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Indicate by check mark if disclosure of delinquent filersto Item 405 of Regulation S-K is not contained herein and will not be
contained, to the best of the registrant’ s knowledge, in definitive proxy or other information statements incorporated by reference
in Part I11 of this Form 10-K or any amendments to this Form 10-K. ><

Indicate by check mark whether the registrant is alarge accelerated filer, an accelerated filer, a non-accelerated filer, or asmaller
reporting company. See the definitions of “accelerated filer,” “large accelerated filer” and “smaller reporting company” in Rule
12b-2 of the Exchange Act.

(Check one): Large accelerated filer o Accelerated filer o
Non-accelerated filer o Smaller reporting company x

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes™™ No
<

The aggregate market value of the voting stock held by non-affiliates, computed by reference to the average bid and asked price
on June 30, 2008, which isthe last day of the registrant’ s second fiscal quarter, was approximately $15,562,306 (1,596,134
shares at $9.75 per share). Solely for this calculation it is assumed that directors and executive officers are affiliates of the
registrant.

Asof March 4, 2009, there were 1,788,310 shares of the registrant’s common stock issued and outstanding.
DOCUMENTSINCORPORATED BY REFERENCE

1. Portions of the Proxy Statement for the 2009 Annual Meeting of Shareholders (Part [11).
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PART |

Item 1. Business

General

Provident Community Bancshares, Inc. (“Provident Community Bancshares’) is the bank holding company for Provident
Community Bank, N.A. (the “Bank™). Provident Community Bancshares has no material assets or liabilities other than its
investment in the Bank. Provident Community Bancshares' business activity primarily consists of directing the activities of the
Bank. Accordingly, theinformation set forth in this report, including financial statements and related data, relates primarily to
the Bank. Provident Community Bancshares and the Bank are collectively referred to as the “Corporation” herein.

The Bank’ s operations are conducted through its main office in Rock Hill, South Carolina and eight full-service banking centers,
al of which are located in the upstate area of South Carolina. The Bank is regulated by the Office of the Comptroller of the
Currency (the “OCC"), isamember of the Federal Home Loan Bank of Atlanta (the “FHLB”) and its deposits are insured up to
applicable limits by the Federal Deposit Insurance Corporation (the “FDIC”). Provident Community Bancsharesis a bank
holding company, subject to regulation by the Federal Reserve Board (the “FRB”).

The business of the Bank primarily consists of attracting deposits from the general public and originating loans to consumers and
businesses. The Bank also maintains a portfolio of investment securities. The principal sources of funds for the Bank’s lending
activities include deposits received from the general public, interest and principal repayments on loans and, to a lesser extent,
borrowings from the FHL B and other parties. The Bank’s primary source of income isinterest earned on loans and

investments. The Bank’s principal expenseisinterest paid on deposit accounts and borrowings and expensesincurred in
operating the Bank.

This annual report contains certain “forward-looking statements” within the meaning of the federal securitieslaws. These
forward-looking statements are generally identified by use of the words “believe,” “expect,” “intend,” “anticipate,” “estimate,”
“project” or similar expressions. These forward-looking statements include, but are not limited to, estimates and expectations of
future performance with respect to the financial condition and results of operations of the Corporation and other factors. These
forward-looking statements are not guarantees of future performance and are subject to various factors that could cause actua
results to differ materially from these forward-looking statements. These factorsinclude, but are not limited to: changesin
general economic and market conditions and the legal and regulatory environment in which the Corporation operates; the
development of an interest rate environment that adversely affects the Corporation’ s interest rate spread or other income
anticipated from the Corporation’ s operations; changes in consumer spending, borrowing and savings habits; adverse changesin
the securities markets; changes in accounting policies and practices; and increased competitive pressures among financial
services companies. These risks and uncertainties should be considered in evaluating forward-looking statements and undue
reliance should not be placed on such statements. The Corporation does not undertake—and specifically disclaims any obligation
—to publicly release the results of any revisions which may be made to any forward-looking statements to reflect events or
circumstances after the date of such statements or to reflect the occurrence of anticipated or unanticipated events.

Competition

The Bank faces competition in both the attraction of deposit accounts and in the origination of mortgage, commercia and
consumer loans. Its most direct competition for savings deposits historically has been derived from other commercial banks and
thrift institutions located in and around Union, Laurens, Fairfield, Greenville and Y ork Counties, South Carolina. As of June 30,
2008, according to information presented on the Federal Deposit |nsurance Corporation’ s website, the Corporation held 40.45%
of the depositsin Union County, which was the second largest share of deposits out of four financial institutionsin the

county. Additionally, the Corporation held 25.19% of the depositsin Fairfield County, which was the third largest out of four
financial institutions in the county, 5.96% of the depositsin Laurens County, which was the sixth largest share of deposits out of
eight financial institutions in the county and 2.29% of the depositsin Y ork County, which was the tenth largest out of 15
financial institutions in that county. The Corporation’s Greenville County location was established in March 2006 and therefore,
did not have a significant level of deposits. However, the Corporation competes with super-regional banks, such asBB& T and

http://secfilings.nasdag.com/filingFrameset.asp?F...NC%2E& FormType=10%2DK & RevdDate=3%2F26%2F2009& pdf= (4 of 140)5/5/2009 10:14:11 AM



NASDAQ | SEC Filing

SunTrust, and large regional banks, such as First-Citizens Bank and Trust Company of South Carolinaand Carolina First

Bank. These competitors have substantially greater resources and lending limits than does the Corporation and offer services
that the Corporation does not provide. The Bank faces additional significant competition for investor funds from money market
instruments and mutual funds. It competes for savings by offering depositors a variety of savings accounts, convenient office
locations and other services.
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The Bank competes for loans principally through the interest rates and loan fees it charges and the efficiency and quality of the
servicesit provides borrowers, real estate brokers and home builders. The Bank’s competition for real estate |oans comes
principally from other commercia banks, thrift institutions and mortgage banking companies.

Competition has increased and is likely to continue to increase as aresult of legislative, regulatory and technological changes
and the continuing trend of consolidation in the financial servicesindustry. Technological advances, for example, have lowered
barriers to market entry, allowed banks to expand their geographic reach by providing services over the Internet and made it
possible for non-depository institutions to offer products and services that traditionally have been provided by banks. The
Gramm-Leach-Bliley Act, which permits affiliation among banks, securities firms and insurance companies, aso has changed
and may continue to change the competitive environment in which the Bank conducts business.

Lending Activities

General. Set forth below is selected data relating to the composition of the Bank’ s loan portfolio on the dates indicated (dollars
in thousands).
At December 31,
2008 2007 2006 2005 2004
Amount Per cent Amount Per cent Amount Per cent Amount Per cent Amount Per cent

Real estate loans:

Residential $ 20,235 7.26% $ 24,989 9.74% $ 29,482 12.71% $ 36,560 18.99% $ 43,556 25.46%

Commercial 110,589 39.68 76,864 29.97 62,450 26.93 45,665 23.71 43,351 25.34

Construction loans 5,867 211 4,764 1.86 5,787 250 4,842 251 3,823 2.23

Total rea estate loans 136,691 49.05 106,617 41.57 97,719 42.14 87,067 4521 90,730 53.03

Consumer and

installment loans 57,002 20.45 51,846 20.21 46,136 19.90 39,876 20.71 30,826 18.02

Commercial loans 94,012 33.74 104,261 40.65 93,562 40.35 70,668 36.70 54,796 32.02

Total loans 287,705 103.24 262,724 102.43 237,417 102.39 197,611 102.62 176,352 103.07
Less:

Undisbursed loansin

process (1,926) (0.69) (2,379) (0.93) (2,238) (0.97) (1,980) (1.03) (2,363) (1.38)

Loan discount

unamortized (383) (0.14) (476) (0.18) (607) (0.26) (764) (0.40) (993) (0.58)

Allowance for loan

losses (6,778) (2.43) (3,344) (1.30) (2,754) (1.19) (2,394) (1.24) (2,026) (1.18)

Deferred loan fees 47 0.02 (38) (0.02 68 0.03 104 0.05 124 0.07

Net |oans receivable $278,665 100.00q, $256,487 100.00q, $231,886 100.00q, $192,577 100.00q, $171,094 100.00q,
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The following table sets forth, at December 31, 2008, certain information regarding the dollar amount of principal repayments
for loans becoming due during the periods indicated (in thousands). Demand loans (loans having no stated schedule of
repayments and no stated maturity) and overdrafts are reported as due in one year or less.

Due
After
Due 1Year
Within Through Due After
OneYear 5Years 5Years Total
Readl estate loans:

Residential loans $ 2 $ 1531 $ 18,662 $ 20,235
Commercia loans 27,699 57,233 25,657 110,589
Construction loans (1) 5,867 — — 5,867
Consumer and installment loans 5,110 33,608 18,284 57,002
Commercia loans 49,747 33,464 10,801 94,012
Total $ 88465 $ 125836 $ 73404 $ 287,705

(1) Includes construction/permanent loans.

The actual average life of mortgage loans is substantially less than their contractual term because of 1oan repayments and
because of enforcement of due-on-sale clauses that give the Bank the right to declare aloan immediately due and payable if,
among other things, the borrower sellsthe rea property subject to the mortgage and the loan is not repaid. The average life of
mortgage loans tends to increase, however, when current mortgage loan rates substantially exceed rates on existing mortgage
loans.

The following table sets forth, at December 31, 2008, the dollar amount of loans due after December 31, 2008 which have fixed
rates of interest and which have adjustable rates of interest (in thousands).

Fixed Adjustable Total

Readl estate |oans:

Residential loans $ 12,748 $ 7445 $ 20,193
Commercia loans 61,407 21,483 82,890
Consumer and installment loans 23,073 28,819 51,892
Commercia loans 28,303 15,962 44,265
Total $ 125531 $ 73,709 $ 199,240

Real Estate Loans. The Bank originates residential mortgage |oans to enable borrowers to purchase existing single family homes
or to construct new homes. At December 31, 2008, $20.2 million, or 7.3% of the Corporation’s net loan portfolio consisted of
loans secured by residential real estate (net of undisbursed principal, excluding construction loans).

Office of the Comptroller of the Currency regulations limit the amount that national banks may lend in relationship to the
appraised value of the real estate securing the loan, as determined by an appraisal at the time of loan origination. Federal banking
regulations permit a maximum loan-to-value ratio of 100% for one-to four-family dwellings and 85% for all other real estate
loans. The Bank’slending policies, however, limit the maximum loan-to-value ratio on one-to four-family real estate mortgage
loans to 80% of the lesser of the appraised value or the purchase price. Any single-family loan made in excess of an 80% |oan-
to-value ratio and any commercial real estate |loan in excess of a 75% loan-to-value ratio is required to have private mortgage
insurance or additional collateral. In the past, the Bank has originated some commercial real estate loansin excess of a 75%
loan-to-value ratio without private mortgage insurance or additional collateral.
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The loan-to-value ratio, maturity and other provisions of the loans made by the Bank generally have reflected a policy of making
less than the maximum loan permissible under applicable regulations, market conditions, and underwriting standards established
by the Bank. Mortgage loans made by the Bank generally are long-term loans (15-30 years), amortized on a monthly basis, with
principal and interest due each month. In the Bank’s experience, real estate loans remain outstanding for significantly shorter
periods than their contractual terms. Borrowers may refinance or prepay loans, at their option, with no prepayment penalty.

The Bank offers afull complement of mortgage lending products with both fixed and adjustable rates. Due to the nature of the
Bank’s marketplace, only a small percentage of residential |oans are adjustable-rate mortgage loans (“ARMS”). The Bank offers
ARMstied to U.S. Treasury Bills with a maximum interest rate adjustment of 2% annually and 6% over the life of the loan. At
December 31, 2008, the Bank had approximately $7.4 million of ARMS, or 2.7% of the Bank’ s total loans receivable. At
December 31, 2008, $12.8 million, or 4.6%, of the Bank’s loan portfolio consisted of long-term, fixed-rate residential real estate
loans.

Net interest income depends to alarge extent on how successful the Bank isin “matching” interest-earning assets and interest-
bearing liabilities. The Corporation has taken steps to reduce its exposure to rising interest rates. For a discussion of these steps,
see “Management’ s Discussion and Analysis of Financial Condition and Results of Operations.”

Commercial real estate loans constituted approximately $110.6 million, or 39.7%, of the Bank’s net |oan portfolio at December
31, 2008. Commercial rea estate loans consist of permanent loans secured by multi-family loans, generally apartment houses, as
well as commercial and industrial properties, including office buildings, warehouses, shopping centers, hotels, motels and other
special purpose properties. Commercial real estate |loans are originated and purchased for inclusion in the Bank’ s portfolio.
These loans generally have 20 to 30-year amortization schedules and are callable or have balloon payments after five years.
Typically, the loan documents provide for adjustment of the interest rate every one to three years. Fixed-rate loans secured by
multi-family residential and commercial properties have terms ranging from 20 to 25 years.

L oans secured by multi-family and commercial real estate properties may involve greater risk than single-family residential
loans. Such loans generally are substantially larger than single-family residential loans. Further, the payment experience on
loans secured by commercia properties typically depends on the successful operation of the properties, and thus may be subject
to agreater extent to adverse conditions in the real estate market or in the economy generally. Our largest commercial real estate
loan relationship was a $5.7 million loan secured by commercial real estate including land and buildings located in Rock Hill,
South Carolina. Thisloan was performing according to its original terms at December 31, 2008.

Construction Loans. The Bank engages in construction lending that primarily is secured by single family residential real estate
and, to amuch lesser extent, commercial rea estate. The Bank grants construction loans to individuals with a takeout for
permanent financing from one of our correspondent mortgage lenders or another financial institution, and to approved builders
on both presold and unsold properties.

Construction loansto individuals are originated for aterm of one year or less or are originated to convert to permanent loans at
the end of the construction period. Construction loans are originated to builders for aterm not to exceed 12 months. Generally,
draw inspections are handled by the appraiser who initially appraised the property; however, in some instances the draw
inspections are performed by anew appraisal firm.

Construction financing affords the Bank the opportunity to achieve higher interest rates and fees with shorter terms to maturity
than do single-family permanent mortgage loans. However, construction loans generally are considered to involve a higher
degree of risk than single-family permanent mortgage lending due to: (1) the concentration of principal among relatively few
borrowers and development projects; (2) the increased difficulty at the time the loan is made of estimating the building costs and
the selling price of the property to be built; (3) the increased difficulty and costs of monitoring the loan; (4) the higher degree of
sensitivity to increases in market rates of interest; and (5) the increased difficulty of working out loan problems.
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At December 31, 2008, the Bank had approximately $5.9 million outstanding in construction loans, including approximately
$1.9 million in undisbursed proceeds. Substantially all of these loans were secured by one- to four-family residences.

Consumer Loans. The Bank’s consumer loan portfolio primarily consists of automobile loans on new and used vehicles,
mobile home loans, boat loans, second mortgage |oans, loans secured by savings accounts and unsecured loans. The Bank
makes consumer |oans to serve the needs of its customers and as a way to improve the interest-rate sensitivity of the Bank’sloan
portfolio.

Consumer loans tend to bear higher rates of interest and have shorter terms to maturity than residential mortgage

loans. However, nationally, consumer loans historically have tended to have a higher rate of default than residential mortgage
loans. Additionally, consumer loans entail greater risk than do residential mortgage loans, particularly in the case of loans that
are unsecured or secured by rapidly depreciating assets such as automobiles. In these cases, any repossessed collateral for a
defaulted consumer loan may not provide an adequate source of repayment of the outstanding loan balance as a result of the
greater likelihood of damage, loss or depreciation. The remaining deficiency often does not warrant further substantial
collection efforts against the borrower beyond obtaining a deficiency judgment. In addition, consumer loan collections are
dependent on the borrower’ s continuing financial stability, and thus are more likely to be affected adversely by job loss, divorce,
illness or personal bankruptcy.

Commercial Loans. Commercial business |oans are made primarily in our market areato small businesses through our branch
network. Each county location of the branch network has an experienced commercial lender that is responsible for the generation
of this product. In selective cases, we will enter into aloan participation within our market area to purchase a portion of a
commercial loan that meets the Bank’ s underwriting criteria. We offer secured commercial 1oans with maturities of up to 20
years. The term for repayment will normally be limited to the lesser of the expected useful life of the asset being financed or a
fixed amount of time, generally less than seven years. These loans have adjustable rates of interest indexed to the prime rate as
reported in The Wall Sreet Journal and are payable on loans not in default, subject to annual review and renewal. When making
commercial loans, we consider the financial statements of the borrower, the borrower’ s payment history of both corporate and
personal debt, the debt service capabilities of the borrower, the projected cash flows of the business, the viability of the industry
in which the customer operates and the value of the collateral. A commercial loan generally is secured by avariety of collateral,
primarily accounts receivable, inventory and equipment, and generally are supported by personal guarantees. Depending on the
collateral used to secure the loans, commercial loans are made in amounts of up to 80% of the value of the collateral securing the
loan. Our largest commercial real estate |oan relationship was a $5.7 million loan secured by commercial real estate including
land and buildings located in Rock Hill, South Carolina. Thisloan was performing according to its original terms at December
31, 2008.

Unlike residential mortgage loans, which are generally made on the basis of the borrower’ s ability to make repayment from his
or her employment or other income, and which are secured by real property whose value tends to be more easily ascertainable,
commercial loans are of higher risk and typically are made on the basis of the borrower’ s ability to make repayment from the
cash flow of the borrower’ s business. As aresult, the availability of funds for the repayment of commercial loans may depend
substantially on the success of the businessitself. Further, any collateral securing such loans may depreciate over time, may be
difficult to appraise and may fluctuate in value.

Loan Solicitation and Processing. L oan originations come from walk-in customers, sales and solicitations from loan officers
and loan participations. The Bank utilizes various officers and loan committees for the approval of real estate loans. The Board
of Directors has appointed a Board Loan Committee comprised of two members elected annually from the Board of Directors
and four senior executive officers of the Bank. A quorum of three members, including at least one Board member, is required
for any action. This Committee has the authority to approve all secured and unsecured loan requests with the exception of a
single loan request exceeding $3.0 million, which requires approval of the entire Board of Directors.
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Loan Originations, Purchases and Sales. During fiscal 2001, we phased out broker loan purchases and originations and
reduced our mortgage lending operations to provide an increased capital allocation for consumer and commercia lending.
Consequently, the Bank did not securitize any loansin either the 2008 or 2007 fiscal years. The Bank does not have any current
plansto sell alarge volume of loans, other than fixed-rate mortgage loans it originates through its retail branch network. The
Bank purchases participation interests in loans originated by other institutions. The Bank had total purchases of participation
interests of $13.5 million in fiscal 2008. These participation interests are primarily on commercial properties and carry either a
fixed or adjustable interest rate. The Bank performsits own underwriting analysis on each of its participation interests before
purchasing such loans and therefore believes there is no greater risk of default on these obligations. However, in a purchased
participation loan, the Bank does not service the loan and thus is subject to the policies and practices of the lead lender with
regard to monitoring delinquencies, pursuing collections and instituting foreclosure proceedings. The Bank is permitted to
review all of the documentation relating to any loan in which the Bank participates, including any annual financial statements
provided by aborrower. Additionally, the Bank receives periodic updates on the loan from the lead lender.

The following table sets forth the Bank’ s loan origination activity for the periods indicated (in thousands):

Year Ended December 31,

2008 2007 2006
L oans originated:

Real estate loans:
Residential loans $ 3504 $ 5338 $ 6,644
Construction loans 1,556 - 945
Commercia loans 33,725 14,414 16,785
Total mortgage loans originated 38,785 19,752 24,374
Consumer and installment loans 20,769 17,924 18,371
Commercial loans 30,055 45 ,449 40 ,568
Total loans originated $ 89609 $ 83125 $ 83313
L oan participations purchased $ 13550 $ 27,636 $ 22,085
L oan participations sold $ 1000 $ 2000 $ 970

Problem Assets. The Bank determines aloan to be delinquent when payments have not been made according to contractual
terms, typically evidenced by nonpayment of a monthly installment by the due date. The accrual of interest on loansis
discontinued at the time the loan is 90 days delinquen t.  Subsequent payments are either applied to the outstanding principal
balance or recorded as interest income, depending on the assessment of the ultimate collectibility of theloan. See Notes1 and 3
of Notes to Consolidated Financial Statements.

A loan isimpaired when it is probable, based on current information, the Corporation will be unable to collect all contractual
principal and interest payments due in accordance with the terms of the loan agreement. Management has determined that,
generally, afailure to make a payment within a 90-day period constitutes a minimum delay or shortfall and generally does not
constitute an impaired loan. However, management reviews each past due loan on a loan-by-loan basis and may determine a
loan to be impaired prior to the loan becoming over 90 days past due, depending upon the circumstances of that particular

loan. A loan is classified as hon-accrual at the time management believes that the collection of interest is improbable, generally
when aloan becomes 90 days past due. The Bank’s policy for charge-off of impaired loansis on aloan-by-loan basis. At the
time management believes the collection of interest and principal is remote, the loan is charged off. It isour policy to evaluate
impaired loans based on the fair value of the collateral. Interest income from impaired loansis recorded using the cash method.

Real estate acquired as aresult of foreclosure or by deed in lieu of foreclosureis classified as real estate owned. When such
property isacquired it is recorded at the lower of the unpaid principal balance of the related loan or its fair market value less
selling costs. Any subsequent write-down of the property is charged to income.

6
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Non-performing assets were $16.7 million and $3.8 million at December 31, 2008 and December 31, 2007, respectively.

The following table sets forth information with respect to the Bank’ s non-performing assets for the periods indicated (dollarsin
thousands). The Bank did not have any trouble debt restructurings at the dates presented.

At December 31,
2008 2007 2006 2005 2004

Real estate $ 389 $ 356 $ 459 % 461 $ 217
Commercia 13,345 2,445 631 436 142
Consumer 2,267 171 205 349 391

Total 16,001 2,972 1,295 1,246 750
Accruing loans which are contractually past
due 90 days or more - - - - -
Real estate owned, net 667 856 148 224 364
Percentage of non-performing assets to loans

Interest income that would have been recorded for the year ended December 31, 2008 had non-accruing loans been current in
accordance with their original terms amounted to approximately $715,000. There was no interest included in interest income on
such loans for the year ended December 31, 2008. Other than disclosed in the table above, there are no other loans at December
31, 2008 that management has serious doubts about the ability of borrowersto comply with present loan payment terms.

Allowance for Loan Losses. In originating loans, we recognize that losses will be experienced and that the risk of loss will vary
with, among other things, the type of loan being made, the creditworthiness of the borrower over the term of the loan, general
economic conditions and, in the case of a secured loan, the quality of the security for the loan. To cover losses inherent in the
portfolio of performing loans, the Bank maintains an allowance for loan losses. Management’ s periodic evaluation of the
adequacy of the allowance is based on a number of factors, including management’ s evaluation of the collectibility of the loan
portfolio, the nature and size of the portfolio, credit concentrations, trends in historical 10ss experience, specific impaired loans
and economic conditions. The amount of the allowance is based on the estimated value of the collateral securing the loan and
other analysis pertinent to each situation.

The Bank increases its allowance for loan losses by charging provisions for loan losses against income. The allowance for loan
losses is maintained at an amount management considers adequate to absorb losses inherent in the portfolio. Although
management believesthat it uses the best information available to make such determinations, future adjustmentsto the
allowance for loan losses may be necessary and results of operations could be affected significantly and adversely if
circumstances substantially differ from the assumptions used in making the determinations.

The provision for loan loss cal culation includes a segmentation of loan categories subdivided by residential mortgage,
commercial and consumer loans. Each category israted for all loans including performing groups. The weights assigned to each
performing group are developed from previous loan loss experience and as the |oss experience changes, the category weight is
adjusted accordingly. In addition, as the amount of loans in each category increases and decreases, the provision for loan loss
calculation adjusts accordingly.

While we believe that we have established the existing allowance for loan losses in accordance with generally accepted
accounting principles, there can be no assurance that regulators, in reviewing our loan portfolio, will not request the Bank to
increase significantly the allowance for loan losses. In addition, because future events affecting borrowers and collateral cannot
be predicted with certainty, there can be no assurance that the existing allowance for loan losses is adequate or that a substantial
increase will not be necessary should the quality of any loans deteriorate as aresult of the factors discussed above. Any material
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increase in the allowance for loan losses may affect adversely the Corporation’s financial condition and results of operations. See
Notes 1 and 3 of Notes to Consolidated Financial Statements for information concerning the Bank’ s provision and alowance for
possible |oan losses.
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The following table sets forth an analysis of the Bank’ s allowance for loan losses for the periods indicated (dollars in thousands):

For the Year Ended

December 31,
2008 2007 2006 2005 2004
Balance at beginning of year $ 3344 % 2,754 $ 2394 $ 2026 $ 2,383
L oans charged off:
Readl estate (28) - (25) (75) (62)
Commercial (783) (668) (141) (302 (1,740)
Consumer (65) (45) (74 (195) (40)
Total charge-offs (876) (713 (240) (572 (1,842)
Recoveries:
Read estate 23 13 44 35 22
Commercial 45 218 66 26 192
Consumer 32 6 20 10 21
Total recoveries 100 237 130 71 235
Net charge-offs (776) (476) (110 (501) (1,607)
Provision for loan losses (1) 4,210 1,066 470 869 1,250
Balance at end of year $ 6,778 $ 3344 3 2,754 3 2394 3 2,026
Ratio of net charge-offsto average gross loans
outstanding during the period 0.284, 0.200, 0.05¢, 0.279 0.91¢y,

(1) See“Management’s Discussion and Analysis of Financial Condition and Results of Operations” for a discussion of the
factors responsible for changes in the provision for loan losses between the periods.

The Bank experienced bad debt charge-offs, net of recoveries, of approximately $776,000 for fiscal 2008 compared to $476,000
for fiscal 2007. The increase in bad debt charge-offs over the previous year relates to additional write-downs required in the
disposition of commercial real estate loans. The allowance for loan losses to total loans ratio at the end of fiscal 2008 was 2.36%
compared to 1.28% at the end of fiscal 2007.

The following table sets forth the breakdown of the allowance for loan losses by |oan category and the percentage of loansin
each category to total loans for the periods indicated. Management believes that the allowance can be allocated by category only
on an approximate basis. The allocation of the allowance to each category is not necessarily indicative of further losses and does
not restrict the use of the allowance to absorb losses in any category (dollars in thousands):

At December 31,

2008 2007 2006 2005 2004
% of % of % of % of % of
Loans Loans Loans Loans Loans
in Each in Each in Each in Each in Each
Category Category Category Category Category
to to to to to
Total Total Total Total Total
Amount L oans Amount L oans Amount L oans Amount L oans Amount L oans
Real estate $ 3,068 4751% $ 1,297 4058% $ 993 41.16% $ 975 44.06% $ 984 51.45%
Commercial 2,110 32.68 1,268 39.68 956 39.41 447 20.18 335 17.48
Consumer 1,280 19.81 630 19.74 471 19.43 792 35.76 594 31.07
Unallocated 320 N/A 149 N/A 334 N/A 180 N/A 113 N/A
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Total allowance for

loan losses $ 6,778 100.000, $ 3,344 100.000, $ 2,754 100.000, $ 2,394 100.000, $ 2,026 100.005,

8
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The Bank adjusts balances on real estate acquired in settlement of loans to the lower of cost or market based on appraised value
when the property is received in settlement. These values reflect current market conditions and sales experience. See Notes 1
and 3 of Notesto Consolidated Financia Statements.

Asset Classification . The Office of the Comptroller of the Currency requires national banks to classify problem

assets. Problem assets are classified as “ substandard” or “impaired,” depending on the presence of certain characteristics. Assets
that currently do not expose the insured institution to sufficient risk to warrant classification in the above-mentioned categories
but possess weaknesses are designated “special mention.” An asset is considered “substandard” if it is inadequately protected by
the current net worth and paying capacity of the borrower or of the collateral pledged, if any. “ Substandard” assets include those
characterized by the “distinct possibility” that the institution will sustain some lossif the deficiencies are not corrected. Assets
classified as “impaired” have al of the weaknesses inherent in those classified as “ substandard” with the added characteristic
that the weaknesses present make “ collection or liquidation in full,” on the basis of currently existing facts, conditions, and
values, “highly questionable and improbable.”

When an institution classifies problem assets as either special mention or substandard, it is required to establish general
allowances for loan losses in an amount deemed prudent by management. General allowances represent |oss allowances that
have been established to recognize the inherent risk associated with lending activities, but which, unlike specific allowances,
have not been alocated to particular problem assets. When an institution classifies problem assets or a portion of assets as
impaired, it isrequired either to establish a specific allowance for losses equal to 100% of the amount of the asset or a portion
thereof so classified or to charge-off such amount. An institution’s determination as to the classification of its assets and the
amount of its valuation allowances is subject to review by the Comptroller of the Currency who can order the establishment of
additional genera or specific loss allowances.

The Corporation considers all non-accrual loans to be impaired. Therefore, at December 31, 2008, |oans classified asimpaired
under FASB 114 totaled $16.0 million and carried a specific reserve of $3.5 million. Management believes the specific reserves
allocated to these and other non accrual loans will offset losses, if any, arising from less than full recovery of the loans from the
supporting collateral.
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