stock repurchase plan maintained by the Company. The purchase was authorized by
the:Company’s board of directors.

October 1, 2012 109,787 $ 810 N/A N/A

Total 109,787 $_8.10 N/A N/A




Selected Financial Data

Our selected consolidated financial data presented below as of and for the years ended December 31, 2008 through 2012

is derived from our audited consolidated financial statements. Our audited consolidated balance sheet as of December 31,
2012 and 2011 and results of operations for each of the years in the two year period ended December 31, 2012 are included
elsewhere in this report. All years have been restated as necessary for stock dividends and stock splits.

(Dollars in thousands, except per share data)

Selected Balance Sheet Data:

Assets $ 506,175 $ 493,252 $ 495,311 $ 484,013 $ 460,828
Investment securities and FHLB stock 132,760 100,283 79,431 47,289 59,795
Loans, held for investment 265,831 285,614 316,809 336,849 336,293
Loans, held for sale (LHFS) 48,432 45,227 46,570 58,135 28,402
Allowance for loan losses 5,954 6,804 7,866 5,072 4,284
Deposits 416,956 411,395 414,749 405,240 377,009
Repurchase agreements 3,333 3,565 3,467 7,297 15,859
Long-term debt - 25,000 25,000 25,000 25,400
Short-term debt 25,028 - - - -
Other liabilities 4,533 2,847 7,119 3,203 3,476
Shareholders’ equity 56,325 50,445 44,976 43,273 39,084
Selected Results of Operations Data:
Interest income 20,569 22,323 24,409 24,604 26,371
Interest expense 3,682 5,702 7,290 9,722 13,038
Net interest income 16,887 16,621 17,119 14,882 13,333
Provision for loan losses (605) 1,727 8,355 3,082 1,456
Net interest income after provision for
provision for loan losses 17,492 14,894 8,764 11,800 11,877
Non-interest income 14,653 11,170 13,246 14,157 9,920
Non-interest expense 22,861 20,127 20,543 20,902 17,745
Income before taxes 9,284 5,937 1,467 5,055 4,052
Income tax expense (benefit) 2,663 1,838 (66) 1,303 1,252
Net income $ 6,621 $ 4,099 $ 1,533 $ 3,752 $ 2,800
Per Share Data
Net income — basic $ 1.84 $ 1.15 $ 0.44 $ 1.08 $ 0.82
Net income — diluted $ 1.84 $ 1.15 $ 0.44 $ 1.07 $ 0.80
Book value $ 15.96 $ 14.04 $ 12.72 $ 12.37 $ 11.31
Dividends $ 0.12 $ 0.00 $ 0.00 $ 0.00 $ 0.00
Weighted average number of shares outstanding:
Basic 3,599,431 3,561,064 3,519,408 3,484,309 3,426,860
Diluted 3,599,431 3,561,064 3,519,408 3,492,871 3,503,856

Performance Ratios:

Return on average assets 1.34% 0.82% 0.32% 0.79% 0.62%
Return on average equity 12.16% 8.45% 3.41% 8.93% 7.36%
Net interest margin (1) 3.71% 3.53% 3.83% 3.37% 3.15%
Efficiency ratio 72.48% 72.42% 67.65% 71.98% 76.31%
Loan (excl LHFS) to deposit ratio 63.76% 69.43% 76.39% 83.12% 89.20%

Asset Quality Ratios:

Nonperforming loans to total foans 1.24% 2.34% 1.72% 1.57% 1.39%
Nonperforming assets to total loans

{excl LHFS + OREO) 3.60% 5.03% 2.82% 3.12% 3.57%
Allowance for loan losses to

nonperforming loans 152.86% 87.98% 125.71% 81.94% 84.65%
Allowance for loan losses to

total loans (excl LHFS) 2.24% 2.38% 2.48% 1.51% 1.27%

Capital Ratios:

Average equity to average assets 11.04% 9.66% 9.36% 8.81% 8.41%
Leverage ratio 11.13% 9.74% 9.32% 8.96% 8.59%
Tier 1 risk-based capital ratio 15.34% 12.11% 11.75% 10.50% 9.82%
Total risk-based capital ratio 16.59% 13.37% 13.01% 11.74% 10.91%

(1) Non-tax equivalent.



The @ﬁnsmid@ted Management’s Discussion and Analysis of Financial
Condition and Results of Operations

The following discussion provides information about the major components of the results of operations and financial
condition, liquidity and capital resources of the Company and Bank, and should be read in conjunction with the
Consolidated Financial Statements included elsewhere in this report.

CRITICAL ACCOUNTING POLICIES

The accounting and reporting policies of the Company and Bank are in accordance with accounting principles generally
accepted in the United States and conform to general practices within the banking industry. Application of these principles
requires management to make estimates or judgments that affect the amounts reported in the financial statements and

the accompanying notes. These estimates are based on information available as of the date of the financial statements;
accordingly, as this information changes, the financial statements could reflect different estimates or judgments. Certain
policies inherently have a greater reliance on the use of estimates, and as such have a greater possibility of producing results
that could be materially different than originally reported:

Estimates or judgments are necessary when assets and liabilities are required to be recorded at fair value, when a decline in
the value of an asset not carried on the financial statements at fair value warrants an impairment write-down or a valuation
reserve to be established, or when an asset or liability needs to be recorded contingent upon a future event. Carrying assets
and liabilities at fair value inherently results in more financial statement volatility. The fair values and the information used to
record the valuation adjustments for certain assets and liabilities are based either on quoted market prices or are provided by
other third-party sources, when available. When third-party information is not available, valuation adjustments are estimated
in good faith by management primarily through the use of internal cash flow modeling techniques.

Management views critical accounting policies to be those that are highly dependent on subjective or complex judgments,
estimates and assumptions, and where changes in those estimates and assumptions could have a significant impact on the
financial statements:

Allowance for Loan [osses

The allowance for loan losses represents management’s estimate of probable credit losses inherent in the loan portfolio.
Estimating the amount of the allowance for loan losses requires significant judgment and the use of estimates related to

the amount and timing of expected future cash flows on impaired loans, estimated losses on non-impaired loans based on
historical loss experience, and consideration of current economic trends and conditions, all of which may be susceptible to
significant change. The loan portfolio also represents the largest asset type on the consolidated balance sheet. Loan losses
are charged off against the allowance, while recoveries of amounts previously charged off are credited to the allowance.

A provision for loan losses is charged to operations based on management’s periodic evaluation of the factors previously
mentioned, as well as other pertinent factors.

The allowance consists of specific and general components. The specific component relates to loans that are individually
classified as impaired when, based on current information and events, it is probable that the Company will be unable to
collect all amounts due according to the contractual terms of the loan agreement. These analyses involve a high degree of
judgment in estimating the amount of loss associated with specific loans, including estimating the amount and timing of
future cash flows and collateral values. The general component covers non-impaired loans and is based on historical loss
experience adjusted for current factors. The historical loss experience is determined by portfolio segment and is based on the
actual loss history experienced by the Company over the most recent year. This actual loss experience is supplemented with
other economic factors based on the risks present for each portfolio segment. These economic factors include consideration
of the following: levels of and trends in delinquencies and impaired loans; levels of and trends in charge-offs and recoveries
for the most recent three years; trends in volume and terms of loans; effects of any changes in risk selection and underwriting
standards; other changes in lending policies, procedures, and practices; experience, ability, and depth of lending
management and other relevant staff; national and local economic trends and conditions; industry conditions; and effects of
changes in credit concentrations.

There are many factors affecting the allowance for loan losses; some are quantitative while others require qualitative
judgment. Although management believes its process for determining the allowance adequately considers all possible factors
that could potentially result in credit losses, the process includes subjective elements and may be susceptible to significant
change. To the extent actual outcomes differ from management’s estimates, additional provisions for loan losses could be
required that could adversely affect the Bank’s earnings or financial position in future periods.

Mortgage Banking Derivative

Loan commitments, whose underlying mortgage loans at origination will be held for sale upon funding of the loan are
derivative instruments. Loan commitments are recognized on the consolidated balance sheet in other assets and other
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liabilities at fair value, with changes in their fair values recognized in other non-interest income. At the inception of a loan
commitment, the Bank generally will simultaneously enter into a best efforts forward commitment to protect the Bank from
losses on sales of the loans underlying the loan commitment by securing the ultimate sale price and delivery date of the loan.

Other Real Estate Owned

Assets acquired through or instead of loan foreclosure are initially recorded at fair value less estimated costs to sell when
acquired, establishing a new cost basis. If fair value declines subsequent to foreclosure, a valuation allowance is recorded
through expense. Operating costs after acquisition are expensed. Costs related to the development and improvement of other
real estate owned are capitalized.

Fair Value of Financial Instruments

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

Additional information on the Company and Bank’s Critical Accounting Policies can be found in the Notes to the
Consolidated Financial Statements beginning on page 27.

CONSOLIDATED FINANCIAL INFORMATION

Certain consolidated financial information for the Company and Bank as of and for the years ended December 31, 2012 and
2011 is presented below:

(Dollars in tfiousands)

GECR consolidated (The Company) ~ $ 506,175 $ 6,621 $ 493,252 $ 4,099
The Bank $ 505,919 $ 6,775 $ 493,073 $ 4,275
Parent Company Only $ (154) $ (176)

The Parent Company only incurred $229,140 and $252,278 in operational costs for the years ended December 31, 2012

and 2011, respectively. The operational costs were partially offset by income tax benefits of $74,990 and $76,002 for 2012
and 2011, respectively. In total, the net loss for the Parent Company only was ($154,150) and ($176,276) for the years ended
December 31, 2012 and 2011, respectively. The Parent Company only received $1,500,000 in dividends from the Bank
during 2012 (not included in the table above). The Parent Company’s operational costs are primarily funded by proceeds from
the exercise of stock options and the dividends received from the Bank.

Results of Operations — Comparison of 2012 and 2011

BALANCE SHEET

The Company’s total assets increased $12.9 million or 2.6%, to $506.2 million at December 31, 2012 from $493.3 million at
December 31, 2011. Average total assets were $493.0 million in 2012 and $502.4 million in 2011, a decrease of $9.4 million
or 1.9%. Loans held for sale increased from $45.2 million at December 31, 2011 to $48.4 million at December 31, 2012, an
increase of $3.2 million or 7.1%. Substantially all loans held for sale originated by the Bank consist of well-secured single family
residential mortgage loans which are originated with a sales commitment and are sold in the secondary market shortly after
origination, thus greatly reducing the Bank’s credit risk. All other loans, net of allowance, totaled $259.9 million at December
31, 2012 compared to $278.8 million at December 31, 2011, a decrease of $18.9 million or 6.8%. Commercial and industrial
loans increased $0.9 million or 5.0%, from $18.9 million at December 31, 2011 to $19.8 million at December 31, 2012.

Real estate — residential loans decreased $1.1 million or 1.9%, from $56.6 million at December 31, 2011 to $55.5 million

at December 31, 2012, and real estate — construction, land and land development loans decreased $17.9 million or 24.2%,
from $73.8 million at December 31, 2011 to $55.9 million at December 31, 2012. Real estate — commercial loans decreased
$1.0 million or 0.8%, from $131.8 million at December 31, 2011 to $130.8 million at December 31, 2012. Consumer loans
decreased $0.8 million or 16.8%, from $4.7 million at December 31, 2011 to $3.9 million at December 31, 2012. The
decreases in most categories are primarily the result of weaker loan demand, pay-downs of existing loans, and transfers to other
real estate owned. The decline in loan demand coupled with growth in deposit levels, continued the recent trend of abundant
liquidity, resulting in increases in securities available-for-sale. Securities available-for-sale increased $32.5 million or 32.4% to
$132.8 million at December, 31, 2012 compared to $100.3 million at December 31, 2011. Cash and due from banks decreased
$4.6 million or 13.2% to $30.3 million at December 31, 2012 from $34.9 million at December 31, 2011. At December 31,
2012 and 2011 interest bearing balances with correspondent banks totaled $19.3 million and $25.6 million, respectively.

The allowance for loan losses was $6.0 million at December 31, 2012 and $6.8 million at December 31, 2011. This
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represents a decrease of $0.8 million or 12.5%. The decrease in the allowance is based upon management’s rating and
assessment of the loan portfolio and the credit risk inherent in the portfolio, and is partially due to the decline in the loan
volume. The Bank’s ratio of allowance for loan losses to gross loans, excluding loans held for sale, was 2.24% at December
31,2012, compared 16 2.38% at December 31, 2011.

Other real estate owned decreased $1.1 million or 15.9% to $5.9 million at December 31, 2012 compared to $7.0 million at
December 31, 201 1. The decrease is primarily related to the liquidation of other real estate assets as well as a decrease in the
acquisition of other properties. :

Total deposit-aceounts at December 31, 2012 were $417.0 million, an increase of $5.6-million or 1.4%, from $411.4 million
at December 31, 2611, Core deposits (DDA, NOW, money market and savings) increased $34.0 million or 15:9% over 2011,
Time deposits decreased $28.4 million or 14.4% over 2011. Brokered deposits totaled $15.4 million at December 31, 2012,
a decrease of $5.0 million or 24.5%, compared to $20.4 million at December 31, 2011. The decline in brokered deposits is a
direct result of the Bank’s increased reliance on core deposits. The Bank utilizes Promontory Interfinancial Network (CDARS)
to obtain and retain large time deposits of customers seeking full FDIC insurance coverage. Through network member
institutions, the CDARS deposits are broken into smaller deposits in order to receive insurance coverage beyond the FDIC’s
limit. CDARS deposits increased $1.4 million or 31.8% to $5.8 million at December 31, 2012 from $4.4 million at December
31,2011, Deposits excluding brokered and CDARs increased $9.2 million or 2.4% to $395.8 million at December 31, 2012
compared to $386.6 million at December 31, 2011. Total other borrowings by the Bank were $28.3 million at December 31,
2012, a-decrease of $0.3 million or 1.0%, from the balance of $28.6 million at December 31, 2011. The Bank paid off $25.0
million in long-term advances during 2012 and subsequently borrowed $25.0 million from the Federal Home Loan Bank
through its short-term line of credit product:

The Bank’s loan to deposit ratio was 75.4% at December 31, 2012 and 80.4% at December 31, 2011. Excluding mortgage
loans held for sale, this ratio was 63.8% for 2012 and 69.4% for 2011.

INCOME STATEMENT

Interest income was $20.6 million for 2012 compared to $22.3 million for 2011, a decrease of $1.8 million or 7.9%. This
decreasewas primarily the result of declining earning asset yields and weakened loan demand. As a result of reduced loan
demand, management increased purchases of lower yielding investment securities. Interest expense decreased $2.0 million
or 35.4%; from $5.7 million in 2011 to $3.7 million in 2012. This decrease in interest expense was primarily due to the lower
cost of funds resulting from the continued downward repricing of deposits and reduced borrowing cost. Cost of funds also
declined due to significant increases in low cost core deposits and significant decreases in time deposits. Non-interest bearing
deposits increased by $18.2 million or 34.4%, from $52.7 million at December 31, 2011 to $70.9 million at December 31,
2011, NOW accounts increased by $12.8 million or 28.8% from $44.6 million at December 31, 2011 to $57.4 million at
December 31, 2012. Savings accounts were $63.2 million at December 31, 2011 compared to $64.2 million at December
31,2012, anincrease of $1.0 million or 1.6%. Money market accounts increased $2.0 million or 3.6%;, from $53.0 million at
December 31, 2011 to $55.0 million at December 31, 2012. Time deposits decreased $28.4 million or 14.4%, from $197.8
million at December 31, 2011 to $169.4 million at December 31, 2012. Net interest income was $16.9 million for 2012
compared to $16.6 million for 2011, an increase of $0.3 million or 1.6%. Net interest margin increased to 3.71% for the year
ended December 31, 2012 from 3.53% for 2017.

The Bank recorded a negative provision for loan losses of $605,000 for the year ended December 31, 2012 compared to a
provision expense of $1.7 million for 2011, a-decrease in expense of $2.3 million: The credit provision and decrease from
2011 is the result of management’s detailed review of the Bank’s loan portfolio, the level of the Bank’s non-performing loans,
net charge offs for the period and level of loan delinquencies. The allowance for loan losses to total loans, excluding loans
held for sale, decreased to 2.24% at December 31,2012 from 2.38% at December 31, 20171, Net charge-offs were $245,000
in 2012, down from the $2.8 million in 2011, resulting in annual charge-off to average loans excluding loans held for sale
ratios of 0.09% and 0.90%, respectively. Management considers the current allowance for loan losses to be appropriate
based upon its detailed analysis of the potential risk in the portfolio; however, there can be no assurance that charge-offs in
future periods will not exceed the allowance for loan losses or that additional provisions will not be required.

Non-interest income for 2012 was $14.7 million compared to $11.2 million for 2011, an increase of $3.5 million or
31.2%. This increase in 2012 is primarily due to the increase in gain on sale of mortgage loans. Gain on sale of mortgage
loans increased from $8.2 million in 2011 to $11.4 million in 2012, an increase of $3.2 million or 39.0%. The mortgage
origination volume sold in 2012 was $431.5 million compared to $383.7 million in 2011, an increase of $47.8 million or
12.5%. Other income increased from $1.4 million to $1.9 million from 2011 to 2012 primarily due to rental income and
gains on sale of other real estate.

Non=interest expense increased from $20. 1 million in 2011 to $22.9 million in 2012, anincrease of $2.8 million or13:6%:
This increase is due to several factors, including increased valuation adjustments and operating expense for other real estate
owned of $1.2 million, a contingent liability of $600,000 related to a lawsuit against the Bank related to OREO, and an

=S



FHLB prepayment penalty of $392,000 for the early payoff of two FHLB advances. Salaries and employee benefits increased

$446,000 or 3.8% primarily due to an increase in commissions and incentives. This increase is due to the increase in volume
of mortgage originations. Additional software programs were implemented during 2012, which increased data processing by
$230,000 or 27.6%.

In total, net income increased in 2012 by $2.5 million from $4.1 million in 2011 to $6.6 million in 2012 as a result of the
above factors.

DISTRIBUTION OF ASSETS, LIABILITIES AND SHAREHOLDERS’ EQUITY; INTEREST RATES AND
INTEREST DIFFERENTIAL

The following table presents the average balance sheet of the consolidated Company for the years ended December 31,
2012, 2011 and 2010. Also presented is the consolidated Company’s actual interest income and expense from each asset
and liability, the average yield of each interest-earning asset and the average cost of each interest-bearing liability. This table
includes all major categories of interest-earning assets and interest-bearing liabilities:

CONSOLIDATED AVERAGE BALANCE SHEETS
(Dollars in thousands)

ASSETS
INTEREST-EARNING ASSETS
Loans, net of unearned income  $ 320,597 $ 18,019 5.62% $334,751 $ 19,624 5.86% $373,779 $ 22,379 5.99%

Investment securities 109,163 2,485 2.28% 99,858 2,611 2.61% 54,978 1,989 3.62%
Fed funds sold & cash in banks 25,842 65 0.25% 36,363 88 0.24% 18,202 41 0.23%
Total interest-earning assets 455,602 20,569 4.51% 470,972 22,323 4.74% 446,959 24,409 5.46%
NON-INTEREST-EARNING ASSETS
Cash and due from banks 10,166 7,716 8,226
Bank premises and fixed assets 8,875 9,119 9,476
Accrued interest receivable 1,513 1,662 1,657
Other assets 23,522 20,520 20,019
Allowance for loan losses (6,697 (7,627) (6,158)
Total assets $492,981 $502,362 $480,179

LIABILITIES AND
SHAREHOLDERS” EQUITY
INTEREST-BEARING DEPOSITS

NOW accounts $ 50,604 $ 178 0.35% $ 40,958 $ 163 0.40% $ 38,473 % 226 0.59%

Savings accounts 62,092 294 0.47% 60,056 535 0.89% 52,102 570 1.09%

Money market accounts 54,281 249 0.46% 45,311 333 0.73% 24,826 309 1.24%

Time accounts 183,331 2,282 1.24% 224,842 3,648 1.62% 246,359 5,232 2.12%
Total interest-bearing deposits 350,308 3,003 0.86% 371,167 4,679 1.26% 361,760 6,337 1.75%
OTHER INTEREST-BEARING

LIABILITIES

Borrowed funds 22,904 679 2.96% 29,561 1,023 3.46% 29,190 953 3.26%
Total interest-bearing liabilities 373,212 3,682 0.99% 400,728 5,702 1.42% 390,950 7,290 1.86%

NON-INTEREST-BEARING
LIABILITIES AND
SHAREHOLDERS” EQUITY

Demand deposits 61,933 50,463 42,066

Other liabilities 3,400 2,647 2,202

Shareholders” equity 54,436 48,524 44,961
Total liabilities and
shareholders’ equity $ 492,981 $ 502,362 $ 480,179
Net interest income $ 16,887 $ 16,621 % 17,119
Interest rate spread 3.52% 3.32% 3.60%
Net interest margin 3.71% 3.53% 3.83%
Average loans (excl LHFS)

to average deposits 78.72% 83.40% 81.52%

RATE/VOLUME ANALYSIS OF NET INTEREST INCOME

The following table sets forth information regarding changes in net interest income attributable to changes in average
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balanees and changes in rates for the periods indicated. The effect of a:change in average balance has been determined by
applying the average rate in the earlier period to the change in average balance in the later period, as compared with the
earlier period. The balance of the change in interest income or expense and net interest income has been attributed to a
change in average rate. Non-accruing loans have been included in the category “Net loans and loans held for sale.”

(Dollars in thousands)
Increase (Decrease) Due to

Interest earned on:

Tax-exempt securities $ 115 $ 79 $ 36 $ 47 $ 7) $ 34
Taxable securities 156 (318) (162) 1,557 (969) 588
Federal funds sold and cash in banks (25) 2 23) 42 5 47
Net loans and loans held for sale (830) (775) {1,605) 2,337y -~ (418) 2,755}
Totalinterest income $ (584) $61,170) $(1,754) $ (697) $(1,389) $(2,086)
Iinterest-paid.on:
NOW deposits $ 38 $ 23 $ 15 $ 15 $  (78) $ - (63)
Money market deposits 66 (150) 84) 255 (231) 24
Savings deposits 18 (259) (241) 87 (122) (35)
Time deposits (674) (692) (1,366) (457) (1,127) (1,584)
Borrowed funds L (230) 114y (344) 12 58 70
Total interest expense $(782) $(1,238) F$(2,020) $ - (88) $(1,500) $(1,588)
Ihcrease (decrease) in net interest income $ 198 § 68 $ 266 $ (609) $ 11 $(498)

LOAN PORTFOLIO

The Bank engages in a full complement of lending activities, including commercial, real estate and consumer loans. As of
Yecember 31, 2012, the Bank’s loan portfolio, excluding loans held for sale, consisted of 7.4% commercial and industrial
loans, 21.0% real estate - construction, land and land development loans, 20.9% real estate.— residential loans, 49.2% real

estate = commercialidoans, and 1.5% consumer loans.

Commercial and industrial lending is directed principally towards businesses whose demands for funds fall within the Bank’s
legal lending limits and which are potential deposit customers of the Bank. This category of loans inciudes loans made to
individual, partnership or carporate borrowers, for a-variety of business purposes. These loans include short-term lines of
credit, short- to medium-term plant and equipment loans, and loans for general working capital.

The Bank’s real estate — construction, land and land development loans consist of residential and commercial construction
loans as well as-land development loans. These foans are primarily construction and development loans to builders in the
Augusta and Savannah, Georgia areas.

Real estate - residential loans include residential mortgage lending and are primarily single-family residential loans secured
by the residential property. Home equity lines are also included in real estate — residential loans.

Real estate — commercial loans include commercial mortgage loans that are generally secured by office buildings, retail
establishments and other types of real property, both owner occupied and non-owner occupied. A significant component of
this type of lending is to owner occupied borrowers, including churches.

Consumer loans consist primarily of installment loans to individuals for personal, family or household purposes, including
automobile loans to individuals and pre-approved lines of credit.

While risk of loss in the Bank’s loan portfolio is primarily tied to the credit quality of the various borrowers, risk of loss may
also increase due to factors beyond the Bank’s control, such as local, regional and/or national economic downturns. General
conditions in the real estate market may also impact the relative risk in the Bank’s real estate portfolio.

With respect to loans which exceed the Bank’s lending limits or established credit criteria, the Bank may originate such
loans and sell therm to another bank. The Bank may also purchase loans originated by other banks. Management of the Bank
does not believe that its loan purchase participations will necessarily pose any greater risk of loss than loans which the Bank
originates.

The following table presents the categories of loans contained in'the Bank’s loan portfolio as of the end of the five most recent
fiscal vears and the total amount of all loans for such periods:
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y( Dollars in thousands)

Commercial and industrial $ 19,816 $ 18,864 $ 20,298 $ 22,906 $ 31,173
Real estate — construction, land and
land development 55,926 73,823 86,418 107,429 105,032
Real estate — residential 55,495 56,563 61,194 66,050 65,958
Real estate — commercial 130,729 131,725 142,351 133,140 125,194
Consumer 3,921 4,715 6,606 7,468 9,092
Total loans receivable $ 265,887 $ 285,690 $ 316,867 $ 336,993 $ 336,449
Less:
Unearned income and deferred loan fees (56) (76) (58) (144) (156)
Allowance for possible loan losses (5,954) (6,804) (7,866) (5,072) (4,284)
Total (net of allowance) $ 259,877 $ 278,810 $ 308,943 $ 331,777 $ 332,009

In addition to the above, the Bank also had $48.4 million and $45.2 million of single family residential mortgage loans held
for sale that were originated by the Bank’s Mortgage Division at December 31, 2012 and 2011, respectively.

The table below presents an analysis of maturities of loans by loan type as of December 31, 2012:

ars

(Dollars in thousands)
Commercial and industrial $ 12,246 $ 7,188 $ 382 $ 19,816
Real estate ~ construction, land and land development 35,937 19,599 390 55,926
Real estate — residential 23,133 19,677 12,685 55,495
Real estate — commercial 30,670 46,108 53,951 130,729
Consumer 1,123 2,737 61 3,921
Total loans receivable $ 103,109 $ 95,309 $ 67,469 $ 265,887

The following is a presentation of an analysis of sensitivities of loans to changes in interest rates as of December 31, 2012 (in
thousands):

Loans due after one year with predetermined interest rates $ 30,187
Loans due after one year with floating interest rates 132,591
Total loans due after one year $162,778

The following table presents information regarding non-accrual and past due loans at the dates indicated:

L . 2009
(Dollars in thousands)
Loans accounted for on a non-accrual basis
Number 35 48 50 63 56
Amount $ 3,895 $ 7,734 $ 6,257 $ 6,190 $ 5,061
Accruing loans which are contractually
past due 90 days or more as to principal
and interest payments
Number - - - - 3
Amount $ - $ - $ - $ - $ 1

Accrual of interest is discontinued when a loan becomes 90 days past due as to principal and interest or when, in management’s
judgment, the interest will not be collectible in the normal course of business. Additional interest income of approximately
$121,500 in 2012 would have been recorded if all loans accounted for on a non-accrual basis had been current in accordance with
their original terms. No interest income has been recognized in 2012 on loans that have been accounted for on a non-accrual basis.

Troubled Debt Restructurings

As of December 31, 2012, the Bank had classified 23 loans totaling $6,734,000 as “troubled debt restructurings” as defined in
ASC 310-40. As of December 31, 2011, the Bank had classified 20 loans totaling $9,770,000 as troubled debt restructurings.
Included in the troubled debt restructurings was $1.6 million of loans also on non-accrual as of December 31, 2012 and
December 31, 2011. As of December 31, 2012, three loans totaling $1.0 million classified as troubled debt restructurings were
in default. As of December 31, 2011, three loans totaling $811,000 classified as a troubled debt restructuring were in default.
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The following table presents loans classified as “troubled debt restructurings” as defined in ASC 310-40:

( Do/)érs in-thousands)
Troubled debt restructurings $ 6,734 $ 9,770 $.9,250 $4,188 $

Related to troubled debt restructurings, the Bank has utilized different types of concessions. The Bank may perform “A note/B
note” workout structures as 2 subset of the Bank’s troubled debt restructuring strategy. Under an A note/B note workout structure,
the new A note is underwritten in accordance with customary-troubled debt restructuring underwriting standards and is
reasonably assured of full repayment while the B note is not. The B note is immediately charged off upon restructuring.

[ the case above, if the loan was accruing prior:to the troubled debt restructuring (documented with the loan fegally bifurcated
into an A note fully supporting accrual status and a B note fully contractually forgiven and charged off), the A note may remain
on-accrual status. If the loan was onnonaccrual prior to the troubled debt restructuring (documented with the loan legally
bifurcated into an A note fully supporting accrual status and a B note contractually forgiven and fully charged off), the A note
may be returned to accrual status, and risk rated accordingly, after a reasonable period of performance under the troubled debt
restructuring terms. Shx-months of payment performance.is generally required to return these loans to accrual:status.

The A note will continue to be classified as a troubled debt restructuring and only may be removed from impaired status in years
after the restructuring if (a) the restructuring agreement specifies an interest rate equal to or greater than the rate that the Bank
was willing to accept at the time of the restructuring for a new loan with comparable risk, and (b) the loan is not impaired based
on the terms specified by the restructuring agreement.

The Bank has restructured one loan using this A note/B note structure totaling $690,000 and $1.1 million as of December 31,
2012 and 2011, respectively. The Bank had no loans using;this structure prior to 2011,

At December 31, 2012, there were no loans classified for regulatory purposes as doubtful, substandard or special mention that
have not been disclosed above which (i) represent or result from trends or uncertainties which management reasonably expects
will materially impact future operating results, liquidity or capital resources, or (i) represent material credits about which
management is aware of any information which causes management to have serious doubts as to the ability of such borrowers to
comply with the loan repayment terms.

SUMMARY OF LOAN LOSS EXPERIENCE

The following presents an analysis of the Bank’s loss experience for the periods indicated.

Allowance for loan losses, beginning of year = $ 6,804 $ - 7,866 $ 4284 $ 5059
Charge-offs: . ,

Commercial and industrial 98 ' 40 139 208 223

Real estate — construction, land

and land development 692 2,134 3,663 1,382 1,107

Real estate ~ residential 242 570 980 553 798

Real estate — comnmercial 179 319 850 - 26

Consumer 108 105 147 199 110

1,319 3,168 5,779 2,342 2,264

Recoveries:

Commercial and industrial 225 62 63 14 5

Real estaie — construction, land

and-land development 734 20 16 .

Real estate — resident al 43 147 13 4 3

Real estate —commercial 14 99 22 1 -

Consumer 58 51 104 29 25

1,674 379 218 48 33

Net charge-offs (recoveries) 245 2,789 5,561 2,294 2,231
Provision charged-to operations (605) 1,727 8,355 3,082 1,456
Allowance forloan losses, end of year $ 5954 § 6,804 $-7.866 $ 05,072 4984

Ratio of net charge-offs (recoveries) during
the period to average loans outstanding
during the period 0.09% 0.90% 1.69% 0.67% 0:67%
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ALLOWANCE FOR LOAN LOSSES

In the normal course of business, the Bank has recognized and will continue to recognize losses resulting from the inability of
certain borrowers to repay loans and the insufficient realizable value of collateral securing such loans.

Accordingly, management has established an allowance for loan losses,totaling $5,954,000 at December 31, 2012, which is
allocated according to the following table, along with the percentage of loans in each category to total loans:

(Dollars in thousands)

Commercial

and industrial § 225 7 4% $ 185 6.6% $ 227 6.4% $ 259 6.8% $ 436 9.3%
Real estate —

construction,

fand and land

development 2,870 21.0% 3,219 25.8% 3,908 27.3% 2,364 31.9% 1,838 31.2%
Real estate —

residential 794 20.9% 1,141 19.8% 1,070 19.3% 827 19.6% 622 19.6%
Real estate —

commercial 1,872 49.2% 1,706 46.1% 1,617 44 9% 1,319 39.5% 1,147 37.2%
Consumer 77 1.5% 108 1.7% 251 2.1% 176 2.2% 133 2.7%
Unallocated 116 - 445 -- 793 - 127 - 108

Total $5,954 $6,804 $7,866 $5,072 $4,284

In evaluating the Bank’s allowance for loan losses, management takes into consideration concentrations within the loan
portfolio, past loan loss experience, growth of the portfolio, current economic conditions and the appraised value of
collateral securing loans. Although management believes the allowance for loan losses is adequate, management’s evaluation
of losses is a continuing process which may necessitate adjustments to the allowance in future periods.

Commercial and industrial loans represented approximately 7.4% of outstanding loans at December 31, 2012. Commercial
loans are generally considered by management as having greater risk than other categories of loans in the Bank’s loan
portfolio. However, the Bank generally originates commercial loans on a secured basis. Management believes that the
secured status of a substantial portion of the commercial loan portfolio greatly reduces the risk of loss inherently present in
commercial loans.

Real estate — construction, land and land development loans represented approximately 21.0% of the Bank’s outstanding
loans at December 31, 2012. This category of the loan portfolio consists of commercial and residential construction and
development loans located in the Bank’s market areas. Management of the Bank closely monitors the performance of these
loans and periodically inspects properties and development progress. Management considers these factors in estimating and
evaluating the allowance for loan losses.

Real estate — residential loans constituted approximately 20.9% of outstanding loans at December 31, 2012. Residential
mortgages are generally secured by the underlying residence. Management of the Bank currently believes that these loans are
adequately secured.

Real estate — commercial loans were approximately 49.2% of outstanding loans at December 31, 2012. Management
believes the risk of loss for commercial real estate loans is generally higher than residential loans. Management continuously
monitors the performance of the commercial real estate portfolio and collateral values.

Consumer loans represented approximately 1.5% of outstanding loans at December 31, 2012 and are also well secured. The
majority of the Bank’s consumer loans are secured by collateral primarily consisting of automobiles, boats and other personal
property. Management believes that these loans inherently possess less risk than other categories of loans.

Loans held for sale consist of single family residential mortgage loans originated by the Bank’s Mortgage Division. These loans
are originated with an investor purchase commitment and are sold shortly after origination by the Bank.

The Bank’s management and Board of Directors monitor the loan portfolio monthly to evaluate the adequacy of the
allowance for loan losses. Ratings on classified loans are also reviewed and performance is evaluated in determining the
allowance. The provision for loan losses charged to operations is based on this analysis. In addition, management and
the Board consider such factors as delinquent loans, collateral values and economic conditions in their evaluation of the
adequacy of the allowance for loan losses.
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LOSSES ON MORTGAGE LOANS PREVIOUSLY SOLD

Losses on mortgage loans previously sold are recorded when the Bank indemnifies or repurchases mortgage loans previously
sold. The representations and warranties in our loan sale agreements provide that we repurchase or indemnify the investors
for losses or costs on loans we sell under certain limited conditions. Some of these conditions include underwriting errors or
omissions, fraud or material misstatements by the borrower in the loan application or invalid market value on the collateral
property due to deficiencies in the appraisal. In addition to these representatlons and warranties, our loan sale contracts
define a condition in which the borrower defaults during a short period of time, typically 120 days to one year, as an Farly
Payment Default (“EPD”). In the event of an EPD, we are requ:red to return the premium paid by the investor for the loan
as well as certain administrative fees, and in some cases repurchase the loan or indemnify the investor. The Bank incurred
losses of $167, 000 and ‘3‘-30 ,000 for indemnification and repurchase for the years ended December 31, 2012 and 2011
respectively. -

In the fourth quarter of 2011, Tthe Company established a recourse liability for mortgage ioans sold for losses of this type. The
following table demonstrates the activity for the years ended December 31, 2012 and 2011:

Recourse Liability for Mortgage Loans Sold Activity

Beginning balance

500

Provision

Losses (305)
Recoveries 50
Ending balance bo.245

CASH AND DUE FROM BANKS

Cash on hand, cash items in the process of collection, and amounts due from correspondent banks and the Federal Reserve:
Bank are included in “Cash and Due from Banks.” As of December 31, 2012 and 2011, cash and due from banks totaled
$30.3 million and $34.9 million, respectively. Interest-bearing cash on deposit with correspondent banks totaled $4.8 million
as of December 31, 2012 compared to $1.7 million as of December 31, 2011. Interest-bearing cash on deposit in the Federal
Reserve Bank excess balance fund was $14.5 million as of December 31, 2012 compared to $23.9 million as of December
31, 2011, Other cash funds required to be on reserve with the Federal Reserve Bank totaled $3.8 million and $914,000 as of
December 31, 2012 and 2011, respectively.

INVESTMENTS

As of December 31, 2012, investment securities comprised approximately 26.6% of the Bank’s assets. The Bank invests
primarilyin cybhgdauns or agencies of the United States, mortgage-backed securities and obligations, certain obligations of
states and municipalities, carporate securities and Federal Home Loan Bank stock. The Bank also enters into federal funds
transactions with its principal correspondent banks. The Bank may act as a net seller or net purchaser of such funds.

The following table presents, for the dates indicated, the estimated fair market value of the Bank’s investment securities
available for salo. The Bank has classified all of its investment securities as available for sale:

( Dollars in tho

U:S: government and agencies $ 55,565 $ 31,069
Mortgage-backed securities 51,295 54,351
State and municipal 22,788 14,863
Corporate bonds 3,112 :

Total invesiment securities 132,760 100,283
Federal Home Loan. Bank stock 1,865 2,070
Total investment securities and FHEB stock $134,625 $102,353
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The following tables present the contractual maturities and weighted average yields of the Bank’s investment securities as of
December 31, 2012:

(Dollars in thousands)
U.S government and agencies $ 9,569 $ 8,223 $ 12,553 $ 25,221
Mortgage-backed securities - 40,982 8,244 2,069
State and municipal 397 4,181 16,007 2,202
Corporate bonds - 992 2,120 -
Total $ 9,966 $ 54,378 $ 38,924 $ 29,492

o

U.S government and agencies 2.54% 2.01% 1.86% 1.86%
Mortgage-backed securities - 2.28% 1.50% 2.83%
State and municipal 4.16% 3.51% 3.05% 3.73%
Corporate bonds - 2.00% 3.00% -

Total 2.60% 2.33% 2.34% 2.07%

The weighted average yields on tax-exempt obligations presented in the table above have been computed on a tax-equivalent basis.

Increased liquidity has resulted in significant increases in investment securities, resulting in greater occurrence of issuer
concentrations. The table below reflects investments with issuers having a book value which exceeds 10% of the Company’s
shareholders’ equity as of December 31, 2012 and 2011:

d alue
(Dollars in thousands)

Freddie Mac

U.S. agency securities $ 3,000 % 3,006 § 7,893 $ 7,944

Mortgage-backed securities 7,517 7,693 7,340 7,608
Ginnie Mae

Mortgage—backed securities 19,020 19,439 15,533 16,034
Fannie Mae

U.S. agency securities 9,243 9,217 2,000 2,004

Mortgage-backed securities 23,468 24,164 28,287 28,911
Small Business Association

U.S. agency securities 30,261 30,482 21,140 21,121

Total $ 92,509 $ 94,001 $ 82,193 $ 83,622

[n addition to investment securities, an $8.0 million bank-owned life insurance policy (BOLI) was acquired in 2007 in order
to insure the key officers of the Bank. This policy is recorded at its cash surrender value, net of surrender charges and/or early
termination charges. As of December 31, 2012, the BOLI cash surrender value was $10.0 million, resulting in other income
for 2012 of $392,000 and an annualized net yield of 4.01%.

DEPOSITS

The Bank offers a wide range of commercial and consumer interest bearing and non-interest bearing deposit accounts,
including checking accounts, savings accounts, money market accounts, negotiable order of withdrawal (“NOW”) accounts,
individual retirement accounts, and certificates of deposit. The sources of deposits are residents, businesses and employees of
businesses within the Bank’s market area, obtained through the personal solicitation of the Bank’s officers and directors, direct
mail solicitation and advertisements published in the local media. Although de-emphasized in 2011 and 2012, the Bank has
also utilized the brokered certificate of deposit market and the CDARS program for funding needs for loan origination and
liquidity. These brokered and CDARS deposits are included in time deposits on the balance sheet. The Bank pays competitive
interest rates on time and savings deposits. In addition, the Bank has implemented a service charge fee schedule competitive
with other financial institutions in the Bank’s market area, covering such matters as maintenance fees on checking accounts,
per item processing fees on checking accounts, returned check charges and similar items.



The following table éeiax s, for the indicated periods, the average amount of and average rate paid on each of the following
deposit categories:

(Dollars in thousands)

Deposit Categories:

Nop-interest bearing demand deposits -~ $ 61,933 0.00% $.50,463 0.00% $ 42,066 0.00%
NOW and money market deposits 104,885 0:41% 86,269 0.57% 63,299 0.85%
Savings deposits : 62,092 0.47% 60,056 0.89% 52,102 1:09%
Time deposits L e 183,331 1.24% 224,842 1:62% 246,359 2.12%

The maturities of certificates of deposit and individual retirement accounts of $100,000-or more as of December 31, 2012
were as follows:

(Dollars in thousandls)

Three months or less $:29,699
Over three months through six months 34,748
Over six months through twelve months 31,621
Overtwelve months 73,308

Total $.169,376

BORROWED FUNDS

The Bank's borrowed funds consist of short-term borrowings and long-term debt, including federal funds purchased, retail
repurchase agreements and lines of credit with the Federal Home Loan Bank and the Federal Reserve Bank. The average balance
of borrowed funds was approximately $22:9 million, -and $29.6 million for the vears ended December 31,2012 and 20711

The most significant borrowed funds categories for the Bank are the lines of credit from the Federal Home Loan Bank,
consisting of the “Loans Held for Sale” program, a short-term 1-4 family and commercial real estate loans line of credit (1-4
LOC), and two long-term convertible advances.

At December 31, 2012 and 2011, there was no outstanding balance on'the LHFS line of credit. The LHFS line of credit was
not used in 2012 or 2011, The interest rate on the LHFS line of credit is equal to the Federal Home Loan Bank’s Daily Rate
Credit Program rate plus 50 basis points.

The outstanding balance on the short-term 1-4 LOC was $25.0 million at December 31, 2012, $0.0 million at December 31,
2011 and 2010. The average balance outstanding on the 1-4 LOC was $1.6 million for 2012 with a weighted average interest
rate of 0.40%. The average halance outstanding on the 1-4 LOC was $14,000 for 2011 with a weighted average interest rate
of 0.36%. The average balarce outstanding on the 1-4 LOC was $244,000 for 2010 with a weighted average interest rate of
0.47%. The maximum amount outstanding on the 1-4 LOC at any month end during 2012 was $25.0 million, compared to
$5.0 million in 2011, and $7.0 million in 2010. This 1-4 LOC is secured by the Bank’s portfolio of 1-4 family first mortgage
loans, exc §u(“mgj those loans that are held for sale, and commercial real estate loans. The interest rate on the 1-4 LOC is equal
to the Federal Home Loan Bank’s Daily Rate Credit Program.

During 2007, a long-term convertible advance was established as an additional line of credit. At December 31, 2011, the

outstanding balance on this advance was $10.0 million with a weighted average interest rate of 3.83%. This advance was

paid off in September 2012. An additional, but similar, long-term convertible advance was also established during 2008. At

Dcremb@r 31, 2011, the oufstanding balance on this advance was $15.0 million with a weighted average interest rate of
.33%. This advance was paid off in September 2012.

RETURN ON EQUITY AND ASSETS

The following table presents certain profitability, return and capital ratios for the Company for or as of the end of the past
three fiscal years. ,

Return on Average Assets
Returnion Average Equity
Dividend Payout Ratio
Equity to Assets Ratio

) o
3.41%
0.00%
10:23% 9.08%
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LIQUIDITY AND INTEREST RATE SENSITIVITY

Deposit levels and the associated timing and quantity of funds flowing into and out of a bank inherently involve a degree of
uncertainty. In order to ensure that it is capable of meeting depositors’ demands for funds, the Bank must maintain adequate
liquidity. Liquid assets consisting primarily of cash and deposits due from other banks, federal funds sold, funds held in a Federal
Reserve Bank excess balance account, and investment securities maturing within one year provide the source of such funds.
Insufficient liquidity may force a bank to engage in emergency measures to secure necessary funding, which could be costly and
negatively affect earnings. The Bank monitors its liquidity on a monthly basis and seeks to maintain it at an optimal level.

As of December 31, 2012, the Bank’s liquidity ratio was 42.4% as compared to 34.9% at December 31, 2011. In addition to
the liquid assets described above, the Bank has a reserve funding source in the form of federal funds lines of credit with First
National Bankers Bank and SunTrust Bank. Management is not aware of any demands, commitments or uncertainties which
could materially affect the Bank’s liquidity position. However, should an unforeseen demand for funds arise, the Bank held
readily marketable investment securities at December 31, 2012 with a total market value of $132.8 million in its available-for-
sale portfolio and $1.9 million in Federal Home Loan Bank stock which would provide an additional source of liquidity.

Gap management is a conservative asset/liability strategy designed to maximize earnings over a complete interest rate cycle
while reducing or minimizing the Bank’s exposure to interest rate risk. Various assets and liabilities are termed “rate sensitive”
when the interest rate can be replaced. By definition, the “gap” is the difference between rate sensitive assets and rate sensitive
liabilities in a given time horizon. At December 31, 2012, the Bank was liability sensitive in the 0-3 month and 3-12 month time
frames, but asset sensitive in the 1-5 years and 5 years or more time frames.

The following is an analysis of rate sensitive assets and liabilities as of December 31, 2012 (in thousands):

(Dollars in thousands )
Rate Sensitive Assets

Taxable securities $ 1,004 $ 8,566 $ 51,290 $ 56,672 $ 117,532
Tax-exempt securities - 397 3,088 11,744 15,229
Federal funds sold and cash in banks 23,710 - - - 23,710
Loans 92,721 55,447 96,985 69,166 314,319
Total rate sensitive assets 117,435 64,410 151,363 137,582 470,790
Rate Sensitive Liabilities
NOW and money market deposits 112,464 - - - 112,464
Savings deposits 64,236 - - - 64,236
Time deposits 29,699 66,369 72,173 1,135 169,376
Total rate sensitive deposits 206,399 66,369 72,173 1,135 346,076
Borrowed funds 28 25,000 - - 25,028
Total rate sensitive liabilities 206,427 91.369 72,173 1,135 371,104
Excess of rate sensitive assets less rate
sensitive liabilities $ (88,992) $ (26,959) $ 79,190 $ 136,447 $ 99686
Cumulative gap $ (88,992) $(115,951) $ (36,761) $ 99,686

CAPITAL RESOURCES

The equity capital of the Bank totaled $55.4 million at December 31, 2012, an increase of $5.6 million, or 11.2%, from
equity capital of $49.8 million at December 31, 2011. The increase in equity capital was attributable to the Bank’s net
income of $6.8 million, partially offset by dividends paid to the Company of $1.5 million and an increase of $0.3 million in
the Bank’s after-tax unrealized gain/(loss) on available-for-sale securities which is recognized in the available-for-sale portion
of the bond portfolio by making adjustments to the equity capital account. The consolidated equity capital of the Company
totaled $56.3 million at December 31, 2012 compared to $50.4 million at December 31, 2011.



The following table sets forth the applicable actual and required capital ratios for the Company and the Bank as of
December 31, 2012:

Bank :

Total risk-based capital ratio C16.59% : 8.00%
Tier ] Capital ratio 15.34% 4:00%
Leverage ratio : 11.13% 4.00%
Company

Total risk-based capital ratio 16.86% 8.00%
Tier | Capital ratio 15.61% 4.00%
Leverage ratio 11:32% f 4.00%

The above ratios indicate that the capital position of the Company and the Bank are sound and that the Company is well
positioned for future growth. There are no commitments of capital resources known to management which would have a
material impact on the Bank’s capital position:

FAIR VALUE MEASUREMENT

Fair value measurements for assets and liabilities where there exists limited or no observable market data and therefore
measurements are based primarily upon estimates, are often calculated based on the economic and competitive environment,
the characteristics of the asset or liability, and other factors. Therefore, the results cannot be determined with precision and may
not be realized in an actual sale or immediate settlement of the asset or liability. Additionally, there may be inherent weaknesses
in any caleulation technique, and changes in the underlying assumptions used, including discount rates and estimates of future
cash flows, could significantly affect the results of current or future values. Additional information regarding the Company’s fair
value measurements for assets and liabilities can be found in Note 19 of the consolidated financial statements.

MARKET RISK

Market risk is the risk arising from adverse changes in the fair value of financial instruments due to a change in interest rates,
exchange rates and equity prices. Our primary market risk is interest rate risk.

The primary objective of asset/liability management is to manage interest rate risk and achieve reasonable stability in net
interest income throughout interest rate cycles. This is achieved by maintaining the proper balance of rate sensitive earning
assets and rate sensitive liabilities. The relationship that compares rate sensitive earning assets to rate sensitive liabilities is the
principal factor in projecting the effect that fluctuating interest rates will have on future net interest income. Rate sensitive
earning assets and interest-bearing liabilities are those that can be re-priced to current market rates within a relatively short
time period. Management monitors the rate sensitivity of earning assets and interest-bearing liabilities over the entire life of
these instruments in order to. manage this risk.

We have not experienced a high level of volatility in net interest income primarily because of the relatively large base of
core deposits that do not re-price on a contractual basis. These deposnt products include regular savings, interest-bearing
transaction accounts and money market savings accounts. Balances for these accounts are reported based on historical
re-pricing. However, the rates paid are typically not directly related to market interest rates, since management has some
discretion in adjusting these rates as market rates change.

OFF-BALANCE SHEET ARRANGEMENTS

m the ordinary course of business, the Bank may enter into off-balance sheet financial instruments which are not reflected in
he financial statements. These instruments include commitments to extend credit and standby letters of credit. Such financial
nsimm«:ms are recorded in the financial statements when funds are disbursed or the instruments become payable.

Following is an analysis of significant off-balance sheet financial instruments:

(Dollars in thousands)

Commitments to-extend credit : $.48,976 $.46,923
Standby letters of credit 1,029 5,288
Total $50,005 $52211



CONTRACTUAL OBLIGATIONS

We have various contractual obligations that we must fund as part of our normal operations. The following table shows
aggregate information about our contractual obligations, including interest, and the periods in which payments are due. The
amounts and time periods are measured from December 31, 2012, based upon rates in effect at December 31, 2012.

(Dollars in thougéﬁds‘) o

Time Deposits $ 169,376 $ 96,068 $ 59,840 $ 12,332 $ 1,136
Short-Term Debt 25,028 25,028 - - -
Data Processing Obligations 2,377 931 1,437 9 -
Operating Lease Obligations 318 214 82 22 -
Service Contract Obligations 459 243 192 24 -
Total - $ 197,558 $ 122,484 $ 61,551 $ 12,387 $ 1,136

CHANGE IN INDEPENDENT ACCOUNTANT

On March 16, 2012, the Company dismissed Cherry, Bekaert & Holland, L.L.P. (“CBH") as its principal independent registered public
accounting firm. The decision to dismiss CBH was approved by the Company’s Audit Committee.

In each of the Company’s past two fiscal years ended December 31, 2011 and December 31, 2010, CBH's report on the consolidated
financial statements of the Company did not contain-an adverse opinion or disclaimer of opinion; and was not qualified or modified as
to uncertainty, audit scope or accounting principles:

In each of the Company’s past two fiscal years ended December 31, 2011 and December 31, 2010, and through March 16, 2012,

there were no disagreements, as that term is defined in Item 304(a)(1)(iv) and the related instructions.of Regulation S-K, promulgated
by the Securities and Exchange Commission pursuant to the Securities Exchange Act of 1934 as amended, with CBH on any matter
of accounting principles or practices, financial statement disclosure, or auditing scope or procedure, which disagreement(s), if not
resolved to the satisfaction of CBH, would have caused it to make reference to the subject matter of the disagreement(s) in connection
with its report on the Company’s financial statements.

In each of the Company’s past two fiscal years ended December 31, 2011 and December 31,2010, and through March 16, 2012,
there were no "reportable events”, as that term is defined in Item 304(a){)(v) of Regulation S-K; that'were reported by CBH to the
Company.

On March 16, 2012, the Company's Audit Committee approved the selection of Crowe Horwath L.L.P. as its principal independent
registered public accounting firm to audit the Company’s financial statements for the fiscal year ending December 31, 2012 and
authorized management to move forward with such engagement.

On March 26, 2012, the Company engaged Crowe Horwath as its principal independent registered public accounting firm to audit the
Company'’s financial statements for the fiscal year ending December 31, 2012.

During the Company's past two fiscal years ended December 31, 2011 and December 31, 2010, and through March 16, 2012, neither
the Company, nor anyone acting on its behalf, consulted with Crowe Horwath regarding (i) either: the application of accounting
principles to a specified transaction, either completed or proposed; or the type of audit opinion that might be rendered on the
Company's financial statements, and no written report or oral advice was provided to the Company that Crowe Horwath concluded
was an important factor considered by the Company in reaching a decision as to any accounting, auditing or financial reporting
issue; or (ii) any matter that was either the subject of disagreement, as described in Item 304(a)(I)(iv) and the related instructions of
Regulation S-K, or a reportable event, as that term is defined in Item 304(a)(I)(v) of Regulation S-K_
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- Crowe Horwath.

Crowe Horwath LLP

Independent Member Crowe Horwath International

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Shareholders
Georgia-Carolina Bancshares, Inc.
Augusta, Georgia

We have audited the accompanying consolidated statement of financial condition of Georgia-Carolina Bancshares, Inc.as

of December 31, 2012, and the related consolidated statements of operations, comprehensive income, shareholders’ equity,
and cash flows for the year then ended. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these financial statements 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 the
financial statements are free of material misstatement. The Company is not required to have, nor were we engaged to
perform, an audit of its internal control over financial reporting. Our audit included consideration of internal control over
financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not for the purpose
of expressing an opinion on the effectiveness of the Company’s internal control over financial reporting. Accordingly, we
express no such opinion. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures

in the financial statements. An audit also includes assessing the accounting principles used and significant estimates made

by management, as well as evaluating the overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial
position of the Company as of December 31, 2012, and the results of its operations and its cash flows for the year then
ended, in conformity with U.S. generally accepted accounting principles.

C Qo %‘vwwd\sL we

Atlanta, Georgia
March 20, 2013
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Cherry Bekaert”

CW‘S & Advisors

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors "
Georgia-Carolina Bancshares, Inc.
Augusta, Georgia

We have audited the accompanying consolidated statement of financial condition of Georgia-Carolina Bancshares, Inc. and
subsidiary (the “Company”) as of December 31, 2011, and the related consolidated statements of operations, comprehensive
income, changes in shareholders’ equity, and cash flows for the year then ended. The Company’s management is responsible
for these consolidated financial statements. Our responsibility is to express an opinion on these financial statements 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 the
consolidated financial statements are free of material misstatement. The Company is not required to have, nor were we
engaged to perform, an audit of its internal control over financial reporting. Our audit included consideration of internal
control over financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not
for the purpose of expressing an opinion on the effectiveness of the Company’s internal control over financial reporting.
Accordingly, we express no such opinion. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the consolidated financial statements, assessing the accounting principles used and significant estimates
made by management, as well as evaluating the overall consolidated financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial
position of the Georgia-Carolina Bancshares, Inc. and subsidiary as of December 31, 2011, and the results of their operations
and their cash flows for the year then ended, in conformity with accounting principles generally accepted in the United States
of America.

m/? sy Jfg&ﬁ;/zﬂ

Augusta, Georgia
March 20,2012
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CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION
For the Years Ended December 31,2012 and 2011

(Dollars in thousands, except per share amounts)

.

Cash and due from banks $ 30,279 $ 34,902
Securities available-for-sale 132,760 100,283
Loans 265,831 285,614
Allowance for loan losses 5.954) 6,804
Loans, net 259,877 278,810
Loans held for sale at fair value for 2012 48,432 45,227
Bank-owned life insurance 10,001 9,609
Bank premises and equipment, net 8,790 8,979
Accrued interest receivable 1,772 1,732
Other real estate owned, net 5,876 6,990
Federal Home Loan Bank stock 1,865 2,070
Other assets 6,523 4,650
Total assets $506,175 $493,252

Liabilities
Deposits
Non-interest bearing $ 70,880 $ 52,735
Interest-bearing:
NOW accounts 57,482 44,646
Savings 64,236 63,210
Money market accounts 54,982 52,981
Time deposits of $100,000 or more 111,537 134,655
Other time deposits 57,839 63,168
Total deposits 416,956 411,395
Short-term debt 25,028 -
Long-term debt - 25,000
Repurchase agreements 3,333 3,565
Other liabilities 4,533 2,847
Total liabilities 449,850 442,807
Shareholders’ equity
Preferred stock, par value $.001; 1,000,000 shares
authorized; none issued - -
Common stock, par value $.001; 9,000,000 shares authorized; 3,528,296
and 3,592,140 shares issued and outstanding, respectively 4 4
Additional paid-in capital 15,687 16,301
Retained earnings 39,177 32,988
Accumulated other comprehensive income 1,457 1,152
Total shareholders” equity 56,325 50,445
Total liabilities and shareholders” equity $506,175 $493,252

See notes to consolidated financial statements.
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/ CONSOLIDATED STATEMENTS OF OPERATIONS
For the Years Ended December 31,2012 and 2011

(Dollars in thousands; except per share-amounts)

Interest income

Interest and fees on loans $:.18,019 $ 19,624
Interest on taxable securities 2,046 2,208
Inferest on nontaxable securities 439 403
Otherinterest income oy 65 088
Totalinterest im:(}me 20,569 22,323
Interest expense - :
Interest on:time deposits of $100,000 or more 1,600 2,523
Interest on other deposits 1,403 2,156
Interest on:funds purchased and other borrowings 679 1,023
Totalinterest expense 3,682 5,702
Net interest income 16,887 16,621
Provision for loan losses (605) 1,727
Net interest income after provision for loan:losses 17,492 14,894
Non-interest income
Service charges on deposits 1,524 1,531
Mortgage banking activities 11,376 8,185
Gain (Joss) on sale of securities : (105) 58
Other 1,858 1,396
Total non-interest income 14,653 11,170
Non-interest expense
Salaries and employee benefits 12,329 11,883
Occupancy expenses 1,556 1,547
Other realestate owned expenses 2,284 1,084
Other . S S . 6,692 g 5,613
Total non-interest expense 22,861 20,427
Income before income taxes 9,284 5,937
Income tax expense - 2,663 1,858
Net income $. 6621 $ 4,099
Earnings per common share:
Basic $ 1.84 $ 115
Diluted $ 1.84 $ 115
Dividends per common share $ 012 $ . .0.00
A R AR A RS

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
For the Years Ended December: 37,2012 and 2011

(Dollars in thousands)

Net income $..6,621
Other comprehensive income:

Unrealized holding gain arising during the period 350 1,451
Tax effect of unrealized nolding gain (114) 527)
Reclassification for (gain) loss included in net income 105 (58)
Tax effect of gain/ loss ircluded in netincome (36) 21
Reclassification for atherthan-temporary. impairment (OTT1) included in net income - 38
Tax effect of OTTI ! - (9
Total other comprehensive income L3058 s 16

Comprehensive income $ 6,926 $ 5015

See notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS” EQUITY
For the Years Ended December 31, 2012 and 2011

(Dollars in thousands)

Balance at January 1, 2011 3,536,715 $ 4 $ 15,847 $ 28,889 $ 236 $ 44,976
Net income - - - 4,099 - 4,099
Other comprehensive income - - - - 916 916
Proceeds from exercise of stock options 22,585 - 78 - - 78
Stock-based compensation expense - - 108 - - 108
Issuance of stock for compensation 32,800 - 268 - - 268

Balance at December 31, 2011 3,592,100 $ 4 $ 16,301 $ 32,988 $ 1,152 $ 50,445
Net income - - - 6,621 - 0,621
Other comprehensive income - - - - 305 305
Proceeds from exercise of stock options 45,491 - 253 - - 253
Stock-based compensation expense - - 108 - - 108
Issuance of restricted stock

for compensation 15,988 - 35 - - 35
Issuance of stock for directors’ fees 24,504 - 209 - - 209
Repurchase of common shares (149,787) - (1,219) - - (1,219)
Dividends - - - (432) - (432)

Balance at December 31, 2012 3,528,296 $ 4 $ 15,687 $39,177 $ 1,457 $ 56,325

See notes to consolidated financial statements.
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/CONSOLIDATED STATEMENTS OF CASH FLOWS
For the Years Ended December 31, 2012 and 2011

(Dollars:in thowands)

Cash flows from operating activities
Netincome 7~ ; $ 6,621 $ 4,099
Adjustments to reconcile net income to net cash provided by
operating activities:

Depreciation-and-amortization 622 626
Provision forloan losses (605) 1,727
Provision for other real estate owned 1,434 Sl S E
Gain onsale of other real estate owned (40) (132)
(Gain) loss on sale of equipment (5) 11
(Gain) loss on sale of securities 105 (20)
Mortgage banking acrivities (11,376) (8,185)
Praceeds from sale of loans held for sale 438,048 391,947
Originations of loans held for sale (429,877) (382,419)
Increase in cash value of bank-owned life insurance (392) (399)
Stock-based compensation expense 108 108
Stock compensation 244 268
Deferred income tax (benefit) expense (615) 320
Increase in accrued interest receivable (40) (35)
(Increase) decrease in other assets (1,513) 152
Increase (decrease) in accrued interest payable (215) (527)
Increase (decrease) in other liabilities 1,901 (120)

Net cash provided by operating activities 4,405 7,421

Cash flows from investing activities

Loan originations and collections, net 14,352 _ _ 21,517
Purchases of available-for-sale securities (76,053) (66,810)
Proceeds from maturities-and calls of available-for-sale securities 29,602 35,818
Proceeds from sales of available-for-sale securities 14,324 9,064
Proceeds from sale of FHEB stock 205 457
Proceeds:from sale of other real estate. owned 4,906 2,782
Netadditions:to:bank premises and equipment (323) (240
Net cash provided by (used in) investing activities (12,987) T 2,588

Cash flows from financing activities
Increase (decrease) in deposits 5,561 (3,354)
Repayments on FHLB advances (25,000) -
Proceeds from FHLB advances and other borrowings 25,028 -
Decrease in reputchase agreements (232) (3,527)
Proceeds from stock options exercised 253 78
Purchase of stock (1,219) -
Cash dividends paid (432) -
Net cash-provided by (used in) financing activities 3,959 " (6,803)
Net increase (decrease) in cash-and due from banks 4,623) 3,206
Cash and due from banks at beginning of - the year 34,902 31696
Cash and due from banks atend of the year $ 30,279 $34,902

See'notes to consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012 and 2011

v oG

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Nature of business

Georgia-Carolina Bancshares, Inc. (the “Company”) is a one-bank holding company. Substantially all of its business is
conducted by its wholly-owned subsidiary, First Bank of Georgia (the “Bank”). The Bank is engaged in community banking
activities through its locations in Thomson and Augusta, Georgia and the surrounding area. Most of the Bank’s loans and
loan commitments have been made to customers in the Columbia, Richmond, and McDuffie County, Georgia areas. Many
of the Bank’s loan customers are also depositors of the Bank. The Bank has established a mortgage division that operates as
First Bank Mortgage. This division currently has offices in Augusta and Savannah, Georgia. The division originates residential
real estate mortgage loans and provides financing to residential construction and development companies. Substantially all
residential mortgage loans originated by the division are sold in the secondary market.

The Bank is subject to the regulations of federal and state banking agencies and is periodically examined by them.

Significant accounting policies

Basis of presentation: The consolidated financial statements include the accounts of the Company and the Bank. Significant
intercompany transactions and accounts are eliminated in consolidation. The accounting and reporting policies of the
Bank conform to accounting principles generally accepted in the United States of America and general practices within the
banking industry.

Estimates: The preparation of consolidated financial statements in conformity with U.S. generally accepted accounting
principles 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 consolidated financial statements, as well as the reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates.

Material estimates that are particularly susceptible to significant change relate to the determination of the allowance for losses
on loans, including valuation allowances for impaired loans, the valuation of other real estate acquired in connection with
foreclosures or in satisfaction of loans, recourse liability on mortgage loans previously sold, and the fair value of mortgage
loans held for sale and the fair value of the interest rate lock and forward commitment derivatives. In connection with the
determination of the allowances for losses on loans and loss estimates on other real estate owned, management obtains
independent appraisals for significant properties. Management must also make estimates in determining the estimated useful
lives and methods for depreciating premises and equipment.

While management uses available information to recognize losses on loans and other real estate owned, future additions to
the allowances may be necessary based on changes in local economic conditions. In addition, regulatory agencies, as an
integral part of their examination process, periodically review the Company’s allowances for losses on loans and valuations
of other real estate owned. Such agencies may require the Company to recognize additional losses based on their judgments
about information available to them at the time of their examinations. Because of these factors, it is reasonably possible that
the allowances for losses on loans and loss estimates for other real estate owned may change materially in the near term.

Significant concentrations of credit risk: A substantial portion of the Bank’s loan portfolio is with customers in the Thomson
and Augusta, Georgia market areas. The ultimate collectability of a substantial portion of the portfolio is therefore susceptible
to changes in the economic and market conditions in and around these areas.

Cash and due from banks: For purposes of reporting cash flows, cash and due from banks includes cash on hand and
interest-bearing and noninterest-bearing amounts due from banks (including cash items in the process of clearing). The Bank
maintains due from accounts with banks primarily located in Georgia and Louisiana. Balances generally exceed insured
amounts.

Investment securities: The Bank’s investments in securities are classified and accounted for as follows:

Securities available-for-sale — Securities classified as available-for-sale are identified when acquired as being available-for-
sale to meet liquidity needs or other purposes. They are carried at fair value with unrealized gains and losses, net of taxes,
reported in other comprehensive income.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS /
Deg;’ember 31,2012 and 2011

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNT!NG POLICIES (CONTINUED)

The Bank has not classified any securities as held-to-maturity or trading.

Realized gains and losses on the sale of securities are determined using the specific-identification method on a trade date
basis. Dividends and interest income are recognized when earned. The amortization of premiums and accretion of discounts
are recognized in mferest income using methods approximating the interest method over the life of the securities.

Management evwiuates securities for other-than-temporary impairment (“OTTI”) on at least a quarterly basis, and more
frequently when economic or market conditions warrant such an evaluation. For securities in an unrealized loss position,
management fom!derg the extent and duration of the unrealized loss, and the financial condition and near-term prospects
of ‘fhe issuer. andgement also assesses whether it intends to sell, or it is more likely than not that it will be required to
sell, a security in an unrealized loss position before recovery of its amortized cost basis. If either of the criteria regarding
intent or requirement to sell is met, the entire difference between amortized cost and fair value is recognized as impairment
through earnings. For debt securities that do not meet the aforementioned criteria, the amount of impairment is split into two
components as follows: 1) OTTI related to credit loss, which must be recognized in the income statement and 2) other-than-

_temporary impairment (OTTI) related to other factors, which is recognized in other comprehensive income. The credit loss is
defined as the difference between the present value of the cash flows expected to be collected and the amortized cost basis.
For equity securities, the entire amount of impairment is recognized through earnings.

Loans and interest income: Loans are stated at principal amounts outstanding less unearned income, deferred fees and costs,
and the allowance for loan losses. Interest income on loans is credited to income based on the principal amount outstanding
at the respective rate of interest, except for unearned interest on discounted loans that is recognized as income over the term
of the loan using a method that approximates a level yield.

Loan origination fees, net of certain direct origination costs, are deferred and recognized as an adjustment of the related loan
yield over the life of the loan. Loan origination fees and direct loan origination costs on loans held for sale are deferred and
recognized at the time the loan is sold.

Accrual of interest income is discontinued for all classes of loans when a loan becomes 90 days past due as to principal and
interest or when, in management’s judgment, the interest will not be collectible in the normal course of business. Accrual
of interest on such loans is resumed when, in management’s judgment, the collection of interest and principal becomes
probable. When a loan is placed on non-accrual status, all interest previously accrued but not collected is reversed against
current interest income. Interest income is subsequently recognized only to the extent cash payments are received.

The accrual of interest on impaired loans is discontinued when, in management’s judgment, the borrower may be unable to
meet payments as due. Impairment on loans is measured using either the discounted expected cash flow method or value
of collateral method. A loan is impaired when, based on current information and events, it is probable that the Bank will be
unable to collect all amounts when due according to the contractual terms of the loan agreement. Impairments on loans are
charged to the allowance for loan losses.

Management Qf the Bank evaluates the borrower’s ability to pay, the value of any collateral, and other factors in determin'ng
when a loan is impaired. Management does not consider a loan to be impaired during a period of delay in payment if it is
expected that the Bank will collect all amounts due including interest accrued at the contractual interest rate for the period of
the delay. Any loan classified as a troubled debt restructuring is considered impaired.

Interest paym@nts on impaired loans are applied to the remaining principal balance until the balance is fully recovered. Once
principal is recovered, cash payments received are recorded as recoveries to the extent of any principal previously charged-
off and then as interest income.

Allowance for loan losses: The allowance for loan losses is a valuation allowance for probable incurred credit losses. Loan
losses are charged against the allowance when management believes the uncollectibility of a loan balance is confirmed.
Subsequent recoveries, if any, are credited to the allowance. Management estimates the allowance balance required using
past loan loss experience, the nature and volume of the portfolio, information about specific borrower situations and
estimated collateral values, economic conditions, and other factors. Allocations of the allowance may be made for specific

loans, but the entire allowance is available for any loan that, in management’s judgment, should be charged off.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012 and 2011
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NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

The allowance consists of specific and general components. The specific component relates to loans that are individually
classified as impaired when, based on current information and events, it is probable that the Company will be unable to
collect all amounts due according to the contractual terms of the loan agreement. Loans for which the terms have been
modified resulting in a concession, and for which the borrower is experiencing financial difficulties, are considered troubled
debt restructurings and classified as impaired.

Factors considered by management in determining impaired loans include payment status, collateral value, and the
probability of collecting scheduled principal and interest payments when due. Loans that experience insignificant payment
delays and payment shortfalls generally are not classified as impaired. Management determines the significance of payment
delays and payment shortfalls on a case-by-case basis, taking into consideration all of the circumstances surrounding the loan
and the borrower, including the length of the delay, the reasons for the delay, the borrower’s prior payment record, and the
amount of the shortfall in relation to the principal and interest owed.

All loans included on the management watch list are individually evaluated for impairment. If a loan has an impairment,

a portion of the allowance is allocated so that the loan is reported, net, at the present value of estimated future cash flows
using the loan’s existing rate or at the fair value of collateral if repayment is expected solely from the collateral. Large groups
of smaller balance homogeneous loans, such as consumer and residential real estate loans, are collectively evaluated for
impairment, and accordingly, they are not separately identified for impairment disclosures.

Troubled debt restructurings are separately identified for impairment disclosures and are measured at the present value of
estimated future cash flows using the loan’s effective rate at inception. If a troubled debt restructuring is considered to be a
collateral dependent loan, the loan is reported, net, at the fair value of the collateral. For troubled debt restructurings that
subsequently default, the Company determines the amount of reserve in accordance with the accounting policy for the
allowance for loan losses.

The general component covers non-impaired loans and is based on historical loss experience adjusted for current factors. The
Company considers the actual loss history experience over the last four quarters, one year, two year, and three year periods
by portfolio segment to determine the historical loss experience used in the general component. This actual loss experience

is supplemented with other economic factors based on the risks present for each portfolio segment. These economic factors
include consideration of the following: levels of and trends in delinquencies and impaired loans; levels of and trends in
charge-offs and recoveries for the most recent three years; trends in volume and terms of loans; effects of any changes in

risk selection and underwriting standards; other changes in lending policies, procedures, and practices; experience, ability,
and depth of lending management and other relevant staff; national and local economic trends and conditions; industry
conditions; and effects of changes in credit concentrations.

For further discussion of portfolio segments and associated risks and grades, please see Note 4 to the consolidated financial
statements.

Loans held for sale: Prior to July 1, 2012, mortgage loans originated and intended for sale in the secondary market were carried at
the lower of aggregate cost or fair value, as determined by outstanding commitments from investors. Net unrealized losses, if any,
are recorded as a valuation allowance and charged to earnings. Mortgage loans held for sale are generally sold with servicing rights
released. Gains and losses on sales of mortgage loans are based on the difference between the selling price and the carrying value
of the related loan sold. Loans held for sale, for which the fair value option has been elected starting July 1, 2012, are recorded at
fair value as of each balance sheet date. The fair value includes the servicing value of the loans as well as any accrued interest.

Interest rate risk is minimal as rates on loans originated and intended for sale are locked with the investor and the loans are held
in the portfolio only temporarily until funding from the investor is completed. The Bank also manages credit risk by having loans
greater than $650,000 approved by the secondary market investors, while all other loans are approved internally.

Loans sold under the Company’s mortgage loans held for sale portfolio contain certain representations and warranties in our
loan sale agreements which provide that we repurchase or indemnify the investors for losses or costs on loans we sell under
certain limited conditions. Any losses related to loans previously sold are charged against the Company’s recourse liability for
mortgage loans previously sold. The recourse liability is based on historical loss experience adjusted for current information
and events when it is probable that a loss will be incurred.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012 and 2011

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Bank-owned life insurance (BOLD: In order to insure the lives of its key officers, the Bank has acquired a bank-owned life
insurance policy. BOLL is recorded at its cash surrender value, net of surrender charges and/or early termination charges that
are probable at settlement. The increase in cash value is recorded as other income.

Bank premises and equipment: Land is carried at cost. Premises and equipment are stated at cost, less accumulated
depreciation. Buildings and related components are depreciated using the straight-line method with useful lives ranging from
five to thirty-nine years. Furnizure, fixtures and equipment are depreciated using the straight-line method with useful lives
ranging from three to fifteen years.

Other real estate owned: Other real estate owned represents properties acquired through foreclosure or other proceedings.
The property is held for sale and is initially recorded at fair value less estimated selling costs at the date of foreclosure,
establishing a new cost basis. Subsequent to foreclosure, valuations are performed by management and the assets are carried
at the lower of carrying amount or fair value less estimated selling costs. Expenses to maintain such assets and subsequent
changes in the valuations are included in other noninterest expenses, while gains and losses on disposal are included in
noninterest income.

Federal Home Loan Bank Stock: Federal Home Loan Bank Stock consists of the cost of the Company’s investment in the stock
of the Federal Home Loan Bank. The stock has no quoted market value and no ready market exists. Investment in the Federal
Home Loan Bank is a condition of borrowing from the Federal Home Loan Bank, and the stock is pledged to collateralize
such borrowings and periodically evaluated for impairment based on ultimate recovery of par value. Dividends received on
this stock are included in other non-interest income.

Mortgage banking derivatives: Loan commitments, whose underlying mortgage loans at origination will be held for sale upon
funding of the loan, are derivative instruments. Loan commitments are recognized on the consolidated statement of financial
candition in other assets and other liabilities at fair value, with changes in their fair values recognized in mortgage banking
activities. At the inception of a loan commitment, the Bank generally will simultaneously enter into a best efforts forward
loan sale commitment to protect the Bank from losses on sales of the loans underlying the loan commitment by:securing the
ultimate sale price and delivery date of the loan.

Loan commitments and related financial instruments: In the ordinary course of business, the Company has entered into off
balance sheet financial instruments consisting of commitments to extend credit, commercial letters of credit and standby
letters of credit. Such financial instruments are recorded in the consolidated financial statements when they become payable.

Income taxes: Provisions for income taxes are based on amounts reported in the statements of income after exclusion of
nontaxable income. such as interest on state and municipal securities, and include deferred taxes on temporary differences in
the recognition of income and expense for tax and financial statement purposes. Deferred taxes are computed on the liability
method. Deferred tax assets are reduced by a valuation allowance when, in the opinion of management, it is more likely than
not that some portion or all of the deferred tax assets will not be realized. A tax position is recognized as a benefit only if it is
“more likely than not” that the tax position would be sustained in a tax examination, with a tax examination being presumed
to occur. The amount recognized is the largest amount of tax benefit that is greater than 50% likely of being realized on
examination. For tax positions not meeting the “more likely than not” test, no tax benefit is recorded. It is the Company’s
nolicy to recognize interest and penalties associated with uncertain tax positions as components of income taxes and to

disclose the recognized interest and penalties, if material,

Stock-based compensation: Compensation cost is recognized for stock options and restricted stock awards issued to
employees, based on the fair value of these awards at the date of grant. A Black-Scholes model is utilized to estimate the fair
value of stock options when granted and this cost is expensed over the required service period which is usually the vesting
period of the options. The market price of the Company’s common stock at the date of grant is used for restricted stock awards
and this cost is expensed over the required service period which is usually the vesting period of the stock awards.

Cornpensation cost is recognized over the required service period, generally defined as the vesting period. For awards with
graded vesting, compensation cost is recognized on a straight-line basis over the requisite service period for the entire award.

aEny



CARQLINA

vies, C/nc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012 and 2011

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Comprehensive income: Accounting principles generally require that recognized revenue, expenses, gains, and losses be
included in net income, although certain changes in assets and liabilities, such as unrealized gains and losses on available-
for-sale securities, are reported as a separate component of the equity section of the statement of financial condition. Such
items, along with net income, are components of comprehensive income.

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

Earnings per common share: Basic earnings per common share is net income divided by the weighted average number of
common shares outstanding during the period. The Company’s outstanding stock options are the primary component of the
Company’s diluted earnings per share. All outstanding unvested share-based payment awards that contain rights to non-
forfeitable dividends are considered participating securities for this calculation. Diluted earnings per common share include
the dilutive effect of additional potential common shares issuable under stock options. Earnings and dividends per share are
restated for all stock splits and stock dividends through the date of issuance of the financial statements.

Fair value of financial instruments: Fair values of financial instruments are estimated using relevant market information
and other assumptions, as more fully disclosed in a separate note. Fair value estimates involve uncertainties and matters of
significant judgment regarding interest rates, credit risk, prepayments, and other factors, especially in the absence of broad
markets for particular items. Changes in assumptions or in market conditions could significantly affect these estimates.

Reclassifications: Some items in the prior year financial statements were reclassified to conform to the current presentation.
Reclassifications had no effect on prior year net income or shareholders’ equity.

Recently issued accounting standards

In June 2011, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update (“ASU”) No. 2011-
05, “Comprehensive Income (Topic 220): Presentation of Comprehensive Income.” This ASU amends the FASB Accounting
Standards Codification to allow an entity the option to present the total of comprehensive income, the components of net
income, and the components of other comprehensive income either in a single continuous statement of comprehensive
income or in two separate but consecutive statements. In both choices, an entity is required to present each component

of net income along with total net income, each component of other comprehensive income along with a total for other
comprehensive income, and a total amount for comprehensive income. ASU 2011-05 eliminates the option to present the
components of other comprehensive income as part of the statement of changes in stockholders” equity. The amendments to
the codification in the ASU do not change the items that must be reported in other comprehensive income or when an item of
other comprehensive income must be reclassified to net income. ASU 2011-05 should be applied retrospectively. For public
entities, the amendments are effective for fiscal years, and interim periods within those years, beginning after December

15, 2011. Early adoption is permitted. The Company’s current practice of presenting a separate consolidated statement of
comprehensive income meets the requirements set forth by this amendment.

In May 2011, the FASB issued ASU No. 2011-04, “Fair Value Measurement (Topic 820): Amendments to Achieve Common
Fair Value Measurement and Disclosure Requirements in U.S. CAAP and International Financial Reporting Standards
(“IFRSs”).” This ASU represents the converged guidance of the FASB and the International Accounting Standards Board
(“IASB”} (the Boards) on fair value measurement. The collective efforts of the Boards and their staffs, reflected in ASU
2011-04, have resulted in common requirements for measuring fair value and for disclosing information about fair

value measurements, including a consistent meaning of the term “fair value.” The Boards have concluded the common
requirements will result in greater comparability of fair value measurements presented and disclosed in financial statements
prepared in accordance with U.S. GAAP and IFRSs. The amendments to the FASB Accounting Standards Codification in this
ASU are to be applied prospectively. For public entities, the amendments are effective during interim and annual periods
beginning after December 15, 2011. Early application by public entities is not permitted. The adoption of this standard did
not have a material effect on the consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Other accounting standards that have been issued or proposed by the FASB or other standards-setting bodies, but not
specifically addressed in this report, are not expected to have a material impact on the Company’s financial condition, results
of operations, or liquidity.

NOTE 2 - CASH AND DUE FROM BANKS

Cash and due from banks totaled $30.3 million at December 31, 2012, compared to $34.9 million at December 31,

2017, Cash on hand, cash items in the process of collection, and amounts due from correspondent banks and the Federal
Reserve Bank are included in cash and due from banks. As of December 31, 2012, interest-bearing cash on deposit with
correspondent banks totaled $4.8 million compared to $1.7 million as of December 31, 2011. Interest-bearing cash on
deposit in the Federal Reserve Bank was $14.5 million as of December 31, 2012 compared to $23.9 million as of December
31,201 1. Funds not included in interest bearing deposits, but required to be on reserve with the Federal Reserve Bank to
meet regulatory and reserve clearing requirements totaled $3.8 million and $914,000 as of December 31, 2012 and 2011,
respectively.

NOTE 3 - INVESTMENT SECURITIES

The amortized cost and fair value amounts of securities owned as of December 31, 2012 and 20171 are shown below:

(Dollars in thousands)
Securities available-for-sate:

U8 Government and agency $ 55,404 $ 2600 % (99 $ 55,565
Corporate bonds 3,052 68 (8) 3,112
Mortgage-backed 50,074 1,313 (92) 51,295
Staterand ‘municipal 21,974 852 (38) 22,788
Total $ 130,504 $ 2,493 $ (237 $132,760

Securities available-for-sale:

UiS: Government and agency $ 31,033 $ 86 § - (50) $31,069
Mortgage-backed 52,936 1,431 (16) 54,351
State and municipal 14,514 532 (183) 14,863
Total $ 98,483 $--2,049 $ (249 $100,283
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NOTE 3 - INVESTMENT SECURITIES (CONTINUED)

The amortized cost and fair value of securities as of December 31, 2012 by contractual maturity are as follows. Actual
maturities may differ from contractual maturities in mortgage-backed securities, as the mortgages underlying the securities
may be called or prepaid without penalty; therefore, these securities are not included in the maturity categories in the

following maturity summary.

Less than one year

One to five years

Five to ten years

Over ten years
Mortgage-backed securities
Total

(Dollars in thousands)

$ 9,995
13,252
30,001
27,182
50,074

$130,504

-

$ 9,967
13,395
30,680
27,423
51,295

$132,760

R

Securities with a carrying amount of approximately $53.7 million at December 31, 2012 and $57.0 million at December 31,
2011 were pledged to secure public deposits and for other purposes.

In 2012 the Bank sold $14.3 million in securities available-for-sale, realizing gains of $161,100 and losses of $270,500 for an
overall net loss of $109,400. In 2011 the Bank sold $9.1 million in securities available-for-sale, realizing gains of $105,400
and losses of $53,000, for an overall gain of $52,400.

Information pertaining to securities with gross unrealized losses at December 31, 2012 and December 31, 2011, aggregated
by investment category and length of time that individual securities have been in a continuous loss position, follows:

Securities available-for-sale:
U.S. Government and agency
Corporate bonds
Mortgage-backed
State and municipal
Total

Securities available-for-sale:
U.S. Government and agency
Mortgage-backed
State and municipal
Total

*Gross unrealized loss is less than $1,000.

Securities
(Dollars in thousands)

7 % 13,757 § 99) 1T $ 1,365 $ *
1 992 (8) - - -
2 4,794 (92) - - -
5 2,035 38) - - -
15 § 21,578 §% (237) 1 $ 1,365 $ *

(Dollars in thousands)

3% 6641 $ (15) T $ 3860 § (35)
3 2,583 (70) 1 709 (113)
5 4,840 (16) 1 14 *
11§ 14064 § (101 3 $ 4583 $ (148
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NOTE 3 - INVESTMENT SECURITIES (CONTINUED)

Management evaluates investment securities for other-than-temporary impairment on a periodic basis, and more frequently
when economic or market conditions warrant such evaluation. Consideration is given to (1) the length of time and the extent
to which the fair value has been less than cost, (2) the financial condition and near-term prospects of the issuers, and (3) the
intent and ability of the Bank to retain its investment in the issuer for a period of time sufficient to allow for any anticipated
recovery in fair value. During the first quarter of 2011, the Bank determined one of its collateralized mortgage obligation
securities was other-than-temporarily impaired due to continued deterioration of the underlying collateral. Based on
projected future losses, the Bank impaired the security by $38,000 reducing the recorded investment balance to $149,000.
The security was sold in the second quarter of 20171 with an additional loss on the sale of $30,000.

At December 31, 2012, the gross unrealized losses in securities available-for-sale are primarily the result of changes in market
interest rates and not related to the credit quality of the underlying issuer. All of the securities are U.S. agency debt securities,
corporate bonds, mortgage-backed securities, and municipal securities. The Bank has determined that no declines in market
value are deemed to be other than temporary at December 31, 2012. Securities rated below Moody’s (Baa) or Standard

& Poor’s (BBB-) are not purchased. Non-rated municipal securities are limited to those bonds in the state of Georgia, and
possess no greater risk that (Baa) or (BBB) bonds. Corporate bonds will have a minimum rating at purchase of Moody’s (A3),
S&P (A-), or Fitch (A-). The Company does not have the intent to sell these securities and it is likely that it will not be required
to sell the securities before their anticipated recovery.

Included in “Other assets” is an investment of approximately $289,000, net of amortization, in a real estate rehabilitation
project located in Georgia that will provide the Bank with state tax credits for approximately the next three years.
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NOTE 4 - LOANS

The Bank engages in a full complement of lending activities, including commercial, consumer and real estate loans. The
composition of loans for the years ended December 31, 2012 and 2011 is summarized as follows:

(Dollars in thousands)

Commercial and industrial $ 19,816 $ 18,864
Real estate - construction, land and land development 55,926 73,823
Real estate - residential 55,495 56,563
Real estate - commercial 130,729 131,725
Consumer 3,921 4,715

Total loans 265,887 285,690
Deferred loan fees (56) (76)

Total loans 265,831 285,614
Allowance for loan losses (5,954) (6,804
Loans, net of allowance for loan losses $ 259,877 $278,810

Loan segments

Commercial and industrial loans are directed principally towards individual, partnership or corporate borrowers, for a variety
of business purposes. These loans include short-term lines of credit, short-term to medium-term plant and equipment loans,
and loans for general working capital. Risks associated with this type of lending arise from the impact of economic stresses
on the business operations of borrowers. The Bank mitigates such risks to the loan portfolio by diversifying lending across
North American Industry Classification System (“NAICS”) codes and has experienced very low levels of loss for this loan type
for the past three years.

Real estate — construction, land and land development loans consist of residential and commercial construction loans as
well as land and land development loans. Land development loans are primarily construction and development loans to
builders in the Augusta and Savannah, Georgia markets. Given the significant decline in value for both developed and
undeveloped land due to reduced demand, these loan portfolios possess an increased level of risk compared to other loan
types. The Bank’s approach to financing the development, financing the construction and providing the ultimate residential
mortgage loans to the residential property purchasers has resulted in less exposure to the effects of the aforementioned
decline in property values. These loans include certain real estate — construction loans classified as acquisition, development
& construction. The loans are managed by the Bank’s construction division.

Real estate — residential loans include residential mortgage lending and are primarily single-family residential loans secured
by the residential property. Due to the decline in residential property values and stagnant resale market, this loan type

has experienced a slight increase in losses over the past three years. Home equity lines are also included in real estate ~
residential loans.

Real estate — commercial loans include commercial mortgage loans that are generally secured by office buildings, retail
establishments and other types of real property, both owner occupied and non-owner occupied. A significant component
of this type of lending is to owner occupied borrowers, including churches. The economic slowdown has caused some
deterioration in values.

Consumer loans consist primarily of installment loans to individuals for personal, family or household purposes, including
automobile loans to individuals and pre-approved lines of credit. The Bank has experienced low levels of loss for this loan
type for the past three years compared to the other loan types.

Loan risk grades

The Company categorizes loans into risk grades based on relevant information about the ability of borrowers to service their
debt such as: future repayment ability, financial condition, collateral, administration, management ability of borrower, and
history and character of borrower. Grades are assigned at loan origination and may be changed due to the result of a loan
review or at the discretion of management. The Company uses the following definitions for risk grades:
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NOTE 4 - LOANS (CONTINUED)

Grade 1: Highest quality - Alternate sources of cash exist, such as the commercial paper market, capital market, internal
liquidity or other bank lines. These are national or regional companies with excellent cash flow which covers all debt service
requirements and a qigniﬁcan't portion of capital expenditures, Balance sheet strength and liquidity are excellent and exceed
the industry norms. Financial trends are positive. The companies are market leaders within the industry and the industry
rsmor mance is excellent. This grade includes loans which are fully secured by cash or equivalents. Includes loans secured by

narketable securities with no less than 25% margin. Borrowers are of unquestionable financial strength. Financial standing of
ﬂd idual is known and borrower exhibits superior liquidity, net worth, cash flow and leverage.

Grade 2: Above average quality - There is minimal risk. Borrowers have strong, stable financial trends. There is strong cash
flow covering debt service requirements and some portion of capital expendxtures Alternate sources of repayment are evident
and financial ratios are comparable to or exceed the industry norms. Financial trends are positive. Borrower has prominent
position within the industry or the local economy and the industry performance is above average. Management is strong in
most areas and backup depth is good. Includes loans secured by marketable securities with a margin less than 25%. Includes
individuals who have stable and reliable cash flow and above average liquidity and cash flow. There is modest risk from
exposure to contingent liabilities.

Grade 3: Average quality - Cash flow is adequate to cover all debt service requirements but not capital expenditures. Balance
sheet may be leveraged but still comparable to industry norms. Financial trends are stable to mixed over the lot ng term but
no significant concerns presently exist. Generally there is a stable industry outlook, may have some cyclical characteristics.
Borrowers are of average position in the industry or the local economy. The management team is considered capable and
stable. This grade includes individuals with reliable cash flow and alternate sources of repayment which may require the sale
of assets. Financial position has been leveraged to a modest degree. However, the individual has a relatively strong net worth
considering income and debt.

Grade 4: Below average quality - Loan conditions require more frequent monitoring. Stability is lacking in the primary
repayment source, cash flow, credit history or liquidity; however, the instability is manageable and considered temporary.
Overall trends are not yet adverse. The loans exhibit Grade 3 financial characteristics but lack proper and complete
documentation. The individuals” sources of income or cash flow have become unstable or may possibly decline given current
business or economic conditions. The individual has a highly leveraged financial position or limited capital. Speculative
construction loans originated by third parties are included:

Grade 5: Other Assets Especially Mentioned - These loans have potential weaknesses which may inadequately protect the
Bank’s position at some future date. Unlike a Grade 4 credit, adverse trends in the obligor’s operations and/or financial
position are evident, but have not yet developed into well-defined credit weaknesses. Specific negative events within

the obligor or the industry have occurred, which may jeopardize cash flow. Borrower’s operations are highly cyclical or
vulnerable to economic or market conditions. Management has potential weaknesses and backup depth is lacking. Borrower
is taking positive steps to alleviate potential weaknesses and has the potential for improvement and upgrade. Corrective
strategy to protect ‘the Bank may be required and active management attention is warranted. Some minor delinquencies may
exist from time to time. Individuals exhibit some degree of weakness in financial condition. This may manifest itself in a
reduction of net worth and liquidity. Infrequent delinquencies may occur.

Grade 6: Substandard - A substandard loan has a well-defined weakness or weaknesses in the primary repayment source and
undue reliance is placed on secondary repayment sources (collateral or guarantors). No loss is presently expected based on

a current assessment of collateral values and guarantor cash flow. However, there is the distinct possibility that the Bank will
sustain some future loss if the credit weaknesses are not corrected. Management is inadequate to the extent that the business’s
ability to continue operations is in question. Intensive effort to correct the weaknesses and ensure protection against loss of
principal (i.e. additional collateral) is mandatory. Delinquency of principal or interest may exist. Net worth, repayment ability,
management and collateral protection, all exhibit weakness. In the case of consumer credit; closed end consumer installmient
loans delinquent between 90 and 119 days (4 monthly payments) will be minimally classified Substandard. Open end
consumer credit will be minimally classified Substandard if delinquent 90 to 179 days (4 to 6 billing cycles).
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NOTE 4 - LOANS (CONTINUED)

Grade 7: Doubtful - A doubtful loan has well-defined weaknesses as in Grade 6 with the added characteristic that collection
or liquidation in full, on the basis of currently existing facts, conditions and values, is highly questionable and improbable.
The possibility of loss is extremely high, but because of certain important and reasonably specific pending factors which
may work to strengthen the credit, its classification as a loss is deferred until a more exact status can be determined. Pending
factors include proposed merger, acquisition, liquidation procedures, capital injection, perfecting liens on additional
collateral, and refinancing plans. Borrower is facing extreme financial distress, bankruptcy or liquidation, and prospects for
recovery are limited. Loans are seriously in default and should be on non-accrual status. Collateral and guarantor protection
are insufficient. Efforts are directed solely at retirement of debt, e.g., asset liquidation. Due to their highly questionable
collectability, assets rated doubtful should not remain in this category for an extended period of time.

Grade 8: Loss - Loans classified loss are considered uncollectable and of such little value that their continuance as bankable
assets is not warranted. This classification does not mean that the loan has absolutely no recovery or salvage value but rather
it is not practical or desirable to defer writing off the asset while pursuing recovery. The Bank should not attempt long-term
recoveries while the asset remains on the active loan system. In the case of consumer credit, closed end consumer installment
loans delinquent 120 days or more (5 monthly payments) will be classified Loss. Open end consumer credit will be classified
Loss if delinquent 180 days or more (7 or more billing cycles).

As of December 31, 2012 and 2011 the credit risk grades of loans by loan class were as follows:

(Dollars in thousands)

Commercial and industrial $ 19,723 $ 32 $ 61 $ 19,816
Real estate - construction, land and land development
Acquistion, development, & construction 13,498 774 - 14,272
Other real estate - construction 41,344 192 118 41,654
Real estate - residential
Home equity lines 19,829 104 4 19,937
Other real estate - residential 33,446 81 2,031 35,558
Real estate - commercial
Owner occupied 47,833 5,191 1,804 54,828
Non-owner occupied 72,603 3,103 195 75,901
Consumer 3,872 22 27 3,921
Total loans receivable $ 252,148 $ 9,499 $ 4240 $ 265,887

(Dollars in thousands)

Commercial and industrial $ 18,118 $ - $ 751 $ 18,869
Real estate - construction, land and land development

Acquistion, development, & construction 18,469 1,497 1,366 21,332

Other real estate - construction 46,685 1,077 4,699 52,461
Real estate - residential

Home equity lines 22,104 392 9 22,505

Other real estate - residential 31,742 365 1,952 34,059
Real estate - commercial

Owner occupied 47,336 227 5,956 53,519

Non-owner occupied 76,385 593 1,202 78,180
Consumer 4,501 - 79 4,580
Loans in process 185 - - 185

Total loans receivable $ 265,525 $ 4,151 $ 16,014 $ 285,690
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NOTE 4 - LOANS (CONTINUED)

During 2011, the Bank experienced a significant increase in loans classified as Grade 6 or Substandard, mostly due to the
downgrade of a large relationship consisting of 10 loans totaling $8.8 million in the second quarter. The relationship was
made up of $90,000 real estate - residential, $4.3 million real estate — construction, land and land development, and $4.4
million real estate — commercial. As of December 31, 2012, the Bank had transferred the total relationship to other real estate
owned and the remaining balance of the properties that have not been sold was $4.5 million.

As of December 31, 2012 and 2011, the Bank had no loans classified as Grade 7 or 8. 1t is the Bank’s practice, in most
cases, o take a charge-off when a loan or portion of a loan is deemed doubtful or loss. Consequently the remaining principal
balance, if applicable, which has been evaluated as collectable, is graded accordingly.

Allowance for Loan Losses

The following table presents the activity in the allowance for loan losses by loan segment for the years ended December 31,
2012 and 2011:

(Dollars in thousands)

Beginning balance $ 185 $ 3219 % 1,141 $& 1,706 $ 108 $ 445 % 6,804
Charge offs : (98) (692) (242) (179 - {108) - {1,319
Recoveries 225 734 43 14 58 - 1,074
Provisions (87) (391) (148) 331 19 (329) (605)
Ending balance $ 225§ 2870 $ 794 $ 1872 % 77 % 116 § 5,954
Ending balances:

individually-evaluated for impairment $ 28§ =% 59 % 185 $ -3 - 8 272
Collectively evaluated for impairment $ 197 % 2,870 § 735§ 1,687 % 77 % 116 5,682

(Doflars in thousands)

Beginning balance $ 227 % 3908 § 1,070 § 1617 % 251 % 793 % 7,866
Chargeoffs 40 (2,134) (570) (319 (105) - (3,168)
Recoveries 62 20 147 99 51 - 379
Provisions (64) 1,425 494 309 (89) (348) 1,727
Ending balance $ 185 $03219  § 1,141 $° 1,706 $ 108 % 44508 6,804

Ending balances:

leidividually-evaluated for impairrnent R} 51 % - $ 208§ 100 % 369 - % 395
Collectively evaluated for impairrnent $ 134 % 3219 % 933. $ 1,606 % 72§ 445 0§ 6,409
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NOTE 4 - LOANS (CONTINUED)

The following table presents the recorded investment in loans receivable by loan segment as of December 31, 2012 and
December 31, 2011:

k (Dollars in thousands)
Individually evaluated for impairment $ 90 $ 566 % 2376 $ 6770 % 27 % 9,829

Collectively evaluated for impairment $ 19,798 $ 55,657 $ 53413 $124,420 $ 3,914 $257,202

Ending balance total $ 19888 $ 56,223 § 55789 $131,190 $ 3,941 $267,031

(Dollars in tﬁou5and5)
Individually evaluated for impairment $ 950 $ 5,925 $ 1,591 $ 9415 $ 80 $ 17,961

Collectively evaluated for impairment $ 18,053 § 68,248 $ 55216 $122,736 $ 4,660 $268,913

Ending balance total $ 19,003 § 74,173 $ 56,807 $132,151 $ 4,740 $286,874
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NOTE 4 - LOANS (CONTINUED)
Impaired Loans

Loans for which it is probable that the payment of interest and principal will not be made in accordance with the contractual
terms of the loan agreement are considered impaired, and are individually evaluated for impairment. Impaired loans for
which interest is recorded on a cash basis is immaterial for disclosure. The following tables present loans individually

evaluated for impairment and related allowance by loan class for the years ended December 31, 2012 and 2011:

(Dollars in thousands)

With no related allowance recorded:

Commercial and industrial $ 60 $ 61§ -8 454 % 25
Real estate - construction, land and land development
Acquisition, development, & construction 2,457 447 - 2,429 21
Other real estate = construction 197 119 - 206 5
Real estate -residential
Home equity lines 70 70 - 74 -
Other real estate = residential 2:129 1,964 - 2,283 96
Real estate < commercial
Owner occupied 6,053 5,866 - 6,168 258
Nopzowner octcupied - - - - -
Consumer o 37 27 ' 4 -
Total $ 11,003 % 8554 § - $ 11,655 % 405

With-an allowance recorded:
Commercialand industrial $ 29 % 29§ 29 % 32% 2
Real estate - construction, land and land development
Acquisition, development, & construction - - - - -
Other real estate - construction - - - - §
Real estate - residential
Home equity lines - - - - -

Other real estate - residential 342 342 60 346 23
Real estate’ - commercial
Owner occupied 143 143 3 149 8
Non-owner occupied 760 761 160 780 50
Consumer - - - - -
Total $ 1274 $. 1,275 $ 272 $ 1,307 % 83
Total Impaired Loans:
Commercial and industrial $ 89 % 90: - % 297§ 486 % 27
Real estate - construction, land and land development
Acquisition, development, & construction 2,457 447 - 2,429 21
Other real estate - construction 197 119 - 206 5
Real estate = residential
Home equity lines 70 70 - 74 -
Other real estate - residential 2,471 2,306 60 2,629 119
Real estate = commercial
Owner.occupied 6,196 6,009 23 6,317 266
Nonowner occupied 760 761 160 780 50
Consumer 37 27 - 41 -
Total $ 12277 $ 9829 $ 272 $ 12,962 % 488
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NOTE 4 - LOANS (CONTINUED)

With no related allowance recorded:
Commercial and industrial
Real estate - construction, land and land development
Acquisition, development, & construction
Other real estate - construction
Real estate - residential
Home equity lines
Other real estate - residential
Real estate - commercial
Owner occupied
Non-owner occupied
Consumer
Total

With an allowance recorded:
Commercial and industrial
Real estate - construction, land and land development
Acquisition, development, & construction
Other real estate - construction
Real estate - residential
Home equity lines
Other real estate - residential
Real estate - commercial
Owner occupied
Non-owner occupied
Consumer
Total

Total Impaired Loans:
Commercial and industrial
Real estate - construction, land and land development
Acquisition, development, & construction
Other real estate - construction
Real estate - residential
Home equity lines
Other real estate - residential
Real estate - commercial
Owner occupied
Non-owner occupied
Consumer
Total

December 31,

R

i
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(Dollars in thousands)

$ 884 § 887 % -5 859 § 39
3,663 1,101 - 1,670 20
6,558 4,824 - 5,344 172

58 58 - 57 3

1,368 1,275 - 1,331 55
6,730 6,729 - 6,022 377
4,037 2,091 - 2,768 163

45 36 - 39 1

$ 23343 ¢ 17001 § - $ 18090 $% 830
$ 62 % 63 $ 51 % 70 % 4
36 36 12 36 1

222 222 196 223 14

593 595 100 610 39

43 44 36 49 2

$ 956 § 960 $ 395 ¢ 988 % 60

$ 946 $ 950 $ 51 % 929 % 43
3,663 1,101 - 1,670 20
6,558 4,824 - 5,344 172

94 94 12 93 4

1,590 1,497 196 1,554 69
6,730 6,729 - 6,022 377
4,630 2,686 100 3,378 202

88 80 36 88 3

$ 24299 §$ 17961 § 395 $ 19,078 $ 890
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NOTES TO CONSOLIDATED FINANCIAL ST/\TEMENTS/
December 31,:2012 and 2011

NOTE 4 - LOANS (CONTINUED)

The following tables present a summary of current, past due and nonaccrual loans as of December 31, 2012 and 2011 by
loan class: i

(Dollars in thousands)
Commercialand industrial $ 134§ - % 61 $ 1957 $.19,621 % 19,816

Realiestate - construction; land and land development

Acquisition, development, & construction - - 134 134 14,138 14,272

Other real estate - construction 1,318 - 68 1,386 40,268 41,654
Real estate < residential

Home equity: lines 211 - 108 319 19,618 19,937

Otherrealestate - residential 1,322 - 1,776 3,098 32,460 35,558
Real estate = commercial

Owrner occupied 941 - 1,527 2,468 52,360 54,828

Non-owner occupied 772 - 195 967 74,934 75,901
Consumer 27 - 27 54 3,867 3,921

Total $§ 4,725 $ - $ 3,896 $ 8621 $ 257,266 % 265887
(Dollars in thousands)

Commercial and industrial $ 108 % - % 65  $ 173 % 18,691 $. 18,864
Real estate = construction, land and land development

Acquisition, development, & construction - - 1,101 1,101 17,216 18,317

Othier real estate - construction 330 - 4,063 4,393 51,113 55,506
Real estate = residential

Home equity lines 290 - 117 407 22,098 22,505

Other real estate - residential 1,335 - 1,131 2,466 31,592 34,058
Real estate = commercial

Owner occupied 3,447 - 196 3,643 51,392 55,035

Non-owner occupied 67 - 1,007 1,074 75,616 76,690
Consumer 120 - 54 174 4,541 4. 715

Total $ - 5,697 $ - % 7,734 $ 13,431 $ 272,259 - $:285,690

The Banlds policy is that loans placed on nonaccrual will typically remain on nonaccrual status until all principal and interest
payments are brought current and the prospect for future payments in accordance with the loan agreement appear relatively
certain. The Bank’s policy generally refers to six months of payment performance as sufficient to warrant a return to accrual
status.

Troubled debt restructurings

Troubled debt restructurings are defined as debt modifications, for economic or legal reasons related to the borrower’s
financial difficulties, in which the Bank grants a concession that it would not otherwise consider.
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NOTE 4 - LOANS (CONTINUED)

December 31, 2012 and 20711

R i

Such a concession may stem from an agreement between the Bank and the borrower, or may be imposed by law or a court.

Some examples of modifications are as follows:

Rate Modification - A modification in which the interest rate is changed.

Term Modification - A modification in which the maturity date, timing of payments, or frequency of payments is changed.

Interest Only Modification — A modification in which the loan is converted to interest only payments for a period of time.

Payment Modification — A modification in which the dollar amount of the payment is changed, other than an interest only

modification described above.

Transfer of Assets Modification — A modification in which a transfer of assets has occurred to partially satisfy debt, including

foreclosure and repossession.

Combination Modification — Any other type of modification, including the use of multiple categories above.

The following tables present the Bank’s loans classified as troubled debt restructurings by loan class as of December 31, 2012

and 2011:

Commercial and industrial
Real estate - construction, land and land development
Acquisition, development, & construction
Other real estate - construction
Real estate - residential
Home equity lines
Other real estate - residential
Real estate - commercial
Owner occupied
Non-owner occupied
Consumer
Total

Commercial and industrial
Real estate - construction, land and land development
Acquisition, development, & construction
Other real estate - construction
Real estate - residential
Home equity lines
Other real estate - residential
Real estate - commercial
Owner occupied
Non-owner occupied
Consumer
Total

(Dollars in thousands)

1 $ - $ 34 35 34
2 310 134 444
1 66 - 66
10 583 243 826
9 4,187 1177 5,364
23 $_ 5,146 $ 1,588 $ 6,734

(Dollars in thousands)

1 $ 649 $ - % 649
2 - 730 730
1 - 262 262
4 462 - 462
10 6,027 - 6,027
2 1,081 559 1,640
20 $ 8219 § 1,551 $..9770
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December 31, 2012 and 2011

NOTE 4 - LOANS (CONTINUED)

At December 31, 2012 and 2011, commitments to advance additional funds outstanding on troubled debt restructurings
totaled $0 and $105,040, respectively.

The following tables present newly restructured loans that occurred during the years ended December 31, 2012 and 2011,
respectively:

(Dollars in thousands)

Pre-Modification Outstanding Recorded Investment:
Real-estate = residential
Other real estate - residernitial 8 % 243 % 557...% % =% 800
Real‘estate < commercial
Owner occupied - -
Non-owner occupied - - -
Total 8 % 243 % 557 % -

800

ESE]
1
Fr

Post-Modification Outstanding Recorded Investment:
Real-estate - residential -
Other real estate - residential: 8 3 243 % 566 % - % - % 809
Real estate = commercial
Owner occupied - - - - - -
Non-owner occupied - - -
Total 8 $ 243 $ 566 % -8 PR 809

Aol el
(Dollars in thousands)

Pre-Modification Outstanding Recorded: Investment:

Real-estate - residential

Orther real estate = residential 4% 540 % -8 . R 540
Real estate - commiercial
Owner oceupied 2 215 71 - - 286
Non-cwrier occupied 2 - - 2,587 1,100 3,687
Total 8 $ 755 % 71 $ 2,587 $ 1100 084,513

Post-Madification Outstanding Recorded Investment:
Real-estate = residential

Other réal estate - residential 4 % 461§ -5 =% = $ 4671
Realestate:~ commereial
Owner occupied 2 199 71 - - 270
Nonzowner occupied 2 - - 559 1,081 1,640
Total 8 $ 660 $ 71 $ 559§ 1,081 $ 2371




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012 and 2011

NOTE 4 - LOANS (CONTINUED)

The following tables represent loans receivable modified as troubled debt restructurings and with a payment default, with
the payment default occurring within 12 months of the restructure date, and the payment default occurring during the years
ended December 31, 2012 and 2011:

(Dollars in thousands)

Commercial and industrial 1 $ 34 - $ -
Real estate - construction, land and land development

Other real estate - construction - - 1 -
Real estate - residential

Other real estate - residential - - 1 -
Real estate - commercial

Owner occupied 2 1,001 1

Total — 3 $ 1,035 )

At December 31, 2012, executive officers and directors were indebted to the Bank in the aggregate amount of approximately
$6,376,000. Following is a summary of transactions for the years ended December 31, 2012 and 2011:

Balance at beginning of year $ 12,474
Advances 7,557
Repayments (10,218)
Balance at end of year $ 9,813

NOTE 5 - BANK-OWNED LIFE INSURANCE (BOLI)

In September 2007, an $8.0 million bank-owned life insurance policy (BOLI) was acquired in order to insure the key officers
of the Bank. As of December 31, 2012, the BOLI cash surrender value was $10.0 million resulting in other income for 2012
of $392,000 and an annualized net yield of 4.01%. As of December 31, 2011, the BOLI cash surrender value was $9.6
million resulting in other income for 2011 of $399,000 and an annualized net yield of 4.33%.

NOTE 6 - BANK PREMISES AND EQUIPMENT

Bank premises and equipment consist of the following as of December 31, 2012 and 2011:

(Dollars in thousan

Land and improvements $ 3,839 $ 3,838
Building and improvements 6,445 6,418
Equipment, furniture and fixtures 4,600 4,513
Construction in progress 80 -

14,964 14,769
Less accumulated depreciation 6,174 (5,790)
Premises and equipment, net $ 8790 $ 8979

Depreciation expense for the years ended December 31, 2012 and 2011 was approximately $517,000 and $521,000,

respectively.

Rental expense of office premises and equipment was approximately $265,000 for each of the years ended December 31,

2012 and 2011.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012 and 2011

- NOTE 7 - OTHER REAL ESTATE OWNED

At December 31, 2012 and 2011, the Bank had other real estate owned totaling $5.9 million and $7.0 million, respectively.
Ciains and losses on the sale of other real estate owned are included in'other non-interest income in the consolidated
statements of operations. Rental income from leasing certain other real estate totaled approximately $686,000 and $221,000
for the years ended December 31, 2012 and 2011, respectively, and is included in other non-interest income. For the year
ended December 31, 2012, the Bank recorded a $40,000 gain on sale of other real estate compared to-a $132,000 gain

c»z sale of other reaf estate for the year ended Decambor '31 2011, Other real estate owned expenses include hold‘nﬂ' costs
and ‘};(34 OO{} for fhe years ended Dacember 31,2012 and 2011, respecmely For the years ended December 31, 201 2 and
2011, the Bank transferred property into other real estate owned totaling $5.2 million and $6.9 million, respectively.

NOTE 8 - DEPOSITS

At December 31, 2012 and 2011, the scheduled maturities of time deposit liabilities were as follows:

(Dollars in thousands)

One year orless . : $ 96,068 $148,579
Over.one year through. two years 37,116 31,536
Over two years through three 'years 22,725 7,175
Over three years through four years 4,290 6,665
Over four years 9,177 3,868
Total $169,376 $197,823

To manage the Bank’s funding capabilities, the Bank may also enter into repurchase agreements with customers and may
obtain short-term funding from other institutions. Repurchase agreements with customers are generally secured by investment
securities owned by the Bank and are established at prevailing market rates. Short-term funding from other institutions is
generally overnight or 30-day funding at current market rates. Total repurchase agreements were approximately $3.3 million
and $3.6 million at December 31, 2012 and 2011, respectively. Total brokered and internet deposits were $27.8 million and
$42.3 million-at: December 371, ZO!Z and 2011, respectively.

NOTE 9 - FEDERAL HOME LOAN BANK ADVANCES

As of December 31, 2012 and 2011, the Bank had credit availability, or potential borrowing capacity, of 25% of total assets,
subject to the B anks financial condition and collateral balances with the FHLB. One of the advance products utilized in 2011
and 2012 was the “Loans Held for Sale” (LHFS) program. The line is collateralized by the Bank’s mortgage loans held for sale.
Advances under this line are due 90 days from the date of the advance. As of December 31, 2012 and 2011, the Bank did not
have a balance outstanding under the LHFS program. As of December 31, 2012, the Bank had $25.7 million in loans held for
sale pledged as collateral undler this line.

The Bank also maintains a line of credit with the FHLB which is secured by 1-4 family and commercial real estate loans held
in‘the Bank/s loan p{)rﬁoho On September 26, 2012, the Bank borrowed $25,000,000 with the Federal Home Loan Bank
through their 1-4 family and commercial real estate loan short-term line of credit product. The balance at December 31, 2012
was $25,000,000 with a variable interest rate of 0.42% and a maturity date of September 30, 2013. At December 31, 2012,
the Bank had $51.8 million in 1-4 family and commercial real estate loans pledged as collateral to the Federal Home Loan
Bank.

In 2007, a long-term convertible advance was established. During the year ended December 31, 2012, the Bank paid off
the outstanding bal anu: on this advance of $10.0 million.with a weighted average interest rate of 3.83%. The balance at
December 31, 2011 was $10.0 million.

Anadditional but similar long-term convertible advance was established during 2008. During the year ended December 31,
2012, the Bank paid off the outstandmo balance on this advance of $15.0 million with a weighted average interest rate of
3.33%. The balance at December 31, 2011 was $15.0. The Bank paid a penalty of $392,000 for pre-payment of the advances
which is included in other non-interest expense.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012 and 2011

NOTE 10 - EMPLOYEE BENEFIT PLANS

The Bank has a 401(k) salary-deferred plan covering substantially all employees. At the discretion of the Bank’s Board of
Directors, the Bank may match a percentage of the annual amounts deferred by employees. Matching amounts are funded by
the Bank as accrued. Total deferred and matching amounts are limited to amounts that can be deducted for Federal income
tax purposes. The Bank’s matching contributions were approximately $200,000 and $187,000 for the years ended December
31, 2012 and 2011, respectively.

The Bank has a Nonqualified Executive Deferred Compensation Plan (“EDCP”) covering a select group of key employees and
senior management. The EDCP allows participating employees to elect each year to defer compensation into a participant
account. At its discretion, the Bank may also elect to make discretionary contributions to the participant account. For both
years ended December 31, 2012 and 2011, the EDCP expense, including employee deferrals and contributions made by the
Bank, totaled $23,000. The accrued liability related to the EDCP was approximately $74,000 and $60,000 at December 31,
2012 and 2011, respectively.

The Bank also has a Supplemental Executive Retirement Plan (“SERP”) for the benefit of certain key officers. The SERP
provides selected employees who satisfy specific eligibility requirements with supplemental benefits upon retirement,
termination of employment, death, disability or a change of control of the Bank, in certain prescribed circumstances. The
Bank recorded expense totaling $294,000 and $279,000 for the years ended December 31, 2012 and 2011, respectively.
The accrued liability related to the SERP was approximately $1,188,000 and $894,000 as of December 31, 2012 and 2011,
respectively.

NOTE 11 - REGULATORY CAPITAL MATTERS

The primary source of funds available to the Company is the payment of dividends by its subsidiary bank. Banking regulations
limit the amount of dividends that may be paid by the Bank without prior approval of certain regulatory agencies. The amount
of dividends allowable without prior approval was $12,253,000 at December 31, 2012.

In 2012, the Company began paying cash dividends to shareholders. Three quarterly dividends of $0.04 per share were paid
for a total of $431,500 for the year ended December 31, 2012.

On January 28, 2013 the Company declared a cash dividend of $0.04 per share to all shareholders of record as February 12,
2013.

The Bank is subject to various regulatory capital requirements administered by state and Federal banking agencies. Failure to
meet minimum capital requirements can trigger certain mandatory, and possibly additional discretionary actions by regulators
that, if undertaken, could have a direct material effect on the Bank’s consolidated financial statements.

Under capital adequacy guidelines and the regulatory framework for prompt corrective action, the Bank must meet specific
capital guidelines that involve quantitative measures of the Bank’s assets, liabilities, and certain off-balance-sheet items, as
calculated under regulatory accounting practices. The Bank’s capital amounts and classification are also subject to qualitative
judgments by the regulators about components, risk weightings, and other factors. Prompt corrective action provisions are not
applicable to bank holding companies.

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain minimum amounts
and ratios (set forth in the table below) of total and Tier | capital (as defined in the regulations) to risk-weighted assets (as
defined) and of Tier | capital (as defined) to average assets (as defined). Management believes that, as of December 31, 2012,
the Bank met all capital adequacy requirements to which it is subject.

As of December 31, 2012, the most recent notification from the regulatory agencies categorized the Bank as well-capitalized
under the regulatory framework for prompt corrective action. To be categorized as well-capitalized, the Bank must maintain
minimum total risk-based, Tier | risk-based, and Tier | leverage ratios, as set forth in the table below. There are no conditions
or events since that notification that management believes have changed the Bank’s category.
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December 31; 2012 and 2011

NOTE 11 - REGULATORY CAPITAL MATTERS (CONTINUED)

The Bank’s actual capital amounts (in thousands) and ratios as of December 31, 2012 and 2011 are presented in the
following tables:

As of December 31, 2012:
Total capital to risk weighted assets

Bank $ 58,321 16.59% $28,125 8.00% $35,156 10.00%
Consolidated $59,262 16.86% $28,125 8.00% $35,156 10.00%
Ter 4 capitaltorisk.weighted-assets

Bank $53,926 15.34% $14,062 4.00% $21,094 6.00%

Consolidated $ 54,867 15.61% $14,062 4.00% $21,094 6.00%
Tier 1T-leverage to average assets

Banlk $:53,926 11.13% $19,382 4.00% $.24,227 5.00%
Congolidated $ 54,867 11.32% $.19,383 4.00% $24,229 5.00%

As of December 31, 2011:
Total capital to risk we &g,hted assets

Bank FEE - $53,694 1337% $32,134 8.00% . $40,167 10.00%

Consolidated $ 54,336 13.53% $32,134 8.00% $ 40,167 10.00%
Tier 1 capital to risk weighted assets

Bank $48,651 12.10% $ 16,067 4.00% $ 24,100 6.00%

Consolidated $49,293 12.27% $:16,067 4.00% $:24,100 6.00%
Tier'1T leverage to average assets

Bank $ 48,651 9.74% $:19,987 4.00% $ 24,984 5.00%

Consolidated $49,293 9.86% $19,995 4.00% $ 24,993 5 00%

NOTE 12 - STOCK BASED COMPENSATION

During 1997, the Company adopted the 1997 Stock Option Plan (the “1997 Plan”) for eligible directors, officers, and key

employees of the Company and the Bank. The 1997 Plan expired in 2007 and no more grants may be made pursuant to this
plan. Options were granted to purchase common shares at prices not less than the fair market value of the stock at the date

of grant. Fair market value is defined to mean the average closing price for the ten business days prior to the date of board

approval and grant. The maximum number of shares reserved and available for issuance under the 1997 Plan is 345,000
shares, as adjusted for the Company’s stock splits and stock dividends.

During early 2005, the Company adopted the 2004 Incentive Plan (the “2004 Plan”) for eligible directors, officers, and key
employees of the Company and the Bank. The Plan allows awards of stock, performance units, stock appreciation rights,
incentive stock options, non-qualified stock options and phantom stock. Options are granted to purchase common shares at
prices not less than the fair market value of the stock at the date of grant. Fair market value is defined to mean the average
closing price for the ten business days prior to the date of board approval and grant. The maximum number of shares reserved
and available for issuance under the 2004 Plan is 330,125 shares, as adjusted for the Company’s stock split in 2005.

The plans provide for the grant of both incentive and nonqualified stock options to purchase the Company’s common stock.
The Stock Option Committee of the Board of Directors of the Company establishes to whom options shall be granted and
determines exercise prices, methods of exercise, vesting requirements, and the number of shares covered by each option,
subject to the approval of the Company’s Board of Directors.
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December 31, 2012 and 2011

NOTE 12 - STOCK BASED COMPENSATION (CONTINUED)

During 2012, the Company approved the “Amended and Restated 2004 Incentive Plan” and granted restricted stock awards
of 15,988 shares of common stock to officers and employees. These awards vest fully at the end of three years. The grants
resulted in expense of $35,210 for the year ended December 31, 2012.

The Company recorded compensation expense of approximately $108,000 in both 2012 and 2011, related to employee
stock options. No stock options were issued during the year ended December 31, 2012.

The estimated fair value of options is amortized to expense over the option’s vesting period. Option valuation models require
the input of highly subjective assumptions, including the expected stock price volatility. Changes in the subjective input
assumptions can materially affect the fair value estimate. In management’s opinion, the model does not necessarily provide a
reliable single measure of the fair value of options.

Vesting requirements are determined by the Board of Directors at the time options are granted and generally provide for
vesting over a seven-year period. The plans provide that vesting periods may not exceed ten years.

A summary of the Company’s stock option activity under the plans as of December 31, 2012 and 2011, and changes and
related information for the years then ended, is presented below:

Options

Qutstanding at January 1, 2012 290,344 $ $ 67,631
Granted - $ -
Exercised (45,491) $ (5.55)
Forfeited or expired (6,125) $ (7.96)
Outstanding at December 31, 2012 238,728 $ 11.21 4.12 $583,833
Fully vested and expected to vest 238,728 $ 11.21 412 $583,833
Exercisable at December 31, 2012 160,861 $ 12.59 2.81 $251,921
Outstanding at January 1, 2011 283,289 $ 9.94 4.50 $239,951
Granted 29,640 $ 8.10
Exercised (22,585) $ (3.48)
Forfeited or expired - $ -
Outstanding at December 31, 2011 290,344 $ 10.26 4.35 $ 67,631
Fully vested and expected to vest 290,344 $ 10.26 4.35 $ 67,631
Exercisable at December 31, 2011 196,828 $ 11.06 2.77 $ 67,631

10.26

At December 31, 2012, options both outstanding and exercisable under both plans have exercise prices that range from

$7.00 per share to $20.41 per share. The weighted-average remaining contractual life of options outstanding at December 31,
2012 was approximately 4.12 years or 50 months.
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 NOTE 12 - STOCK BASED COMPENSATION (CONTINUED)

The fair value of these options was estimated on the date of grant using a Black-Scholes option valuation model that used the
following range of assumptions for each of the years presented:

Expected volatility -
Weighted average volatility -
Expected dividends -
Expected term (in years) -
Risk-freerate .

Weishted average grant date fair value $ - $ 6.11
Total intrinsic value of options exercised $.:318,282 $ 79,534
Cash received from option exercise $. 252,630 $ 78;560
Tax:benefit related to option exercises $ 85,890 $ 26,710

In addition, the model assumed that each option grant was exercised in the initial year of full vesting.

A summary of the status of the Company’s nonvested options as of December 31, 2012 and 2011, and changes during the
years then ended, is presented below:

Nonvested Options

Nonvested at January 1, 2012

Granted -
Vested $57

Forfeited $5.6¢
Nonvested at December 31, 2012 77,867 $5.55
Nonvestediat January 1, 2011 78,084 $5.471
Granted 29,640 $6.11
Vested (14,208) $5.48
Forfeited , - $ -
Nonvested at December 31, 2071 93,516 $5.57

As of December 31, 2012, there was $336,616 of total unrecognized compensation cost related to the Company’s nonvested
options granted under the plans. This cost is expected to be recognized over a weighted-average period of 2.07 years.

The total fair value of shares vested during the years ended December 31,2012 and 20711, was $87,638 and $82,061,
respectively.

As of December 31, 2012, the Company has issued a total of 24,504 shares of common stock to non-employee directors as
compensation for services rendered under the Company’s Directors Equity Incentive Plan. The Company recorded $196,000
and $226,000 in stock compensation expense related to the issuance of these shares for the years ended December 31, 2012
and 2011 respectively.

For shares issued as retainer stock, the shares are issued at fair value and the expense recognized was equal to the fair value
of the shares on the date of grant. The Company issued 11,350 of retainer shares included above during the year ended
December 31, 2012,
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NOTE 12 - STOCK BASED COMPENSATION (CONTINUED)

In addition, directors may choose to purchase stock under this plan in lieu of directors fees paid for meeting attendance. In
2011 these shares were purchased at $2.00 below the fair value of the shares on the date of the grant. Beginning in 2012,
shares under the plan were purchased at 85% of the fair value of the shares on the date of the grant. The Company has
defined fair value under the plan to be the average closing market price of the Company’s common stock for the last ten
trading days of each quarter as reported on the Over-the-Counter Bulletin Board. The Company records the expense related
to the purchases at fair value of the shares on the date of the grant. At December 31, 2012, there were 170,434 shares
authorized and unissued under the plan. The following table represents activity in the Directors’ Equity Incentive Plan in
2012 and 2011:

Beginning shares authorized and unissued 21,739 54,539
Additional shares authorized and unissued 173,199 -
Shares issued (24,504) (32,800)
Ending shares authorized and unissued _170434 21,739

A summary of common stock issued through the exercise of employee stock options and employee/director compensation
and expense are as follows:

Net options exercised

Issuance of stock for compensation
Issuance of stock for directors’ fees
Net issuance of common stock

32,800

55,385

NOTE 13 - EARNINGS PER COMMON SHARE

Following is a reconciliation of the income amounts and common stock amounts utilized in computing the Company's
earnings per share for each of the years ended December 31, 2012 and 2011:

(dollars in thousands, except per share)

Basic EPS

Net income available to common shareholder $ 6,621 3,599,431 $ 1.84
Effect of stock options outstanding - - -
Diluted EPS

Net income available to common shareholder $ 6,621 3,599,431 $ 1.84

ar
(dollars in thousands; except per share)

Basic EPS

Net income available to common shareholder $ 4,099 3,561,064 $ 1.15
Effect of stock options outstanding - - -
Diluted EPS

Net income available to common shareholder $ 4,099 3,561,064 $ 1.15

For the years ended December 31, 2012 and 2011, there were 129,417 and 166,156 options, respectively, that were
antidilutive since the exercise price exceeded the average market price for the year.
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NOTE 14 - OTHER EXPENSES

Other non-interest expenses for the years ended December 31, 2012 and 2011 are as follows:

ollars in thousands

Data precessing $ 823
FDIC assessment 504
Legal and accounting 672
Printing and supolies 280
Advertising 228
Business development 140
Telecommunications 201
Qutside services 236
Courier and postage 170
Software license fees 89
City and county:taxes 134
Directors fees 282
Travel and employee meals and entertainment 161
Provision for mortgage recourse liability 500

Legal settlement payable
FHLB early payoff penalty

Other 1,193
Total “$ 5613

NOTE 15 - INCOME TAXES

Total income taxes in the statements of income for the years ended December 31, 2012 and 2011 are as follows:

(Dollars in thousands)

Current tax:provision $.-3278 $ 1,608
Deferred tax expense (benefit) o (e15) 230
Totalincome tax expense (benefit) $§ 2,663 $ 1838

The Bank’s provision for income taxes differs from the amounts computed by applying the Federal and state income tax
statutory rates to income before income taxes. A reconciliation of the differences is as follows:

Federal statutory rates 34.0%
State taxes, net of federal benefit 3.8
Tax-exempt income (1.5)
State tax credits (2.6)
Bank-owned life insurance (t.4)
Decrease in state tax credit valuation allowance 4.1)
Other 06
Total _ 288%
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NOTE 15 - INCOME TAXES (CONTINUED)

The primary components of deferred income taxes at December 31, 2012 and 2011 are as follows:

(Dollars in thousands)
Deferred tax assets

Allowance for loan losses $ 1,689 $ 1,847
Executive compensation plans 502 361
Valuation adjustment of other real estate owned 437 362
Recourse liability 293 -
Contingent liability 228 -
Investment in GA low-income housing tax credits 270 231
State tax credits 281 416
Mortgage derivatives IRLC expenses 115 -
Other 102 52

Total deferred income tax assets 3,917 3,269

Deferred tax liabilities

Unrealized gain on securities available for sale (798) (648)
Qualified prepaids (131 (132)
Depreciation on bank premises and equipment (174) (202)
Mortgage derivative change in method (439 -
Total deferred income tax liabilities (1,542) (982)
Valuation allowance 270) (647)
Net deferred income tax assets $ 2,105 $ 1,640

Deferred tax assets are included in other assets. Deferred tax assets and liabilities are recognized for the future tax
consequences attributable to differences between the financial statement carrying amount of existing assets and liabilities
and their respective tax bases. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply
to taxable income in the years in which those temporary differences are expected to be recovered in income. Deferred tax
assets are reduced by a valuation allowance if it is more likely than not that the tax benefits will not be realized.

Prior to 2012, the Company had created a full valuation allowance for the Georgia Form 900 tax credits. During 2012, the
Company reversed the deferred tax valuation allowance that was recorded against these tax credits since it was determined
that based on the profitability of the Company and other positive evidence, that these state tax credits would be utilized
before their expiration dates. The Company continues to reflect a full valuation allowance on its investment in a Georgia Low
Income Housing Project, to reflect management’s estimate. of the temporary deductible differences that may expire prior to
their utilization.

Management has evaluated all other tax positions that could have a significant effect on the consolidated financial statements
and determined the Company had no uncertain income tax positions at December 31, 2012.

The Company and its subsidiary are subject to U.S. federal income tax as well as income tax within the state of Georgia. The
Company is no longer subject to examination by taxing authorities for years before 2009:

NOTE 16 - COMMITMENTS AND CONTINGENCIES

In the ordinary course of business, the Bank may enter into off-balance-sheet financial instruments that are not reflected in
the consolidated financial statements. These instruments include commitments to extend credit and standby letters of credit.
Such financial instruments are recorded in the consolidated financial statements when funds are disbursed or the instruments
become payable.

The Bank uses the same credit policies for these off-balance-sheet financial instruments as it does for other instruments that
are recorded in the consolidated financial statements.
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NOTE 16 - COMMITMENTS AND CONTINGENCIES (CONTINUED)

Following is an analysis of significant off-balance-sheet financial instruments for the years ended December 31, 2012 and 2011:

(Dollars in tﬁousands)

Commifménts to extend credit $ 48,976 : $ 46,923
Standby:letters of credit 1,029 : 5,288
Total : $ 50005 - $ 52211

Commitments generally have fixed expiration dates or other termination clauses and may require payment of a fee. Since
many of the commitment amounts expire without being drawn upon, the total commitment amounts do not necessarily
represent future cash requirements. In managing the Bank’s credit and market risk exposure, the Bank may participate these
commitments with other institutions when funded. The credit risk involved in issuing these financial instruments is essentially
the same as that involved in extending loans to customers. The amount of collateral obtained, if deemed necessary by the
Bank, upon extension of credit is based on management’s credit evaluation of the customer. Collateral held varies, but

may include real estate and improvements, marketable securities, accounts receivable, inventory, equipment, and personal
property:

Loans sold under the Company’s mortgage loans held for sale portfolio contain certain representations and warranties in our
loan sale agreements which provide that we repurchase or indemnify the investors for losses or costs on loans we sell under
certain lim ted conditions. Some of these conditions include underwriting errors or omissions, fraud or material misstatements
by the borrower in the loan epplication or invalid market value on the collateral property due to deficiencies in the appraisal.
n addition to these representations and warranties, our loan sale contracts define a condition in which the borrower defaults
during a short period of time, typically 120 days to one year, as an Early Payment Default (“EPD”). In the event of an EPD, we
are required to return the premium paid by the investor for the loan as well as certain administrative fees, and in some cases
repurchase the loan or indemnify the investor. Based on these recourse provisions, the Bank established a recourse liability
for mortgage loans sold during the fourth quarter of 2011. The following table demonstrates the activity for the years ended
December 31,201 2-and 2017;

(Dollars in'thousands)

Beginning balance $ 245
Provision 499
Losses (167)
Recoveries 195

Endling balance

The nature of the business of the Bank is such that it ordinarily results in a certain amount of litigation. In the opinion of
managemom at December 31, 2012, there were no pending litigation matters in which the anticipated outcome would have
a material adverse effect on the consolidated financial statements.

In-August 2011, the Bank was sued in State Court by a subcontractor related to a residential development project foreclosed
upon by the Bank The suitalleged various claims against the Bank, a]l of which the Bank denied. Following a mistrial in
November 2012 where the jury failed to reach a verdict, a second trial in January 2013 resulted in a verdict against the Bank
in the amount of $597,500. The Bank is in the process of appealing this verdict and believes it has meritorious defenses
against the verdict. The entire judgment amount was recorded as a contingent liability as of December 31, 2012; therefore
management does not expect that there will be any future material adverse effects on the Company’s future (onsohdate d
financial position, results of operations or cash flows related to this litigation.
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NOTE 16 - COMMITMENTS AND CONTINGENCIES (CONTINUED)

The Bank has various contractual obligations that it must fund as part of normal operations. The following table shows
aggregate information as of December 31, 2012 about contractual obligations for data processing, operating leases and
service contracts as well as the periods in which payments are due.

thousands)
Data processing $ 930 $ 930 $ $ 5 $ 5 $ 2,376
Operating leases 214 42 12 11 318
Service contracts 243 96 € 24 - 459
Construction contract 690 - - - - 690
Total $ 2,077 $ 1,068 $ 641 $ 41 $ 16 $ 3,843

NOTE 17 - MORTGAGE BANKING DERIVATIVE

Commitments to fund certain mortgage loans (interest rate locks) to be sold into the secondary market and forward
commitments for the future delivery of mortgage loans to third party investors are considered derivatives. It is the Company’s
practice to enter into forward commitments for the future delivery of residential mortgage loans when interest rate lock
commitments are entered into in order to economically hedge the effect of changes in interest rates resulting from its
commitments to fund the loans. These mortgage banking derivatives are not designated in hedge relationships. At year-

end 2012, the Company had approximately $35.9 million of interest rate lock commitments and $80.3 million of forward
commitments for the future delivery of residential mortgage loans. The fair value of these mortgage banking derivatives was
reflected by a derivative asset of $485,000 and a derivative liability of $409,000. The net gains relating to interest rate lock
commitments used for risk management were $303,000 for the year ending December 31, 2012. The net losses for forward
contracts related to mortgage loans held for sale were $227,000 for the year ended December 31, 2012. At year-end 2011,
the Company had approximately $37.0 million of interest rate lock commitments and $80.4 million of forward commitments
for the future delivery of residential mortgage loans. The fair value relating to the interest rate lock commitments was
$314,000 for the year ending December 31, 2011. The fair value of the forward commitments related to mortgage loans
held for sale was ($479,000). Fair values were estimated based on changes in mortgage interest rates from the date of the
commitments. Changes in the fair values of these mortgage-banking derivatives are included in net gains on sales of loans.

NOTE 18 - SUPPLEMENTAL CONSOLIDATED CASH FLOW INFORMATION

.
(Dollars in thousands)
Income taxes paid $ 3,225 $ 1,766
Interest paid $ 3,897 $ 6,229
Interest received $ 20,529 $ 22,288
Transfers from loans to real estate owned $ 5,186 $ 6,889
Unrealized gain(loss) on securities $ 305 $ 916

NOTE 19 - FAIR VALUE OF FINANCIAL INSTRUMENTS

The Company utilizes fair value measurement to record fair value adjustments to other certain assets and liabilities and to
determine fair value measurements where required. For these assets and liabilities recorded at fair value, it is the Company’s
policy to maximize the use of observable inputs and minimize the use of unobservable inputs when developing fair value
measurements.

The Company groups assets and liabilities at fair value in three levels, based on the markets in which the assets and liabilities
are traded and the reliability of the assumptions used to determine fair value. These levels are as follows:

Level 1 —Valuations for assets and liabilities traded in active exchange markets, such as the New York Stock Exchange. At
December 31, 2012, the Company’s Level 1 assets include U.S. Government agency obligations.
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NOTE 19 - FAIR VALUE OF FINANCIAL INSTRUMENTS (CONTINUED)

Level 2 - Valuations are obtained from readily available pricing sources via independent providers for market transactions
involving similar assets or liabilities. The Company’s principal market for these securities is the secondary institutional markets
and valuations are based on observable market data in those markets. At December 31, 2012, the Company’s Level 2 assets

include U.S. Government agency obligations, state and municipal bonds, and mortgage-backed securities.

Level 3~ Valuations for assets and liabilities the: are derived from other valuation methodologies, including option pricing
models, discounted cash flow models and similar techniques, and not based on market exchange, dealer, or broker traded
transactions. Level 3 valuations incorporate certain assumptions and projections in determining the fair value assigned to

such assets or liabilities. Level 3 assets include impaired loans and other real estate owned as discussed below.
Following is a description of valuation methodologies used for determining fair value for assets and liabilities:

Investment Securities Available-for-Sale

Investment securities available-for-sale are recorded at fair value on a 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 present value of future cash flows, adjusted for the securities’ credit rating,
prepayment assumptions, and other factors such as credit loss assumptions. At December 31, 2012, the Company classified
$7.6 million and $125.2 million of investment securities available-for-sale subject to recurring fair value adjustments as Level
1 and Level 2, respectively. At December 31, 2011, the Company classified $0.0 and $100.3 million of investment securities
available-for-sale subject to recurring fair value adjustments as Level 1 and Level 2, respectively.

Loans

The Company does not record loans at fair value on a recurring basis. However, from time to time, a loan is considered
impaired and an allowance for loan losses is established. Loans with respect to which it is probable that payment of interest
and principal will not be made in accordance with the contractual terms of the loan agreement are considered impaired.
Onceani nd idual loan is identified as impaired, management measures the impairment in accordance with ASC 310-10-35;
“Receivables-Subsequent Measurements.” The fair value of impaired loans is estimated primarily using the collateral value.
However, in some cases other methods are used, such as market value of similar debt, enterprise value, liquidation value, and
discounted cash flows. Those impaired loans not requiring an allowance represent loans with respect to which the fair value
of the expected repayments or collateral exceed the recorded investments in such loans. At December 3 1,2012, substantially
all of the total impaired loans were evaluated based on the fair value of the collateral less estimated selling costs. In
accordance with /\5{, 820-10, impaired loans where an allowance is established based on the fair value of collateral require
classification in the fair value hierarchy. Most fair values of the collateral are based on an observable market price or.a current
appraised value by a third party appraiser, tax valuation, or broker price opinion; however, in some cases an appraised value
isnot avai able or management determines the fair value of the collateral is further impaired below the appraised value and
there is no observable market pric

As such, the Company records these collateral dependent impaired loans at fair value as nonrecurring Level 3. Collateral

dependent impaired loans recorded at fair value totaled $3.2 million and $5.2 million at December 31, 2012 and December

% 2011, respectively. Specific loan loss allowances for these impaired loans totaled $272,000 and $395,000 at December
, 2012 and December 31,2011, respectively. At December 31,2012 and December 31, 2011, $2.9 million and $4.8

i H ion of impaired loans, net of allowance for loan losses, were classified as:-Level 3, respectively.

Loans Held for Sale

Loans held for sale are carried at fair value, as determined by outstanding commitments, from third party investors (Level 2).
The Company elected the fair value option-for-loans held for sale onjuly 1,:2012. These loans are intended for sale and the
Company believes that the fair value is the best indicator of the resolution of these loans. Interest income is recorded based
on the contractual terms of the loan and in accordance with the Company’s policy on loans held for investment. None of
these loans are 90 days or more past due nor on nonaccrual as of December 31, 2012 and 2011. As of December 31, 2012,
the aggregate fair value was $48.4 million, the contractual balance including accrued interest was $48.3 million and the gain
recorded from the change in fair value included in earnings for the year ended December 31, 2012 was $179,000.
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NOTE 19 - FAIR VALUE OF FINANCIAL INSTRUMENTS (CONTINUED)

Interest Rate Lock and Forward Commitments

Commitments to fund mortgage loans (interest rate locks) to be sold into the secondary market and forward commitments

for the future delivery of these mortgage loans are accounted for as free standing derivatives. Fair values of these mortgage
derivatives are estimated based on changes in mortgage interest rates from the date the interest on the loan is locked. Changes
in the fair values of these derivatives are included in net gains on sales of loans. At December 31, 2012, the interest rate

lock commitments with a positive fair value totaled $97,000 and were recorded as an other asset. The interest rate lock
commitments with a negative fair value at December 31, 2012 totaled $49,000 and were recorded as an other liability.

The Company enters into forward commitments for the future delivery of mortgage loans when interest rate locks are entered
into, in order to hedge the change in interest rates resulting from its commitments to fund the loans. Changes in the fair values
of these derivatives are included in net gains on sales of loans. At December 31, 2012, the interest rate lock commitments
with a positive fair value totaled $49,000 and were recorded as an other asset. The interest rate lock commitments with a
negative fair value at December 31, 2012 totaled $97,000 and were recorded as an other liability.

Other Real Estate Owned

Foreclosed assets are adjusted to fair value upon transfer of the loans to other real estate owned. Subsequently, other real
estate owned is carried at the lower of carrying value or fair value less estimated selling costs. Fair value is based upon
independent market prices, appraised values of the collateral or management’s estimation of the value of the collateral. Most
fair values of the collateral are based on an observable market price or a current appraised value; however, in some cases

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. Management may apply discount adjustments to the appraised
value for estimated selling costs, information from comparable sales, and marketability of the property. As such, the Company
records other real estate owned with subsequent write downs after transfer as nonrecurring Level 3. Other real estate owned
that has had subsequent write-downs after transfer from loans to other real estate totaled $1.2 million and $1.0 million at
December 31, 2012 and December 31, 2011, respectively.

The tables below present information about assets and liabilities which are measured at fair value on a recurring basis:

(Dollars in thousands)

U.S. Government and agency $ - $ 55,565 $ - $ 55,565
Corporate bonds - 3,112 - 3,112
Mortgage-backed - residential GSEs - 51,295 - 51,295
State and municipal - 22,788 - 22,788

Total $ - $ 132,760 $ - $ 132,760
Loans held for sale $ - $ 48,432 $ - $ 48,432
Derivative assets (1) $ - $ 485 $ - $ 485
Derivative liabilities(1) $ - $ 409 $ - $ 409

(1) This amount includes mortgage related interest rate lock commitments and commitments to sell.
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(Dollars in.thousands)

U:5: Government.and agency $ . $ 31,069 § - $-31,069
Corporate bonds - - - -
Morfgage-backed - residential- GSEs - 54,351 - 54,351
State and municipal - 14,863 - 14,863

Total $ - $ 100,283 $ - $ 100,283

There were no transfers between Level 1-and Level 2 during 2012 or 2011.

Assets measured at fair value on a non-recurring basis are summarized below:

(Dollars in thbusands )
Impaired loans, net of allowance

Commercial and industrial $ - $ : $ - o) -
Real estate - construction - - 542 542
Real estate = residential . 2 477 477
Real‘estate ~ commercial - - 1,895 1,895
Constmer - - 16 16
Totalimpaired loans $ - $ . $ 2,930 $ 2,930
Other real estate owned
Unimproved land $ - $ 4 $ 642 $ 642
Real estate’ - residential d - 346 346
Real estate - commercial e - 172 172
Total:otherreal estate owned $ - $ - $° 1,160 $ 1,160

(Dollars.in thousands)
Impaired loans, net of allowance

Commercial and industrial $ - $ - $ 12 $ 12
Real'estate = construction - - 3,288 3,288
Real estate - residential - - 237 237
Real estate ~ commercial - - 1,251 1,251
Consumer - < 28 28
Total impaired loans $ . $ - $ 4816 $ 4,816
Other real estate owned
Unimproved land $ - $ - $ 963 $...963
Real estate - residential - - 20 20
Real estate - commercial R - 55 55
Total other real estate owned $ - $ - $°1,038 $ 1,038
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NOTE 19 - FAIR VALUE OF FINANCIAL INSTRUMENTS (CONTINUED)

The following tables represent changes in nonrecurring fair value recorded during the years ended December 31, 2012 and 2011:

(Dollars in thousands)

Balance at December 31, 2011 $ 4,816 $ 1,038 $ 5,854
Gains included in earnings - 103 103
Gross reductions (1,886) (1,980) (3,866)
Transfers into (out of) Level 3 - 1,999 1,999
Balance at December 31, 2012 $ 2,930 $ 1,160 $ 4,090

Gross reductions in other real estate owned included $1,752,000 in sales and $228,000 in write downs.

(Dollars in thousands)

Balance at December 31, 2010 $ 3,042 $ 2,751 $ 5,793
Gains (losses) included in eamnings - 132 132
Gross additions (reductions) 1,774 (1,845) 771

Transfers into (out of) Level 3 - - -
Balance at December 31, 2011 $ 4,816 $ 1,038 $ 5,854
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NOTE 19 - FAIR VALUE OF HNANCIALﬂNSTRUMENTS,{(CONTlNUED)

The following table presents quantitative information about Level 3 fair value measurements for financial instruments
measured at fair value on a non-recurring basis at December 31, 2012 for collateral dependent impaired loans and other real

estate owned:

Impaired loans:
Realestate - construction§ 542 Sales.comparison Management and appraiser 17.84% - 87.45% 38.86%
adjustment for difference
hetween comparable sales

Real estate ~ residential 477 Sales.comparison Management and appraiser 0.00% - 61.65% 19.05%
adjustment for difference
hetween comparable sales

Real estate - commercial 1,895 Sales.comparison Management and appraiser 0.70% - 21.51% 6.68%
adjustment for difference
between comparable sales

Income approach Capitalization rate 9.50% 9.50%
Consumer ©16 NADA or:third Management adjustment for 32.03% 32.03%
party valuation.of comparable sales

underlying collateral

Total $:2,930

Other real estate owned:
Unimprovedland $ 642 Sales comparison Management and appraiser 9.82% - 90.00% 23.23%
adjustment for difference
between comparable sales

Real estate - residential 346 Sales comparison Management and appraiser 6.81% - 29.03% 11.87%
adjustment for difference
between comparable sales

Real estate: — commercial 172 Sales comparison Management and appraiser 25.92% 25.92%
adjustment for difference
between comparable sales

Income approach Capitalization rate 10.00% 10.00%
Total $ 1,160
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NOTE 19 - FAIR VALUE OF FINANCIAL INSTRUMENTS (CONTINUED)

Financial [nstruments ‘

Fair value measurements for assets and liabilities where there exists limited or no observable market data and, therefore, are
based primarily upon estimates, are often calculated based on the economic and competitive environment, the characteristics
of the asset or liability, and other factors. Therefore, the fair value cannot be determined with precision and may not be
realized in an actual sale or immediate settlement of the asset or liability. Additionally, there may be inherent weaknesses in
any calculation technique, and changes in the underlying assumptions used, including discount rates and estimates of future
cash flows, could significantly affect current or future values.

The methods and assumptions, not previously presented, used to estimate the fair value of significant financial instruments
are as follows:

Cash and due from banks - The carrying value of cash and due from banks approximates the fair value and are classified as
Level 1.

Loans held for sale — Loans held for sale are carried at fair value, as determined by outstanding commitments from third party
investors. Loans held for sale are classified as Level 2.

Federal Home Loan Bank stock - The fair value of Federal Home Loan Bank (“FHLB") stock is not practicable since no ready
market exists for the stock.

Deposits - The fair value of time deposits is estimated using a discounted cash flow calculation that applies current interest
rates to a schedule of aggregated expected maturities and is classified as Level 2. The carrying value of other deposits
approximates the fair value and they are classified as Level 1.

Repurchase agreements - The carrying value of repurchase agreements approximates fair value due to their short-term nature
and they are classified as Level 1.

Short-term debt and other borrowings - Fair value approximates the carrying value of other borrowings due to their short-
term nature and they are classified as Level 1.

Long-term debt - The fair value of long-term debt is calculated by discounting contractual cash flows using an estimated
interest rate based on the current rates available for debt of similar remaining maturities and collateral terms, resulting in a
Level 2 classification.

61



AROLINA

s e

NOTE 19 - FAIR VALUE OF FINANCIAL INSTRUMENTS (CONTINUED)

The Larry ng amount and estimated fair values of the Bank’s financial instruments at December 31,2012 and December 31

2011 are as follows:

Financial assets:
Cashand due from baaks
Securities available forsale
Loans, net of allowance
Loans held for sale
Federal Home Loan Bank stock
Accrued interest receivable, loans
Accrued interest receivable, securities
Other derivative assets(T)

Financial liabilities
Time deposits
Other deposits
Repurchase agreements
FHLB short-term debt
Accrued interest payable, deposits

Accrued interest payable, repurchase agreements

Other derivative habilities(t)

(1 This-amoun

Financial assets:
Cash and due from banks
Securities-available-for sale
Loans, net of allowance
Loans held forisale
Federal Home Loan Bank stock
Accrued interest receivable; loans
Accerued interest receivable; securities

?mam ial liabilities
Time deposits
Other deposits
Repurchase agreements
FEHLB long:term: debt
Accrued interest.payable; deposits
Accrued interest payable,-borrowings

includes: mortgage related in

$ 30,279
132,760
259,877

48,432
1,865
1,123

649
485

$:169,376
247,580
3,333
25,028
458

3

409

$..34,902
100,283
278,810
45,227
2,070
1,220

512

$ 197,823
213,572
3,565
25,000
626

50

vy

(Dollars in thousands)

$ 30,279

$ =
247,580
3,333
25,028

~
o

3

terest rate lock commitments and commitments to sell.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31,2012 and 2011,

$ 170,707

453

409

&

264,159

N/A

(Dollars.in thousands)

$34,902
N/A

$ -
213,572
3,565

7

$ -
100,283
45,227
N/A
1,220
512

$199,461

25,972
619
50

$

281,533

N/A

$:30,279
132,760
264,159
48,432
N/A

1123

649

485

$170,707
247,580
3,333
25,028
458

3

409

$ 34,902
100,283
281,533

45227
N/A
1,220
512

$199,46

213,57.
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NOTE 20 - QUARTERLY FINANCIAL DATA (UNAUDITED)

The following table represents summarized data for each of the quarters in 2012 and 2011:

(dollars in thousands, except per share data)

Interest income $ 4,887 $ 5,200 $5,226 $5,256 $5,379 $ 5,489 $5,738 $5,717
Interest expense 649 945 1,016 1,072 1,164 1,352 1,512 1,674
Net interest income 4,238 4,255 4,210 4,184 4,215 4,137 4,226 4,043
Provision for loan losses (306) (729) 125 305 520 656 452 99
Net interest income after

provision for loan losses 4,544 4,984 4,085 3,879 3,695 3,481 3,774 3,944
Non-interest income 3,529 4,824 3,484 2,921 2,983 2,886 2,383 2,898
Securities gain (loss) (116) 11 - - 44 - 14 -
Other-than-temporary

impairment on securities - - - - - - - (38)
Less: Non-interest expenses 6,323 6,507 5,065 4,966 5,354 5,252 4,775 4,746
Income before income

tax expense 1,634 3,312 2,504 1,834 1,368 1,115 1,396 2,058
Income tax expense 242 1,070 801 550 430 326 415 667
Net income $ 1,392 $2,242 $1,703 $1,284 $ 938 $ 789 $ 981 $ 1,391
Basic earnings per

common share $ 0.39 $ 0.62 $ 047 $ 0.36 $ 0.26 $ 0.22 $ 0.28 $ 039
Diluted earnings

per common share $ 0.39 $ 0.62 $ 047 $ 0.36 $ 0.26 $ 0.22 $ 0.28 $ 0.39

NOTE 21 - CONDENSED FINANCIAL INFORMATION ON GEORGIA-CAROLINA BANCSHARES, INC.

(PARENT COMPANY ONLY)
Condensed Balance Sheets
December 31, 2012 and 2011
(Dollars in thousands)
Assets
Cash $ 683 $ 492
Investment in subsidiary 55,383 49,803
Other assets 317 239
Total assets $ 56,383 $ 50,534
Liabilities
Deferred tax liability $ 7 $ 6
Other liabilities 51 83
Total liabilities 58 89
Shareholders’ equity 56,325 50,445
Total liabilities and shareholders’ equity $ 56,383 $ 50,534
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N@?TE 21 - CONDENSED FINANCIAL INFORMATION ON GEORGIA-CAROLINA BANCSHARES, INC.
(PARENT COMPANY ONLY) (CONTINUED)
Condensed Statements of Income

Years Ended December 37, 2012 and 2011
(Dollars in thousands)

Income, dividends from subsidiary RS $ 1,5001
Expenses
Director compensation 56 65
Legal fees 73 45
Auditexany and accounting fees 42 56
Annual report and proxy 20 25
Shareholder services 27 22
Consulting fees - 27
Other 11 12
Total expenses 229 252
Income (loss) before income tax benefits and equity in undistributed earnings-of subsidiary 1,271 (252)
Income tax benefits 75 76
Income (loss) before equity in undistributed earnings of subsidiary 1,346 (176)
Equity in undistributed earnings of subsidiary T 5,275 4,275
Net income $ 6,621 $ 4,099

Condensed Statements of Cash Flows
Years Ended December 31,2012 and 2011
(Dollars in thousands)

Cash flows from operating activities
Net income - $ 6,621 $ 4,099
Adjustments to reconcile net income to net
cash provided by (used in) operating activities:

Provision for deferred income taxes 1 -
Stock option expense 143 108
Stock compensation 209 268
Fquity in undistributed earnings of subsidiary (5,275) (4,275)
Change in other liabilities 32) )
Chanige in other assets (78) (101)
et cash provided by operating activities 1,589 98
Cash flows from financing activities
Proceeds from stock options exercised 253 78
Repurchased Stock - (1,219) -
Dividends . (432) -
Net cash provided by (used in) financing activities (1,398) 78
Netincrease in cash and due from backs 191 176
Cash-and due from banks at beginning of period 492 316
Cash and due from banks at end of period $ 683 $ 492
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Assistant Vice President
Assistant Office Manager

L. Michelle Cunningham
Assistant Vice President
Retail Liaison

Cheryl A. Dawson
Assistant Vice Presidlent
Operations Manager
Jane E. Drake

Assistant Vice President
Assistant Office Manager

Jerry L. Dunn
Assistant Vice President
Information Technology Officer
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Lisa D. Hayes
Assistant Vice President
Bank Software Application Specialist

}. Mike Love
Assistant Vice President

Collections Officer & Facilities Manager

Shirley McKinney
Assistant Vice President
Loan Operations Officer

Laura O. Morgan
Assistant Vice President
Training Coordinator

Gay L. Morris

Assistant Vice Presidlent
Assistant Office Manager
Patti L. Plummer
Assistant Vice President
First Bank Mortgage
Connie E. Sganga

Assistant Vice President
Office Manager

Lisa j. Shuman
Assistant Vice President
First Bank Mortgage-Savannah, GA

Sharon H. Spencer
Assistant Vice President
First Bank Mortgage

Allison N. Stanley
Assistant Vice President
Office Manager

Debra B. Taylor
Assistant Vice President
First Bank Mortgage
Joanna M. Voigt
Assistant Vice President
Sales & Service Coach
Amy S. Whitfield
Assistant Vice President
Human Resource Manager

Paula E. Anderson
Mortgage Officer

Paula D, Beatty

Mortgage Compliance Officer
Ali E. Hargrove

Bank Officer

Assistant Office Manager
Leslie A. Kromke

Mortgage Officer

Michele F. Stevenson
Operations Officer
Bookkeeping Supervisor



GEORGIA-CAROLINA BANCSHARES, INC.
DIRECTORS & EXECUTIVE OFFICERS

NAME OCCUPATION

Remer Y. Brinson Il President & Chief Executive Officer

Patrick G. Blanchard Vice Chairman of the Board, First Bank of Georgia

Mac A. ngmény MD o Cardiologist, Augusta Cardiology Clinic, P*C.. |

Phillip G. Farr Principal, Phillip G. Farr, CPA, P.C.

Thomas J. Flournoy Senior Vice President, Chief Financial Officer & Secretary
Samuel A. Fowler, Jr. Attorney, Fowler & Wills, Attorneys at Law

Arthur }. Gay, Ir. President and Chief Executive Officer, T and T Associates, Inc.

(land development and consulting)

George H. Inman Chairman (retired), Club Car, Inc.

David W. loesbury, Sr. President, Joeshury Insurance Agency, .inc.

jefferson B.A. Knox Managing Partner, Knox, Ltd. & Executive Director, Knox-Foundation

john W. Lee President and Chief Operating Officer (retired), GIW Industries, Inc.

James L. Lemley, M.D. Physician and Managing Partner, McDuffie Medical Associates

William D. McKnight President, McKnight Construction Company

A. Montague Miller Attorney at Law, President and Chief Executive Officer (retired), Club Car, Inc.
Robert N, Wilson, Jr. Principal, Wilson Finance Corporation and Wilson Ventures, Inc.

(real estate and insurance sales)

Bennye M. Young Homemaker
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GEORGIA-CAROLINA BANCSHARES, INC.
SHAREHOLDER INFORMATION

Stock Market Listing:
Georgia-Carolina Bancshares, Inc. common stock is listed on the Over-the-Counter Bulletin Board under the

symbol of GECR.

Corporate Offices:
3527 Wheeler Road
Augusta, GA 30909
Telephone: (706) 731-6600

Subsidiary:
First Bank of Georgia
Member FDIC

Annual Meeting:
The Company's Annual Meeting of Shareholders will be held Monday, May 20, 2013 at 4:00 p.m. in the Lobby
of the Corporate Headquarters and Main Office, 3527 Wheeler Road, Augusta, Georgia 30909.

Financial Information:

Financial analysts and interested investors desiring information regarding Georgia-Carolina Bancshares, Inc.
should contact the President & Chief Executive Officer, Georgia-Carolina Bancshares, Inc., Post Office Box
15148, Augusta, Georgia 30919-1148. Additional information regarding First Bank of Georgia may be obtained
on the internet at www.firstbankofga.com or by calling (706) 731-6600.

Annual Report on Form 10-K:

A copy of the Company’s 2012 Annual Report on Form 10-K, filed with the Securities and Exchange
Commission, is available free of charge by contacting the Chief Financial Officer, Georgia-Carolina Bancshares,
Inc., Post Office Box 15148, Augusta, GA 30919-1148.

Stock Transfer Agent, Registrar & Dividend Paying Agent:

Georgia-Carolina Bancshares, Inc. Transfer Agent is Registrar and Transfer Company, 10 Commerce Drive,
Cranford, New Jersey 07016-3572. They are available to assist you with change of address, replacement of lost
certificates, or duplicate 1099 requests.

Legal:

Special Legal Counsel: Ceneral Counsel: General Counsel:
Smith, Gambrell & Russell, L.L.P. Warlick, Tritt, Stebbins Fowler & Wills, L. L. C.
Suite 3100, Promenade 1 & Murray, L.L.P. 318 Jackson Street
1230 Peachtree Street, N. E. 699 Broad Street, Suite 1500 Thomson, GA 30824
Atlanta, GA 30309-3592 Augusta, GA 30901

Independent Accountants:
Crowe Horwath LLP

3399 Peachtree Road NE, Suite 700
Atlanta, CA 30326
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Main (}fﬁcé Medical Center Office Ferry Office ~ Evans Office
3527 Wheeler Road 1580 Walton Way 375 Fury's Ferry Road 4349 Washington Road
Augusta - GA 30909 Augusta, (GA 30904 Martinez, GA 30907 Evans, GA 30809

Qaniel\li'ilage"()'fﬁie: West Town Office Hill Street Office
2805 Wrightsboro Road 3820 Washington Road 110 East Hill Street

Augusta, GA 30909 Martinez GA 30907 Thomson,; GA 30824

First Ban

MORTGAGE

OUR LOCATIONS

Augusta Savannah Pooler
2743 Perimeter Parkway 7395 Hodgson Memorial Drive 138 Canal Street, Suite 204
~ Building 100, Suite 100 Suite 201 : Pooler, GA 31322
Augusta, GA 30909 Savannah, GA 31406

POST OFFICE BOX 15148 * AUGUSTA, GEORGIA * 30919-1148




