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About the Company

Coastal Banking Company, Inc. (the “Company”), headquartered in Beaufort, South Carolina, is a bank holding company
organized as a South Carolina corporation with awholly-owned subsidiary, Lowcountry National Bank (the “Bank”). Through
the Bank, the Company provides afull range of commercial and consumer banking services to domestic markets, principally in
Beaufort County, South Carolina. The Company also has an investment in Coastal Banking Company Statutory Trust | (the
“Trust”). The Trust isaspecial purpose non-consolidated subsidiary organized for the sole purpose of issuing trust preferred
securities. The Company attributes its success to local decision making and a commitment to deliver superior, personal,
friendly, and responsive service to its customers. The Company and the Bank first commenced operation on May 10, 2000.
The Company opened a branch banking office in the Moss Creek Village of Bluffton, South Carolina during 2003.

Our Vision

“ Coastal Banking Company isthe leader in the delivery of comprehensive financial services responsive to the communities
we serve.”

Our Values

“The values of Coastal Banking Company shape our relationships with customers, employees, and shareholders while
capturing the spirit of our business practices and decisions.”

“ Our directors, officers, and staff will always act with Integrity, guided by what is ethical and right for our customers.”

“We are Customer-Centered: readily available, responsive to customers’' needs, and accountable for our actions. We will
provide unparalleled service and support.”

“ Asthe financial servicesindustry changes, we will be Innovative to deliver the products and services that exceed our
customers' expectations while producing a fair return to our shareholders.”

“ These values will be the foundation of our operating philosophy in our daily environment.”

L ocations
Coastal Banking Company, Inc.
L owcountry National Bank Bluffton Office
36 Sea Island Parkway 1533 Fording Idand Road Suite 300
Beaufort, South Carolina 29902 Hilton Head Idand, South Carolina 29926

(843) 522-1228 (843) 837-7977



Website: coastal banking.com



Coastal Banking Company, Inc.

Dear Shareholder:

Coastal Banking Company experienced continued growth and success during 2004. The Company and our
wholly owned subsidiary, Lowcountry Nationd Bank, are well positioned to continue the expansion of our
franchise in the Beaufort, South Carolina area. Our commitment to deliver superior, persond, friendly, and
responsive customer service has been rewarded with solid financial performance.

We experienced record earnings during 2004. Net income was $1,111,000, compared to $364,000 for the year
ended December 31, 2003. Basic earnings per share were $1.11 as compared to $0.87 in 2003, while diluted
earnings per share were $0.99 in 2004 compared to $0.82 in 2003. The Company dso paid its first stock
dividend of 5% in 2004.

Our balance sheet growth was led by a 49% increase in loans to a total of $100,397,000 as of December 31,
2004. We have not compromised our commitment to credit quality while experiencing this growth. Our non-
performing assets and charge-off history remains low for the year ended December 31, 2004. Our alowance
for loan losses increased from $866,000 to $1,137,000 during the year primarily due to our loan portfolio growth.

Deposit growth during 2004 was very strong. At December 31, 2004, total deposits were $29,432,000
compared to $6,436,000 as of December 31, 2003. This 34% increase in deposits was mainly due to an
increase indl of our deposit product lines.

Our Bluffton office has continued to improve market share since it commenced operating in 2003. This office
contributed $32,682,000 in loans and $13,471,000 in deposits to the above totals as of December 31, 2004. We
believe this office will be an integral part of our structure and will dlow us to maintain and even increase our
expected growth level.

We continue to work to improve the foundation that we feel is necessary for the Company to move forward —
forward to sound, increased growth, forward to continued investments in our community, and most importantly,
forward to continued shareholders’ investment growth. We thank you for your continued trust and support, and
we pledge our continued best efforts to be worthy of both.

Ladson F. Howell Randolph C. Kohn
Chairman of the Board President and CEO
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Per cent
2004 2003 Change
Balance Sheet
Total assetS. .. .oovvvieiiiiii $ 146,071,670 $ 107,874,055 3541 %
Netloans........coovvieieeiiiiininnnn. 100,397,246 67,488,128 48.76
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[D1C 00 S ] £ 129,431,713 96,435,587 34.22
Shareholders equity.................... 10,792,050 9,753,467 10.65
For the Year
Net interest income..................... $ 4,474,894 $ 3,328,024 34.46 %
Provision for loan losses............... 463,200 253,500 82.72
Noninterest income..................... 764,426 790,667 (3.32)
Noninterest expense.................... 3,269,332 2,541,808 28.62
Income tax expense..........c..ovve.e. 396,186 458,933 (13.67)
NELIiNCOME.......eei i 1,110,602 864,450 28.48
Per Share
NEetincome.......cooovvevveeieiieeieenns, $ 111 $ 0.87 2759 %
Book valueat year end................. 10.68 9.80 8.98
Financial Performance Ratios
Return on average assets................ 0.86 % 095 %
Return on average equity.............. 10.85 % 922 %
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COASTAL BANKING COMPANY, INC.

SELECTED FINANCIAL DATA

FOR THE YEAR
Net interest income
Provision for loan losses
Noninterest income
Noninterest expense
Income taxes (benefit)
Net earnings (10ss)

PER COMMON SHARE*
Basic earnings (10ss)
Diluted earnings (10ss)
Cash dividends declared
Book vaue

AT YEAR END
Loans, net
Earning assets
Assets
Deposits
Shareholders equity

Common shares outstanding

AVERAGE BALANCES
Loans
Earning assets
Assets
Deposits
Shareholders equity

Weighted average shares outstanding

KEY PERFORMANCE RATIOS
Return on average assets
Return on average shareholders
equity
Net interest margin
Dividend payout ratio
Average equity to average assets

2004

4,474,894
463,200
764,426

3,269,332
396,186

1,110,602

111
0.99

10.68

100,397,246
137,904,751
146,071,670
129,431,713

10,792,050

1,010,379

86,580,511
124,586,573
128,884,584
116,757,374

10,239,847

1,003,933

0.86%

10.85%
3.59%

7.94%

2003

3,328,024
253,500
790,667

2,541,808
458,933
864,450

0.87
0.82

9.80

67,488,128
104,034,196
107,874,055

96,435,587

9,753,467

995,695

60,860,974
87,772,570
91,417,046
81,427,295

9,375,405

995,695

0.95%

9.22%
3.79%

10.26%

* 2003 and prior years have been restated for a 5% stock dividend.

2002

2,344,944
232,200
507,029

1,835,721
268,119
515,933

0.52
0.52

9.08

49,065,800
70,470,548
75,696,898
65,947,791

9,036,692

995,695

41,842,080
58,103,534
61,240,904
51,972,457

8,630,130

995,695

0.84%

5.98%
4.04%

14.09%

2001

1,304,596
265,800
387,928

1,374,986

13,635
38,103

0.04
0.04

8.35

32,566,026
45,288,309
48,692,697
39,478,014

8,314,352

995,695

24,490,000
32,350,000
35,489,000
26,755,000

8,265,000

995,695

0.11%

0.46%
4.03%

23.29%

2000

666,283
165,700
96,245
969,105
(123,094)
(249,183)

(0.25)
(0.25)

8.29

13,810,463
21,918,374
24,959,674
16,461,767

8,250,618

995,695

5,725,000
11,816,000
14,764,000

6,337,000

8,302,000

995,695

(1.69)%

(3.00)%
5.64%

56.23%



MANAGEMENT’SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

General

Coastal Banking Company, Inc. is a bank holding company headquartered in Beaufort, South Carolina organized to own all of
the common stock of its subsidiary, Lowcountry National Bank (the“Bank™). The principal activity of the Bank isto provide
banking services to domestic markets, principally in Beaufort County, South Carolina. The Bank is primarily regulated by the
Office of the Comptroller of the Currency (“OCC”) and undergoes periodic examinations by this regulatory agency. The
holding company is regulated by the Federal Reserve Bank and also is subject to periodic examinations. The Bank opened for
business on May 10, 2000 at 36 Sea Island Parkway, Beaufort, South Carolina 29902. The Company also has an investment in
Coastal Banking Company Statutory Trust | (the “Trust”). The Trust is a special purpose non-consolidated subsidiary
organized for the sole purpose of issuing trust preferred securities.

The following discussion describes our results of operations for 2004 as compared to 2003 and also analyzes our financial
condition as of December 31, 2004 as compared to December 31, 2003. Like most community banks, we derive most of our
income from interest we receive on our loans and investments. Our primary source of funds for making these loans and
investments is our deposits, on which we pay interest. Consequently, one of the key measures of our success is our amount
of net interest income, or the difference between the income on our interest-earning assets, such as loans and investments,
and the expense on our interest-bearing liabilities, such as deposits. Another key measure is the spread between the yield we
earn on these interest-earning assets and the rate we pay on our interest-bearing liabilities.

We have included a number of tables to assist in our description of these measures. For example, the “ Average Balances’
table shows the average balance during 2004 and 2003 of each category of our assets and liabilities, as well as the yield we
earned or the rate we paid with respect to each category. A review of this table shows that our loans typically provide higher
interest yields than do other types of interest earning assets, which is why we intend to continue to direct a substantial
percentage of our earning assets into our loan portfolio. Similarly, the “Rate/Volume Analysis’ table helps demonstrate the
impact of changing interest rates and changing volume of assets and liabilities during the years shown. We also track the
sensitivity of our various categories of assets and liabilities to changes in interest rates, and we have included a “ Sensitivity
Analysis Table” to help explain this. Finally, we have included a number of tables that provide detail about our investment
securities, our loans, and our deposits.

Of course, there are risks inherent in all loans, so we maintain an allowance for loan losses to absorb possible losses on
existing loans that may become uncollectible. We establish and maintain this allowance by charging a provision for loan
losses against our operating earnings. 1n the following section we have included a detailed discussion of this process, as well
as several tables describing our allowance for loan losses. See commentsin the section entitled “ Provision and Allowance for
Loan Losses.”

In addition to earning interest on our loans and investments, we earn income through fees and other expenses we charge to
our customers. We describe the various components of this noninterest income, as well as our noninterest expense, in the
following discussion.

The following discussion and analysis also identifies significant factors that have affected our financial position and
operating results during the periods included in the accompanying financial statements. We encourage you to read this
discussion and analysis in conjunction with the financial statements and the related notes and the other statistical information
also included in this report.



MANAGEMENT’ SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS, continued

Forward-L ooking Statements

This report contains “forward-looking statements’ relating to, without limitation, future economic performance, plans and
objectives of management for future operations, and projections of revenues and other financial items that are based on the
beliefs of management, as well as assumptions made by and information currently available to management. The words
“may,” “will,” “anticipate,” “should,” “would,” “believe,” “contemplate,” “expect,” “estimate,” “continue,” ‘may,” and
“intend,” as well as other similar words and expressions of the future, are intended to identify forward-looking statements.
Potential risks and uncertainties include, but are not limited to those described under the heading “Risk Factors” in our Form
10-K SB for the year ended December 31, 2004.

" oow

Critical Accounting Policies

We have adopted various accounting policies, which govern the application of accounting principles generally accepted in
the United States of America in the preparation of our financial statements. Our significant accounting policies are described
in Note 1 in the footnotes to the consolidated financial statements at December 31, 2004 included elsewhere in this annual
report.

We believe that the allowance for loan losses is a critical accounting policy that requires the most significant judgments and
estimates used in preparation of our consolidated financial statements. Please efer to the portion of management’s
discussion and analysis of financial condition and results of operations that addresses the allowance for loan losses for a
description of our processes and methodology for determining the allowance for |oan losses.

Results of Operations
Overview

Net income for 2004 was $1,111,000, or $1.11 per common share compared to $864,000, or $.87 per common share in 2003. Our
operational results depend to a large degree on net interest income, which is the difference between the interest income
received from our investments (such as loans, investment securities, and federal funds sold) and interest expense, which is
paid on deposit liahilities and other borrowings. Net interest income was $4,475,000 for the year ended December 31, 2004
compared to net interest income of $3,328,000 for the year ended December 31, 2003.

The provision for loan losses in 2004 was $463,000 compared to $254,000 in 2003. The increasein the provision for loan losses
was attributable to the increase in our loan growth during 2004. The provision for loan losses continues to reflect our estimate
of potential losses inherent in the loan portfolio and the creation of an allowance for loan losses adequate to absorb such
losses.

Noninterest income for the year ended December 31, 2004 totaled $764,000, representing a $26,000 (3%) decrease from
December 31, 2003. This decrease was primarily associated with the decrease in mortgage origination fees during 2004.
Noninterest expenses in 2004 were $3,269,000, a $728,000 (29%) increase compared with the 2003 amount, primarily due to an
increase in salaries and employee benefits paid related to additional employees hired in 2004 and the full year’s effects of
staffing the Bluffton Branch.

In 2004, we recognized $396,000 of income tax expense compared to an income tax expense of $459,000 in 2003. Our effective
tax rate was 26% in 2004 and 35% in 2003. Our income tax expense decreased in 2004 becausewe concluded that the valuation
allowances were no longer needed after an analysis of certain valuation allowances related to our deferred tax assets. The
elimination of these tax valuation allowances reduced tax expensein 2004 by approximately $115,000.



MANAGEMENT’ SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION
AND RESULTSOF OPERATIONS, continued

Net Interest Income

For the year ended December 31, 2004, net interest income totaled $4,475,000, as compared to $3,328,000 for the same period in
2003. Interest income from loans, including fees, increased $1,333,000, or 32% to $5,565,000 for the year ended December 31,
2004. Thisincrease in income was partially offset by increased interest expense, which totaled $2,482,000 for the year ended
December 31, 2004 compared to $1,830,000 in 2003. The increase in net interest income is due to the overall growth in the
volume of interest earning assets, partially offset by decreases in overall weighted average interest rates. The net interest
margin realized on earning assets and the interest rate spread were 3.59% and 3.42%, respectively, for the year ended
December 31, 2004. For the year ended December 31, 2003, the net interest margin was 3.79% and the interest rate spread was
3.49%%. Maturities of higher yielding loans during 2004 lowered overall loan yield even though the general rate environment
wastrending upward. Asaresult the net interest margin as a percentage declined in 2004 when compared to 2003.

Average Balancesand Interest Rates

The table below shows the average balance outstanding for each category of interest earning assets and interest-
bearing liabilities for 2004 and 2003, and the average rate of interest earned or paid thereon. Average balances
have been derived from the daily balances throughout the period indicated.

For the Y ears Ended December 31
(Amounts presented in thousands)
2004 2003
Average Yidd/ Average Yied/
Assets: Balance Interest Rate Balance Interest Rate
Interest earning assets:
Loans (including loan fees) $ 86,581 $5,565 6.43% $60,861 $4,231 6.95%
Taxableinvestments 30,561 1,163 381% 21,302 832 391%
Taxfreeinvestments 5,561 271 4.88% 1,380 69 5.00%
Federal funds sold 1,884 __ 28 147% 4,230 ! 1.04%
Total interest earning assets 124,587 7,027 5.64% 87,773 5176 5.90%
Other non-interest earning assets 4,298 3644
Total assets $128.885 $91417
Liabilities and shareholders’ equity:
Interest-bearing liabilities:
Deposits:
I nterest-bearing demand
and savings $ 55,909 $ A 1.78% $40,125 $ 773 1.93%
Time 52,088 1,376 2.64% 36,330 1,056 291%
Other 3,706 _ 112 3.01% a7 _ 1 151%
Total interest-bearing liabilities 111,703 2,482 2.22% 76,502 1,830 2.3%
Other non-interest bearing liabilities 6,942 5,540
Shareholders’ equity 10,240 9,375
Total liabilitiesand
shareholders’ equity $128,885 $91417
Excess of interest-earning assets
over interest bearing liabilities $ 12884 $11271
Ratio of interest-earning assets
to interest-bearing liabilities 112% 115%
Tax eguivalent adjustment _ 70 _ 18
Net interest income $4.475 $3.328
Net interest spread 342% 34%
Net interest margin 359% 371%

Non-accrual loans and the interest income which was recorded on these loans, if any, are included in the yield calculation for
loansin all periods reported.

Amounts are presented on atax equivalent basis.



MANAGEMENT’ SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION
AND RESULTSOF OPERATIONS, continued

Volume/Rate Analysis

Net interest income can also be analyzed in terms of the impact of changing rates and changing volume. The following table
describes the extent to which changes in interest rates and changes in the volume of interest-earning assets and interest-
bearing liabilities have affected our interest income and interest expense during the periods indicated. The effect of a change
in average balance has been determined by applying the average rate in the earlier year to the change in average balance in the
later year, as compared with the earlier year. The effect of a change in the average rate has been determined by applying the
average balance in the earlier year to the change in the average rate in the later year, as comp ared with the earlier year.

2004 Compared to 2003
Increase (decrease) due to changesin
Volume Rate Net Change
Interest income on:
Loans (including loan fees) $1,674 $(340) $1,334
Taxable investments 353 (22 331
Non-taxable investments 204 2 202
Federal funds sold _ (30 _14 _(18)
Total interest income (tax equivalent basis) 2201 (350) 1851
Interest expense on:
I nterest-bearing demand and savings 285 (64) 221
Time 424 (104 320
Other 109 _2 _111
Total interest expense 818 (166) _652
Net interest income (tax equivalent basis) $1383 $(184) $119

Interest Rate Sensitivity and Asset Liability Management

Interest rate sensitivity measures the timing and magnitude of the repricing of assets compared with the repricing of liabilities
and is an important part of asset/liability management of a financial institution. The objective of interest rate sensitivity
management is to generate stable growth in ret interest income, and to control the risks associated with interest rate
movements. Management constantly reviews interest rate risk exposure and the expected interest rate environment so that
adjustments in interest rate sensitivity can be timely made. Since the assets and liabilities of a bank are primarily monetary in
nature (payable in fixed, determinable amounts), the performance of a bank is affected more by changes in interest rates than
by inflation. Interest rates generally increase as the rate of inflation increases, but the magnitude of the change in rates may
not be the same.

Net interest income is the primary component of net income for financial institutions. Net interest income is affected by the
timing and magnitude of repricing of as well as the mix of interest sensitive and noninterest sensitive assets and liabilities.
“Gap” is a static measurement of the difference between the contractual maturities or repricing dates of interest sensitive
assets and interest sensitive liabilities within the following twelve months. Gap is an attempt to predict the behavior of the
bank’s net interest income in general terms during periods of movement in interest rates. In general, if the bank is asset
sensitive, more of its interest sensitive assets are expected to reprice within twelve months than its interest sensitive liabilities
over the same period. In arising interest rate environment, assets repricing more quickly are expected to enhance net interest
income. Alternatively, decreasing interest rates would be expected to have the opposite effect on net interest income since
assets would theoretically be repricing at lower interest rates more quickly than interest sensitive liabilities. Although it can
be used as a general predictor, gap as a predictor of movements in net interest income has limitations due to the static nature
of its definition and due to its inherent assumption that all assets will reprice immediately and fully at the contractually
designated time. At December 31, 2004, the bank, as measured by gap, isin aliability sensitive position. Management has
several tools availableto it to evaluate and affect interest rate risk, including deposit pricing policies and changes in the mix of
various types of assetsand liabilities.



MANAGEMENT’ SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION
AND RESULTSOF OPERATIONS, continued

The following table summarizes the amounts of interest-earning assets and interest-bearing liabilities outstanding at
December 31, 2004, that are expected to mature, prepay, or reprice in each of the future time periods shown. Except as stated
below, the amount of assets or liabilities that mature or reprice during a particular period was determined in accordance with
the contractual terms of the asset or liability. Adjustable rate loans are included in the period in which interest rates are next
scheduled to adjust rather than in the period in which they are due, and fixed rate loans and mortgage-backed securities are
included in the periods in which they are anticipated to be repaid based on scheduled maturities. The bank’s savings
accounts and interest-bearing demand accounts (NOW and money market deposit accounts), which are generally subject to
immediate withdrawal, are included in the “Three Months or Less’ category, although historical experience has proven these
deposits to be more stable over the course of ayear.

At December 31, 2004
Maturing or Repricing in
(dollarsin thousands)

3 Months 4 Monthsto 1to5 Over 5
or Less 12 Months Years Years Total
Interest-earning assets:
Federal funds sold $ 2583 $ - $ - $ - $ 2583
Investment securities - 674 6,815 26,557 34,046
Loansheld for sale 878 - - - 878
Loans 35,390 16,775 45,766 3,603 101,534
Total interest-earning assets 38851 17,449 52581 30,160 139,041
Interest-bearing liabilities:
Deposits:
Savings and demand 58,200 - - - 58,200
Time deposits 11,761 20,230 28,006 - 59,997
FHLB advances 2,000 - - - 2,000
Junior subordinated debentures - - - 3,093 3.093
Total interest-bearing liahilities 71961 20,230 28,006 3,093 123290
Interest sensitive difference per period $(33,110) $ (2,78)) $ 24,575 $27,067
Cumulative interest sensitivity difference $(33,110) $(35,891) $(11,316) $15751
Cumulative difference to total assets — (24% (26)% (8)% 11%

At December 31, 2004, the difference between the bank’s liabilities and assets repricing or maturing within one year was
$35,891,000. Dueto an excess of liabilities repricing or maturing within one year, arisein interest rates would cause the bank’ s
net interest income to decline.

Certain shortcomings are inherent in the method of analysis presented in the foregoing table. For example, although certain
assets and liabilities may have similar maturities or periods of repricing, they may reflect changes in market interest rates
differently. Additionally, certain assets, such as adjustable-rate mortgages, have features that restrict changes in interest
rates, both on a short-term basis and over the life of the asset. Other factors which may affect the assumptions made in the
table include changes in interest rates, pre-payment rates, early withdrawal levels, and the ability of borrowersto service their
debt.

Impaired Loans

A loan will be considered to be impaired when, in management's judgment based on current information and events, it is
probable that the loan's principal or interest will not be collectible in accordance with the terms of the original loan agreement.
Impaired loans, when not material, will be carried in the balance sheet at a value not to exceed their observable market price or
the fair value of the collateral if the repayment of the loan is expected to be provided solely by the underlying collateral. The
carrying values of any material impaired loans will be measured based on the present value of expected future cash flows

-10-



discounted at the loan's effective interest rate, which is the contractual interest rate adjusted for any deferred loan fees or
costs, premium or discount existing at the inception or acquisition of the loan.
MANAGEMENT’SDISCUSSION AND ANALYS SOF FINANCIAL CONDITION
AND RESULTSOF OPERATIONS, continued

Loans which management identifies as impaired generally will be nonperforming loans. Nonperforming loans include
nonaccrual loans or loans which are 90 days or more delinquent as to principal or interest payments. At December 31, 2004
and 2003, the Bank had $313,000 and $372,000 of loans that were impaired and nonperforming.

The accrual of interest will be discontinued on nonaccrual loans and any previously accrued interest on such loans will be
reversed against current income. Any subsequent interest income will be recognized on a cash basis when received unless
collectibility of a significant amount of principal is in serious doubt. In such cases, collections are credited first to the
remaining principal balance on a cost recovery basis. Animpaired loan will not be returned to accrual status unless principal
and interest are current and the borrower has demonstrated the ability to continue making payments as agreed.

Potential Problem Loans

Management identifies and maintains alist of potential problem loans. These are loans that are not included in nonaccrual
status, or loans that are past due 90 days or more and still accruing interest. A loan is added to the potential problem list
when management becomes aware of information about possible credit problems of borrowers that causes serious doubts as
to the ahility of such borrowers to comply with the current loan repayment terms. These loans are designated as such in
order to be monitored more closely than other credits in the Bank’s portfolio. There are no potential problem loans not
already addressed.

Provision and Allowance for L oan L osses

The provision for loan losses is the charge to operating earnings that management believes is necessary to maintain the
allowance for loan losses at an adequate level. The provision charged to expense was $463,000 for the year ended December
31, 2004 as compared to $254,000 for the year ended December 31, 2003. The change in the provision was the result of our loan
portfolio growing faster in 2004 than in 2003. The loan portfolio increased by approximately $33.2 million during the year
ended December 31, 2004 as compared to growth of $18.7 million in 2003. The allowance for loan losses was 1.11% of gross
loans at December 31, 2004 as compared to 1.27% at December 31, 2003. There arerisksinherent in making all loans, including
risks with respect to the period of time over which loans may be repaid, risks resulting from changes in economic and industry
conditions, risks inherent in dealing with individual borrowers, and, in the case of a collateralized loan, risks resulting from
uncertainties about the future value of the collateral.

We have established an allowance for loan losses through a provision for loan losses charged to expense on our statement of
income. Additions to the allowance for loan losses, which are expenses to the provision for loan losses on our income
statement, are made periodically to maintain the allowance at an appropriate level based on management’s analysis of the
potential risk in the loan portfolio. The allowance for loan losses represents an amount which we believe will be adequate to
absorb probable losses on existing loans that may become uncollectible. Our judgment as to the adequacy of the allowance
for loan losses is based upon a number of assumptions about future events, which we believe to be reasonable, but which
may or may hot prove to be accurate. Our losses will undoubtedly vary from our estimates, and there is a possibility that
charge-offs Our determination of the allowance for loan losses is based on evaluations of the collectibility of loans, including
consideration of factors such as the balance of impaired |oans, the quality, mix, and size of our overall loan portfolio, economic
conditions that may affect the borrower's ahility to repay, the amount and quality of collateral securing the loans, our historical
loan loss experience, and a review of specific problem loans. We also consider subjective issues such as changes in the
lending policies and procedures, changes in the local/national economy, changes in volume or type of credits, changes in
volume/severity of problem loans, quality of loan review and board of director oversight, concentrations of credit, and peer
group comparisons.

We do not allocate the allowance for loan |osses to specific categories of loans but rather evaluate the adequacy on an overall
portfolio basis utilizing a risk grading system. See the table below for an indication of our history of charge-offs by loan
category which may or may not be indicative of future charge-offs by category.

Due to our limited operating history, our policy has been to review the allowance for |oan |osses using a reserve factor based
on risk-rated categories of loans since there has been relatively little charge-off activity since the bank’s inception. The
overall objectiveisto apply percentages to the |loans based on the relative inherent risk for that loan type and grade. Reserve
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factors are based on peer group data, information from regulatory agencies, and on the experience of the bank’slenders. The
reserve factors will change depending on trends in national and local economic conditions, the depth of experience of the
bank’s lenders, delinquency trends, and other factors. Our general strategy is to maintain a minimum coverage of a certain
percentage of gross|oans until we have sufficient historical data and trends available. Periodically, we adjust the amount of

MANAGEMENT’SDISCUSSION AND ANALYS SOF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS, continued

the allowance based on changing circumstances. We charge recognized losses to the allowance and add subsequent
recoveries back to the allowance for loan losses. There can be no assurance that charge-offs of loans in future periods will
not exceed the allowance for loan losses as estimated at any point in time or that provisions for loan losses will not be
significant to a particular accounting period. Thus, there is arisk that substantial additional increases in the allowance for
loan losses could be required. Additions to the allowance for loan losses would result in a decrease of our net income and,
possibly, our capital.

The following table summarizes information concerning the allowance for |oan losses:

December 31
2004 2003
(Amounts are presented in
thousands)
Total loans outstanding, end of year $ 101534 $ 68354
Average loans outstanding $ _86581 $ 60861
Allowance, beginning of year 866 624
Charge-offs:
Commercial, financial and industrial - 17
Real estate — construction - -
Real estate — mortgage 102 -
Consumer 93 -
Total charge-offs 195 17
Recoveries:
Commercial, financial and industrial 3 5
Real estate — construction - -
Real estate — mortgage - -
Consumer - -
Total recoveries 3 5
Net charge-offs 192 12
Additions charged to operations 463 254
Allowance, end of year $ _ 1137 $ __866
Ratio of net charge-offs during the period to
average | oans outstanding during the period _0.22% 0.02%
Allowance for loan losses to |oans, end of year ~111% L27%

The following table summarizes past due and non-accrual loans, other real estate and repossessions, and income
that would have been reported on non-accrual loans as of December 31, 2004 and 2003 (amounts are presented
in thousands):

December 31
2004 2003
Other real estate and repossessions $ 55 $ -
Accruing loans 90 days or more past due 313 325
Non-accrual loans - a7

Interest on non-accrual |oans which would have been reported - -
Noninterest Income and Expense

Noninterest income for the year ended December 31, 2004 totaled $764,000 as compared to $791,000 for the year ended
December 31, 2003. This decrease in noninterest income was primarily due to a decrease in residential mortgage origination
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fees partially offset by an increase in gains on the sale of securities and income from the increase in cash value of life
insurance policies. Residential mortgage origination fees totaled $391,000 and $542,000 in 2004 and 2003, respectively. Lower
market interest rates created significant refinancing volume in the residential mortgage market in 2003. This refinancing
volume slowed in 2004 as interest rates leveled off and started to increase. During 2004, we purchased bank owned life
insurance policies covering certain of our executives. The cash value of these policies increases over time and, accordingly,
we recognized $82,000 in income related to these policiesin 2004. We also recognized gains on the sale of certain investment
securities available-for-sal e totaling $85,000 during the year ended December 31, 2004 as compared to gains of $42,000 in 2003.



MANAGEMENT’ SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION
AND RESULTSOF OPERATIONS, continued

Total noninterest expense for the year ended December 31, 2004 was $3,270,000, as compared to $2,542,000 for the same period
in 2003. Salaries and benefits, the largest component of noninterest expense, totaled $1,766,000 for the year ended December
31, 2004, compared to $1,400,000 for the same period a year ago. Other operating expenses were $1,209,000 for the year ended
December 31, 2004 as compared to $865,000 for the year ended December 31, 2003. These other operating expenses included
professional fee increases of $87,037 as a result of higher consulting, internal audit and legal fees, data processing costs of
$119,586 as aresult of afull year of transaction volume at our Bluffton branch, and advertising fees of $56,110 asaresult of a
full year of operation at our Bluffton branch.

Financial Condition

Total assets increased $38,198,000, or 35%, from December 31, 2003 to December 31, 2004. The primary source of growth in
assets was net loans, which increased $32,909,000, or 49%. Tota deposits increased $32,996,000, or 34%, from the December
31, 2003 amount of $96,436,000 to $129,432,000 at December 31, 2004.

I nterest-Ear ning Assets

Loans

Gross loans totaled $101,534,000 at December 31, 2004, an increase of $33,180,000, or 49%, since December 31, 2003. The
largest increase in loans was in Real estate — mortgage loans, which increased $16,677,000, or 39%, to $58,979,000 at
December 31, 2004. Real estate - construction loans increased $15,752,000, or 88%, during 2004. Balances and percentages
within the major loans receivable categories as of December 31, 2004 and December 31, 2003 are as follows (amounts in
thousands):

2004 2003
Real estate - construction $ 33,727 33% $ 17,974 26%
Real estate - mortgage 58,979 58% 42,303 6290
Commercial, financial and industrial 5561 6% 5354 8%
Consumer and other 3,267 3% 2,723 4%
$ 101,534 $ 6834

As of December 31, 2004, maturities of loans in the indicated classifications were as follows (amounts are
presented in thousands):

Real Estate
Commercia Construction Total
Maturity
Within 1 year $ 3,267 $ 21,777 $ 25024
lto5years 2,294 10,635 12,929
Over 5years - 1315 1315
Totals $ 5,561 $ 3B 127 $ 39268

As of December 31, 2004, the interest terms of loans in the indicated classification for the indicated maturity ranges are as
follows (amounts are presented in thousands):

Fixed Interest Variable Interest

Rates Rates Total
Commercia
lto5years $2,294 $ - $229
Over 5years - - -
Real estate — construction
lto5years 9,461 1,174 10,635
Over 5years 1315 - 1315



$13070 $1.174 $14.244

MANAGEMENT’SDISCUSSION AND ANALYS SOF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS, continued

Investment Securities

Investment securities avail able-for-sale decreased to $27,366,000 at December 31, 2004 from $31,274,000 at December 31, 2003.
Investment securities held-to-maturity increased from $3,421,000 at December 31, 2003 to $5,643,000 at December 31, 2004. The
decrease in investment securities available-for-sale was due to our increased |oan demand in 2004. Theincrease in investment
securities held-to-maturity was due to our increased investment in tax-free securities.

The following table presents the investments by category at December 31, 2004 and 2003:
2004 2003

(Amounts are presented in thousands)

Estimated Estimated

Available-for-sale Amortized Cost Fair Vaue  Amortized Cost Fair Vaue
Federal agencies $ 15,010 $14,916 $21,606 $ 21,64
M ortgage-backed 12,290 12,182 9,542 9,580
State, county and municipals 268 268 - -
$ 22,568 $21.366 $31.148 $ 31274

Held-to-maturity

State, county and municipals $ 5643 $_5555 $_3421 $ 3353

The following table presents the maturities of investment securities at carrying value and the weighted average yields for each
range of maturities presented. Yields are based on amortized cost of securities. (Amounts are presented in thousands)

State, Weighted Weighted Weighted
County and Average Federal Average Mortgage- Average
Municipals Yields Agencies Yields backed Yidds
Maturities at
December 31, 2004
Within 1 year $ - -% $ 668 4.43% $ - %
After 1 through 5 years % 6,565 3.70% 924 3.78%
After 5 through 10 1,166 3.16% 7,777 4.25% 5,293 3.8%
years
After 10 years 4,745 3.60% - -% 6,073 4.48%
Totals $ 5911 $15010 $ 12290

Mortgage-backed securities are included in the maturities categories in which they are anticipated to be repaid based on
scheduled maturities.

Deposits

At December 31, 2004, total deposits increased by $32,996,000, or 34%, to a total of $129,432,000 at December 31, 2004 from
$96,436,000 at December 31, 2003. Noninterest-bearing demand deposits increased $6,168,000, or 122%, while interest-bearing
deposits increased $26,828,000, or 29%.

Balances and percentages within the major deposit categories as of December 31, 2004 and December 31, 2003 are as follows
(amountsin thousands):

2004 003
Noninterest-bearing demand deposits $ 11,235 9% $ 5,067 5%
I nterest-bearing demand deposits 57,239 44% 49,686 52%
Savings deposits 961 1% 899 1%
Time over $100,000 30,185 23% 15,353 16%



Time 29812 23% 25431 26%

MANAGEMENT’SDISCUSSION AND ANALYS SOF FINANCIAL CONDITION
AND RESUL TS OF OPERATIONS, continued

Deposits, continued

The average balance of deposits and the average rates paid on such deposits are summarized for the periods indicated in the
following table.

December 31
2004 2003
(Amounts are presented in thousands)
Amount Rate Amount Rate
Noninterest-bearing demand $ 8,760 -% $ 4972 -%
I nterest-bearing demand 54,931 1.80% 39,352 1.95%
Savings 978 12% 773 96%
Time deposits 52,088 264% 36,330 291%
Totals $ 116,757 $ 81427

Maturities of time certificates of deposit of $100,000 or more outstanding at December 31, 2004 are summarized as follows
(amounts are presented in thousands):

Within 3 months $ 6,301
After 3 through 6 months 2812
After 6 through 12 months 7,914
After 12 months 13,158
Total $ 30,185

Junior Subordinated Debentures

In May 2004, Coastal Banking Company Statutory Trust | issued $3.0 million of trust preferred securities with a maturity of
May 18, 2034. In accordance with Financial Interpretation Number (“FIN") 46, the trust has not been consolidated in the
Company’s financial statements. The proceeds from the issuance of the trust preferred securities were used by the trust to
purchase $3.0 million of the Company’s junior subordinated debentures, which pay interest at a floating rate equal to 3 month
LIBOR plus 275 basis points. The Company used the proceeds from the sale of the junior subordinated debentures for general
purposes, primarily to provide capital to the bank. The debentures represent the sole asset of the trust.



MANAGEMENT’ SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION
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Capital Resources

Total shareholders' equity increased from $9,753,000 at December 31, 2003 to $10,792,000 at December 31, 2004. Thisincrease
was attributable to net earnings for the period partially offset by a decrease of $216,000 in the fair value of securities available-
for-sale, net of tax.

Bank holding companies, such as us, and their banking subsidiaries are required by banking regulators to meet certain
minimum levels of capital adequacy, which are expressed in the form of certain ratios. Capital is separated into Tier 1 capital
(essentially common shareholders’ equity less intangible assets) and Tier 2 capital (essentially the allowance for loan losses
limited to 1.25% of risk-weighted assets). The first two ratios, which are based on the degree of credit risk in our assets,
provide the weighting of assets based on assigned risk factors and include off-balance sheet items such as |loan commitments
and stand-by letters of credit. The ratio of Tier 1 capital to risk-weighted assets must be at least 4.0% and the ratio of total
capital (Tier 1 capital plus Tier 2 capital) to risk-weighted assets must be at |east 8.0%. The capital leverage ratio supplements
the risk-based capital guidelines.

The Federal Reserve guidelines also contain an exemption from the capital requirements for bank holding companies with less
than $150 million in consolidated assets. Because Coastal Banking Company, Inc. had less than $150 million in assets as of
December 31, 2004, we were not yet required to maintain these minimum capital requirements at the holding company level.
However, Lowcountry National Bank falls under these rules as set by bank regulatory agencies.

Banks and bank holding companies are required to maintain a minimum ratio of Tier 1 capital to adjusted quarterly average
total assets of 3.0%.

The following table summarizes the bank’ s risk-based capital ratios at December 31, 2004:

Tier 1 capital (to risk-weighted assets) 10.54%
Total capital (to risk-weighted assets) 11.53%
Tier 1 capital (to total average assets) 8.38%

Liquidity

The bank must maintain, on adaily basis, sufficient funds to cover the withdrawals from depositors’ accounts and to supply
new borrowers with funds. To meet these obligations, the bank keeps cash on hand, maintains account balances with its
correspondent banks, and purchases and sells federal funds and other short-term investments. Asset and liability maturities

are monitored in an attempt to match the maturities to meet liquidity needs. It isthe policy of the bank to monitor its liquidity
to meet regulatory requirements and their local funding requirements.

We are a party to financial instruments with off-balance-sheet risk in the normal course of business to meet the financing
needs of our customers. These financial instruments consist of commitments to extend credit, standby letters of credit and
loans sold with limited recourse. Commitments to extend credit are agreements to lend to a customer as long as there is no
violation of any condition established in the contract. Standby letters of credit are written conditional commitmentsissued by
the Bank to guarantee the performance of a customer to a third party. Commitments generally have fixed expiration dates or
other termination clauses and may require payment of afee. A commitment involves, to varying degrees, elements of credit
and interest rate risk in excess of the amount recognized in the balance sheets. Our exposure to credit lossin the event of non-
performance by the other party to the instrument is represented by the contractual notional amount of the instrument.

Since certain commitments are expected to expire without being drawn upon, the total commitment amounts do not necessarily
represent future cash requirements. We use the same credit policies in making commitments to extend credit as we do for on-
balance-sheet instruments. Collateral held for commitments to extend credit varies but may include accounts receivable,

inventory, property, plant, equipment, and income-producing commercial properties.

Loans sold with limited recourse are 1-4 family residential mortgages originated by us and sold to various other financial
institutions. These loans are sold with the agreement that aloan may be returned to us within 90 days of any one of the loan’s
first four payments being missed. Our exposure to credit lossin the event of nonperformance by the other party to theloan is
represented by the contractual notional amount of the loan. Since none of the loans sold have ever been returned to us, the
total loans sold with limited recourse amount does not necessarily represent future cash requirements. We use the same credit
policiesin making loans held for sale as we do for on-balance-sheet instruments.
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MANAGEMENT’ SDISCUSSION AND ANALYSISOF FINANCIAL CONDITION
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The following table summarizes our off-balance-sheet financial instruments whose contract amounts represent credit risk as of
December 31, 2004:

Commitments to extend credit $ 17,990,000
Standby letters of credit $ 552,000
Loans sold with limited recourse $ 6,157,000

Management is not aware of any significant concentrations of loans to classes of borrowers or industries that would be
affected similarly by economic conditions. Although the bank’s loan portfolio is diversified, a substantial portion of its
borrowers' ability to honor the terms of their loans is dependent on the economic conditions in Beaufort County and
surrounding areas. In addition, asubstantial portion of our loan portfolio is collateralized by improved and unimproved real
estate and is therefore dependent on the local real estate market.

The bank maintains relationships with correspondent banks that can provide funds to it on short notice, if needed. Presently,
the bank has arrangements with commercial banks for short term unsecured advances up to $5,650,000.

Cash and cash equivalents as of December 31, 2004 increased $3,892,000 from December 31, 2003. Cash provided by operating
activities totaled $664,000 in 2004, while inflows from financing activities totaled $37,634,000, which was attributable to an
increase in deposits.

During 2004, investing activities used $34,406,000. |nvesting activitiesincluded net |oans made to customers of approximately
$33,427,000 and purchases of investment securities of $16,819,000, partialy offset by sales and maturities of investment
securities of approximately $17,915,000.

Inflation

Inflation impacts the growth in total assets in the banking industry and causes a need to increase equity capital
at higher than normal rates to meet capital adequacy requirements. We cope with the effects of inflation
through the management of interest rate sensitivity gap position, by periodically reviewing and adjusting its
pricing of services to consider current costs and through managing our level of net income relative to our
dividend payout policy.

Selected Ratios

The following table sets out certain ratios for the years indicated.

2004 2003

Net income to:
Average shareholders' equity 10.85% 9.22%
Average assets 0.86% 0.95%
Dividends to net income -% -%
Average equity to average assets 7.94% 10.26%

Recent Accounting Pronouncements

In May 2003, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 150, Accounting for Certain
Financial Instruments with Characteristics of both Liabilities and Equity, which establishes standards for how
an issuer classifies and measures certain financial instruments with characteristics of both liabilities and
equity. SFAS No. 150 requires an issuer to classify certain financial instruments that include certain
obligations, such as mandatory redemption, repurchase of the issuer’s equity, or settlement by issuing equity,
previously classified as equity, as liabilities or assets in some circumstances. SFAS No. 150 was generally
effective for financial instruments entered into or modified after May 31, 2003, and otherwise was effective at the beginning of
the first interim period beginning after June 15, 2003, except for mandatorily redeemable financial instruments of nonpublic
entities which are subject to the provisions of SFAS No. 150 for the first fiscal period beginning after December 15, 2003. The
adoption of SFAS No. 150 did not have any impact on the financial condition or operating results of the Company.
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Recent accounting pronouncements, continued

In December 2004, the FASB issued SFAS No. 153, Exchange of Nonmonetary Assets, an amendment of APB Opinion No. 29,
Accounting for Nonmonetary Transactions. The amendments made by SFAS No. 153 are based on the principle that
exchanges of nonmonetary assets should be measured on the fair value of the assets exchanged. Further, the amendments
eliminate the narrow exception for nonmonetary exchanges of similar productive assets and replace it with a broader exception
for exchanges of nonmonetary assets that do not have commercial substance. Previously, Accounting Principles Board
(“APB”) Opinion No. 29 required that the accounting for an exchange of a productive asset for a similar productive asset or an
equivalent interest in the same productive asset should be based on the recorded amount of the asset relinquished. APB
Opinion No. 29 provided for an exception to its basic measurement principle (fair value) for exchanges of similar productive
assets. SFAS No. 153 is effective for nonmonetary asset exchanges occurring in fiscal periods beginning after June 15, 2005.
Earlier application is permitted for nonmonetary asset exchanges occurring in fiscal periods beginning after the date of
issuance. The provisions of this statement shall be applied prospectively. The adoption of this statement is not expected to
have any impact on the financial condition or operating results of the Company.

In December 2004, the FASB issued SFAS No. 123 (revised 2004), Share-Based Payment (“SFAS No. 123 (R)"). SFAS No.
123(R) will require companies to measure all employee stock-based compensation awards using afair value method and record
such expense in its financia statements. In addition, the adoption of SFAS No. 123(R) requires additional accounting and
disclosure related to the income tax and cash flow effects resulting from share based payment arrangements. SFAS No. 123(R)
is effective beginning as of the first interim or annual reporting period beginning after June 15, 2005. The Company is
currently evaluating the impact that the adoption of SFAS No. 123(R) will have on its financial position, results of operations
and cash flows. The cumulative effect of adoption, if any, will be measured and recognized in the statement of operations on
the date of adoption.

In December 2003, the FASB Issued Fin No. 46 (revised), Consolidation of Variable Interest Entities (“FIN No. 46(R)"), which
addresses consolidation by business enterprises of variable interest entities. FIN No. 46(R) requires a variable interest entity
to be consolidated by a company if that company is subject to a majority of the risk of loss from the variable interest entity’s
activities or entitled to receive amgjority of the entity’ s residual returns, or both. FIN No. 46(R) also requires disclosure about
variable interest entities that a company is not required to consolidate, but in which it has a significant variable interest. FIN
No. 46(R) provides guidance for determining whether an entity qualifies as a variable interest entity by considering, among
other considerations, whether the entity lacks sufficient equity or its equity holders lack adequate decision-making ability.
The consolidation requirements of FIN No. 46(R) applied immediately to variable interest entities created after January 31,
2003. The consolidation requirements applied to the Company’s existing variable interest entities in the first reporting period
ending March 31, 2004. Certain of the disclosure requirements applied to all financial statements issued after December 31,
2003, regardless of when the variable interest entity was established. The adoption of FIN No. 46(R) did not have a material
impact on the Company’s financial position or results of operations.

In November 2003, the Emerging Issues Task Force (“EITF") reached a consensus that certain quantitative and qualitative
disclosures should be required for debt and marketable equity securities classified as available for sale or held to maturity
under SFAS No. 115 and SFAS No. 124 that are impaired at the balance sheet date but which other-than-temporary
impairments has not been recognized. Accordingly EITF issued EITF No. 03-1, The Meaning of Other-Than-Temporary
Impairments and Its Application to Certain Investments. This issue addresses the meaning of other-than-temporary
impairments and its application to investments classified as either available for sale or held to maturity under SFAS No. 115
and provides guidance on quantitative and qualitative disclosures. The disclosure requirement of EITF No. 03-1 are effective
for annual financial statements for fiscal years ending after June 15, 2004. The effective date for the measurement and
recognition of EITF No. 03-1 had been delayed. The FASB staff has issued a proposed Board-directed FASB Staff Position
(“FSP’), FSP EITF 03-1-a, Implementation Guidance for the Application of Paragraph 16 of Issue No. 03-1. The proposed
FSP would provide implementation guidance with respect to debt securities that are impaired solely due to interest rates
and/or sector spreads and analyzed for other-than-temporary impairments under the measurement and recognition
requirements of EITF No. 03-1. The delay of the effective date for the measurement and recognition requirements of EITF No.
03-1 will be superseded with the final issuance of FSP EITF 03-1-a. Adopting the disclosure provisions of EITF No. 03-1 did
not have any impact on the Company’s financial position or results of operations.
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Recent accounting pronouncements, continued

In March 2004, the Securities and Exchange Commission (“SEC") issued Staff Accounting Bulletin (“SAB”) No. 105,
Application of Accounting Principles to Loan Commitments, to inform registrants of the Staff’ s view that the fair value of the
recorded loan commitments should not consider the expected future cash flows related to the associated servicing of the
future loan. The provisions of SAB No. 105 must be applied to loan commitments accounted for as derivatives that are
entered into after March 31, 2004. The Staff will not object to the application of existing accounting practices to loan
commitments accounted for as derivatives that are entered into on or before March 31, 2004, with appropriate disclosures. The
Company adopted the provision of SAB No. 105 on April 1, 2004. The adoption of SAB No. 105 did not have any impact on
the Company’sfinancial condition or results of operations.

Other accounting standards that have been issued or proposed by the Public Company Accounting Oversight

Board (“PCAOB”) or other standards-setting bodies that do not require adoption until a future date are not
expected to have a material impact on the consolidated financial statements upon adoption.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors
Coastal Banking Company, Inc.
Beaufort, South Carolina

We have audited the accompanying consolidated balance sheets of Coastal Banking Company, Inc. and
Subsidiary (the “Company”) as of December 31, 2004 and 2003 and the related consolidated statements of earnings,
comprehensive income, changes in shareholders equity and cash flows for the years ended December 31, 2004 and 2003.
These consolidated financial statements are the responsibility of the Company’s management. Our responsibility isto express
an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audits to obtain reasonable assurance about whether
the consolidated financial statements are free of material misstatement. An audit includes examining, on atest basis, evidence
supporting the amounts and disclosures in the consolidated financial statements. An audit also includes 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 audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Coastal Banking Company, Inc. and Subsidiary at December 31, 2004 and 2003 and the
results of their operations and cash flows for the years then ended, in conformity with accounting principles generally
accepted in the United States of America.

Greanville, South Carolina
January 28, 2005



COASTAL BANKING COMPANY, INC. AND SUBSIDIARY

Consolidated Balance Sheets

Assets

Cash and due from banks
Federal funds sold

Cash and cash equivalents

Investment securities avail able-for-sale

Investment securities held-to-maturity (fair value of $5,555,013 in 2004
and $3,352,500 in 2003)

Other investments, at cost

Loans held for sale

Loans, net

Premises and equipment, net

Cash value of lifeinsurance

Accrued interest receivable and other assets

Total assets
Liabilities and Shareholders' equity
Deposits:
Demand
Money market and NOW accounts
Savings
Time
Time over $100,000

Total deposits

Federal funds purchased

FHLB advances

Junior subordinated debentures

Accrued interest payable and other liahilities

Total liahilities
Commitments and contingencies— Notes 5, 11 and 13

Shareholders’ equity:

Preferred stock, $.01 par value; 10,000,000 shares
authorized; no sharesissued and outstanding

Common stock, par value $.01; 10,000,000 shares authorized; 1,010,379 and
995,695 shares issued and outstanding in 2004 and 2003, respectively

Additional paid-in capital

Retained earnings

Accumulated other comprehensive income (loss)

Total shareholders’ equity

Total liabilities and shareholders’ equity

December 31
2004 2003

1,513,726 205,082
2,583,000 -
4,096,726 205,082
27,366,390 31,274,470
5,642,841 3,421,218
1,037,150 859,950
878,124 124,202
100,397,246 67,488,128
2,871,908 2,965,183
2,082,333 -
1,698,952 1,535,822

146,071,670 107,874,055
11,234,972 5,066,772
57,239,217 49,685,955
960,804 898,816
29,811,472 25,431,294
30,185,248 15,352,750
129,431,713 96,435,587
- 600,000
2,000,000 -
3,093,000 -
754,907 1,085,001
135,279,620 98,120,588
10,104 9,957
9,626,976 9,482,517
1,287,727 177,398
(132,757) 83,595
10,792,050 9,753,467
146,071,670 107,874,055



See accompanying notes to consolidated financial statements.



COASTAL BANKING COMPANY, INC. AND SUBSIDIARY

Consolidated Statements of Earnings

For the years ended December 31,

2004 2003
Interest income:
Interest and fees on loans $ 5,564,820 4,231,576
Taxable investments 1,161,586 831,908
Non-taxable investments 200,899 51,112
Federal funds sold 27,767 43834
Other 1,752 -
Total interest income 6.956.824 5,158.430
Interest expense:
Deposits 2,370,358 1,829,707
Junior subordinated debentures 82,882 -
Advances from FHLB and Federal funds purchased 28,690 699
Total interest expense 2481930 1,830,406
Net interest income 4,474,894 3,328,024
Provision for loan losses 463,200 253,500
Net interest income after provision for loan losses 4,011,694 3.074524
Noninterest income:
Service charges on deposit accounts 188,838 204,481
Residential mortgage origination fees 390,814 541,854
Gain on sale of securities available-for-sale 85,181 42,268
Income from investment in life insurance contracts 82,333 -
Other income 17.260 2064
Total other income 764.426 790.667
Noninterest expenses:
Salaries and employee benefits 1,766,124 1,400,186
Occupancy and equipment 294,499 276,662
Other operating 1,208,709 864.960
Total other expenses 3.269.332 2.541.808
Earnings before income taxes 1,506,788 1,323,383
Income tax expense 396,186 458,933
Net earnings $ 1110602 864450
Basic earnings per share $ 11 — 087
Diluted earnings per share $ 099 — 082



See accompanying notes to consolidated financial statements.



COASTAL BANKING COMPANY, INC. AND SUBSIDIARY

Consolidated Statements of Comprehensive Income

Net earnings

Other comprehensive income (loss), net of tax:

Unrealized gains (losses) on investment securities
available-for-sale arising during the period, net of

tax of $79,859 in 2004 and $61,704 in 2003

Reclassification adjustment for gainsincluded in net

earnings, net of tax of $31,595 in 2004 and $14,371 in 2003

Total other comprehensive income (10ss), net of tax

Comprehensive income
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For the years ended December 31,

2004 2003
$ 1110602 864450
(155,021) (119,778)
_(61.331) (27.897)
(216,352) (147.675)

$ 89420 216,775



See accompanying notes to consolidated financial statements.



Balance, December 31, 2002

Changein unrealized gain
on securities available-for-
sale, net of tax

Stock dividend

Net earnings

Baance, December 31, 2003

Changein unrealized gain
on securities available-for-
sale, net of tax

Proceeds from exercise of stock
options

Cashiin lieu of fractional shares

Net earnings

Baance, December 31, 2004

COASTAL BANKING COMPANY, INC. AND SUBSIDIARY

Consolidated Statements of Changesin Shareholders Equity

For the Years Ended December 31, 2004 and 2003

Accumulated
Additional Other
Common Stock Paid-in Retained Comprehensive
Shares Amount Earnings Earnings Income (L 0ss) Total
948,281 9,483 8,724,366 71,573 231,270 9,036,692
- - - - (147,675) (147,675)
47414 474 758,151 (758,625) - -
- - 864,450 - 864,450
995,695 9,957 9,482,517 177,398 83,595 9,753,467
- - - - (216,352) (216,352
14,700 147 144,459 - - 144,606
(16) - - (273) 273
- - - 1,110,602 - 1,110,602
1.010,379 10104 9,626,976 1287727 (132,757) 10,792,050



See accompanying notesto consolidated financial statements.



COASTAL BANKING COMPANY, INC. AND SUBSIDIARY

Consolidated Statements of Cash Flows

Cash flows from operating activities:
Net earnings
Adjustmentsto reconcile net earnings to net
cash provided by operating activities:

Depreciation, amortization and accretion
Provision for loan losses
Provision for deferred income taxes (benefit)
Gain on sale of securities available-for-sale
Losson sale of premises and equipment
Increase in cash value of lifeinsurance
Origination of loans held-for-sale
Proceeds from sale of loans held-for-sale
Changein other assets and other liabilities

Net cash provided by operating activities

Cash flows from investing activities:

Proceeds from calls and maturities of investment securities
available-for-sale

Proceeds from sales of investment securities avail able-for-sale
Purchases of investment securities available-for-sale
Proceeds from maturity of securities held-to-maturity
Purchases of investment securities held-to-maturity
Proceeds from sales of other investments
Purchases of other investments
Investment in Coastal Banking Company Statutory Trust |
Net changein loans
Purchase of life insurance contracts
Proceeds from the sale of premises and equipment
Purchase of premises and equipment

Net cash used by investing activities

Cash flows from financing activities:
Net changein deposits
Net changein federal funds purchased
Proceeds from FHL B advances
Repayments of FHLB advances
Proceeds from junior subordinated debt
Proceeds from exercise of stock options
Cashinlieu of fractional shares

Net cash provided by financing activities

Net change in cash and cash equivalents
Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

Supplemental schedule of noncash investing and financing activities:
Change in unrealized gain/loss on investment
securities available-for-sale, net of tax
Loan transferred to repossessed assets

Supplemental disclosures of cash flow information:
Cash paid during the year for interest
Cash paid during the year for income taxes
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For the years ended December 31,

2004

$ 1,110,602

246,113
463,200
(117,561)
(85,181)
2,257
(82,333)
(28,570,922)
27,817,000
(119,002)

664,173

5,800,837
11,399,870
(13,603,479)
534,612
(2,765,360)
180,000
(357,200)
(93,000)
(33,427,318)
(2,000,000)
10,453

32,996,126
(600,000)
17,000,000
(15,000,000)
3,093,000
144,606
(273)
37.633.459

3,891,644
205,082
$ _4096,726

$ (216352
$ 55000

$ 2428379
$ 637,000

2003

864,450

261,424
253,500
(23,700)
(42,268)

(36,722,469)
40,269,206
(636,010)

4,224,133

10,003,255
2,100,955
(28,991,220)

(3,317,05;9
(79,20(3)

(18,675,828)

347,669)
(39.207.761)

31,087,796

(3985,832)
4190914
_ 205082

(147,675)

1,963,926
265,685



See accompanying notes to consolidated financial statements.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
Notesto Consolidated Financial Statements

Summary of Significant Accounting Policies

Basis of Presentation and Nature of Operations

Coastal Banking Company, Inc. (the “Company”) is organized under the laws of the State of South Carolina for the
purpose of operating as a bank holding company for Lowcountry National Bank (the “Bank”). The Bank commenced
business on May 10, 2000. The Bank provides full commercial banking services to customers throughout the Beaufort
County area of South Carolinaand is subject to regulation by the Office of the Comptroller of the Currency (the “OCC")
and the Federal Deposit Insurance Corporation. The Company is subject to regulation by the Federal Reserve Board.
The Company also has an investment in Coastal Banking Company Statutory Trust | (the“ Trust”) (a non-consolidated
subsidiary). The Trust is a special purpose non-consolidated subsidiary organized for the sole purpose of issuing
trust preferred securities

The consolidated financial statements include the accounts of the Company and the Bank. All significant
intercompany transactions have been eliminated in consolidation. The accounting and reporting policies of the
Company conform to accounting principles generally accepted in the United States of America and to general practices
in the banking industry. The Company uses the accrual basis of accounting.

Estimates

The preparation of consolidated financial statementsin conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of antingent assets and liabilities as of the date of the consolidated financial
statements and the reported amount of income and expenses during the reporting periods. Actual results could differ
from those estimates.

Cash and Cash Equivalents
Cash equivalents include amounts due from banks, interest-bearing demand deposits with banks and federal funds
sold. Generally, federal funds are sold for one-day periods.

Investment Securities

The Company classifies its securities in one of three categories: trading, available-for-sale, or held-to-maturity. Trading
securities are bought and held principally for the purpose of selling them in the near term. Held-to-maturity securities
are those securities for which the Company has the ability and intent to hold until maturity. All securities not included
intrading or held-to-maturity are classified as available-for-sale. The Company has no trading securities.

Trading and available-for-sale securities are recorded at fair value. Held-to-maturity securities are recorded at cost,
adjusted for the amortization or accretion of premiums or discounts. Unrealized gains and losses on trading securities
are recognized in earnings. Unrealized holding gains and losses, net of the related tax effect, on securities avail able-for-
sale are excluded from earnings and are reported as a separate component of shareholders equity until realized.
Transfers of securities between categories are recorded at fair value at the date of transfer.

A decline in the market value of any available-for-sale or held-to-maturity security below cost that is deemed other than
temporary is charged to earnings and establishes a new cost basis for the security.

Premiums and discounts are amortized or accreted over the life of the related securities as adjustments to the yield.
Realized gains and losses for securities classified as available-for-sale and held-to-maturity are included in earnings
and are derived using the specific identification method for determining the cost of securities sold.

Other Investments

Other investments include equity securities with no readily determinable fair value. These investments
are carried at cost. The Bank, as a member institution, is required to own certain stock investments in the Federal
Home Loan Bank of Atlanta (“FHLB”) and the Federal Reserve Bank (“FRB”). The stock is generally pledged against
any borrowings from these institutions. No ready market exists for the stock and it has no quoted market price.

However, redemption of these stocks has historically been at par value.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
Notesto Consolidated Financial Statements, continued

Summary of Significant Accounting Policies, continued

Loans Held for Sale

Loans originated and intended for sale in the secondary market are carried at the lower of aggregate cost
or market value. The amount by which cost exceeds market value is accounted for as a valuation
allowance. Changes, if any, in the valuation allowance are included in the determination of net earnings
in the period in which the change occurs. The Company has recorded no valuation allowance related to
its loans held for sale as their cost approximates market value.

Loans and Allowance for L oan L osses

Loans are stated at principal amount outstanding, net of the allowance for loan losses. Interest on loansis calculated
by using the interest method based upon the principal amount outstanding. Loan origination and commitment fees and
direct loan origination costs are deferred and amortized over the contractual life of the related loan or commitments as
an adjustment of the related loan yields.

A loan is considered impaired when, based on current information and events, it is probable that all amounts due
according to the contractual terms of the loan agreement will not be collected. Impaired loans are measured based on
the present value of expected future cash flows discounted at the loan's effective interest rate, or at the loan’s
observable market price, or at the fair value of the collateral of the loan if the loan is collateral dependent. Accrual of
interest is discontinued on aloan when management believes, after considering economic and business conditions and
collection efforts that the borrower’s financial condition is such that collection of interest is doubtful. When the
ultimate collectibility of an impaired loan’s principal is in doubt, wholly or partially, al cash receipts are applied to
principal.

The allowance for loan losses is established through a provision for loan losses charged to expense. Loans are
charged against the allowance for loan losses when management believes that the collectibility of the principa is
unlikely. The allowance represents an amount, which, in management’s judgment, will be adequate to absorb probable
|osses on existing loans that may become uncollectible.

Management’s judgment in determining the adequacy of the allowance is based on evaluations of the collectibility of
loans. These evaluations take into consideration such factors as changes in the rature and volume of the loan
portfolio, current economic conditions that may affect the borrower’s ability to pay, overall portfolio quality and review
of specific problem loans. In determining the adequacy of the allowance for loan losses management uses four
different methods as indicators of the reasonableness of the allowance. The methods used include arisk method (using
internal classifications along with regulatory classifications), historical charge-offs, comparison to a peer group, and
current classifications based on the loan grading system. The combination of these results are compared quarterly to
the recorded allowance for loan losses for reasonableness and material differences are adjusted by increasing or
decreasing the provision for loan losses. Management uses an external loan review program to challenge and
corroborate the internal loan grading system and provide additional analysis in determining the adequacy of the
allowance and the future provisions for estimated |oan | osses.

Management believes that the allowance for loan losses is adequate. While management uses available information to
recognize losses on loans, future additions to the allowance may be necessary based on changes in economic
conditions. In addition, various regulatory agencies, asan integral part of their examination process, periodically review
the Bank’s allowance for loan losses. Such agencies may require the Bank to recognize additions to the allowance
based on judgments different than those of management.

Non-performing Assets

Loans are placed in a non-accrual status when, in the opinion of management, the collection of additional interest is
questionable. Thereafter, no interest is taken into income unless received in cash or until such time as the borrower
demonstrates the ability to pay principal and interest.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
Notesto Consolidated Financial Statements, continued

Summary of Significant Accounting Policies, continued

Premises and Equipment

Premises and equipment are stated at cost less accumulated depreciation. Costs incurred for maintenance and repairs
that do not extend the useful life of the asset are expensed as incurred.

Depreciation expense is computed using the straight-line method over the following estimated useful lives:

Building and improvements 10- 40 years
Furniture and equipment 3-10vyears

Advertising Costs
The Company expenses all advertising costs as incurred. Advertising costs for the Company were approximately
$134,000 and $64,000 for the years ended December 31, 2004 and 2003.

Income Taxes

Deferred tax assets and liabilities are recognized for the future tax consequences attributabl e to differences between the
financial statement carrying amounts 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 or settled. The effect on deferred tax assets and liabilities of a
changeintax ratesis recognized in income in the period that includes the enactment date.

In the event the future tax consequences of differences between the financial reporting bases and the tax bases of the
assets and liabilities results in deferred tax assets, an evaluation of the probability of being able to realize the future
benefitsindicated by such asset isrequired. A valuation allowance is provided for the portion of the deferred tax asset
when it is more likely than not that some portion or all of the deferred tax asset will not be realized. In assessing the
realizability of the deferred tax assets, management considers the scheduled reversals of deferred tax liabilities,
projected future taxable income, and tax planning strategies.

Stock-Based Compensation

At December 31, 2004, the Company sponsors stock-based compensation plans, which are described more fully in Note
14. The Company accounts for these plans under the recognition and measurement principles of Accounting Principles
Board (“APB”) Opinion No. 25, Accounting for Stock I ssued to Employees, and related Interpretations. No stock-based
employee compensation cost is reflected in net earnings, as all options granted under those plans had an exercise price
equal to the market value of the underlying common stock on the date of grant. The following tableillustrates the effect
on net earnings and earnings per share if the Company had applied the fair value recognition provisions of Statement of
Financial Accounting Standards (“SFAS’) No. 123, Accounting for Stock-Based Compensation, to stock-based
employee compensation for the years ended December 31, 2004 and 2003.

For the Y ear Ended

December 31,
2004 2003

Net earnings as reported $ 1,110,602 864,450
Deduct: Total stock-based employee compensation expense

determined under fair-value based method for all awards (63.342) (56.092)
Pro formanet earnings $ 1047260 808,358
Basic earnings per share:

Asreported $ 11 087

Pro forma $ —103 —081
Diluted earnings per share:

Asreported $ 09 —082

Pro forma $ 092 — 076
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
Notes to Consolidated Financial Statements, continued

Summary of Significant Accounting Policies, continued

Net Earnings Per Common Share

The Company is required to report earnings per common share with and without the dilutive effects of potential
common stock issuances from instruments such as options, convertible securities and warrants on the face of the
statements of earnings. Basic earnings per common share are based on the weighted average number of common
shares outstanding during the period, which was 1,003,933 in 2004 and 995,695 in 2003, while the effects of potential
common shares outstanding during the period are included in diluted earnings per share. Additionally, the Company
must reconcile the amounts used in the computation of both “basic earnings per share” and “diluted earnings per
share”. Antidilutive potential common shares totaled 10,000 at December 31, 2004 and are excluded from the diluted
earnings per share calculation below. All share amounts have been adjusted for the five percent stock dividend
recorded in 2004. Earnings per common share amounts for the years ended December 31, 2004 and 2003 are as follows:

Net Earnings Common Per Share
Share
For the year ended December 31, 2004 (Numerator)  (Denominator) Amount
Basic earnings per share $ 1110602 1,003,933 $ 111
Effect of dilutive securities - stock options and -
warrants 121472 (012
Diluted earnings per share $ 1110602 1125405 $ 09
Net Earnings Common Per Share
Share
For the year ended December 31, 2003 (Numerator)  (Denominator) Amount
Basic earnings per share $ 864450 995,695 $ 087
Effect of dilutive securities - stock options and -
warrants 64,914 (0.09)
Diluted earnings per share $ _864450 1.060,609 $ 08

Recent Accounting Pronouncements

In May 2003, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 150, Accounting for
Certain Financial Instruments with Characteristics of both Liabilities and Equity, which establishes
standards for how an issuer classifies and measures certain financial instruments with characteristics of
both liabilities and equity. SFAS No. 150 requires an issuer to classify certain financial instruments that
include certain obligations, such as mandatory redemption, repurchase of the issuer's equity, or
settlement by issuing equity, previously classified as equity, as liabilities or assets in some circumstances.
SFAS No. 150 was generally effective for financia instruments entered into or modified after May 31, 2003, and
otherwise was effective at the beginning of the first interim period beginning after June 15, 2003, except for mandatorily
redeemable financial instruments of nonpublic entities which are subject to the provisions of SFAS No. 150 for the first
fiscal period beginning after December 15, 2003. The adoption of SFAS No. 150 did not have any impact on the
financial condition or operating results of the Company.

In December 2004, the FASB issued SFAS No. 153, Exchange of Nonmonetary Assets, an amendment of APB Opinion
No. 29, Accounting for Nonmonetary Transactions. The amendments made by SFAS No. 153 are based on the
principle that exchanges of nonmonetary assets should be measured on the fair value of the assets exchanged. Further,
the amendments eliminate the narrow exception for nonmonetary exchanges of similar productive assets and replace it
with a broader exception for exchanges of nonmonetary assets that do not have commercial substance. Previously,
Accounting Principles Board (“APB”) Opinion No. 29 required that the accounting for an exchange of a productive
asset for a similar productive asset or an equivalent interest in the same productive asset should be based on the
recorded amount of the asset relinquished. APB Opinion No. 29 provided for an exception to its basic measurement
principle (fair value) for exchanges of similar productive assets. SFAS No. 153 is effective for nonmonetary asset
exchanges occurring in fiscal periods beginning after June 15, 2005. Earlier application is permitted for nonmonetary
asset exchanges occurring in fiscal periods beginning after the date of issuance. The provisions of this statement shall
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be applied prospectively. The adoption of this statement is not expected to have any impact on the financial condition
or operating results of the Company.

In December 2004, the FASB issued SFAS No. 123 (revised 2004), Share-Based Payment (“SFASNo. 123 (R)”). SFAS
No. 123(R) will require companies to measure all employee stock-based comp ensation awards using afair value method
and record such expense in its financial statements. In addition, the adoption of SFAS No. 123(R) requires additional
accounting and disclosure related to the income tax and cash flow effects resulting from share based payment
arrangements. SFAS No. 123(R) is effective beginning as of the first interim or annual reporting period beginning after
June 15, 2005. The Company is currently evaluating the impact that the adoption of SFAS No. 123(R) will have on its
financial position, results of operations and cash flows. The cumulative effect of adoption, if any, will be measured and
recognized in the statement of operations on the date of adoption.

In December 2003, the FASB Issued Fin No. 46 (revised), Consolidation of Variable Interest Entities (“FIN No. 46(R)"),
which addresses consolidation by business enterprises of variable interest entities. FIN No. 46(R) requires a variable
interest entity to be consolidated by a company if that company is subject to a majority of the risk of loss from the
variable interest entity’s activities or entitled to receive a mgjority of the entity’s residual returns, or both. FIN No.
46(R) also requires disclosure about variable interest entities that a company is not required to consolidate, but in
which it has asignificant variable interest. FIN No. 46(R) provides guidance for determining whether an entity qualifies
asavariableinterest entity by considering, among other considerations, whether the entity lacks sufficient equity or its
equity holders lack adequate decision-making ability. The consolidation requirements of FIN No. 46(R) applied
immediately to variable interest entities created after January 31, 2003. The consolidation requirements applied to the
Company’s existing variable interest entities in the first reporting period ending March 31, 2004. Certain of the
disclosure requirements applied to al financial statements issued after December 31, 2003, regardiess of when the
variable interest entity was established. The adoption of FIN No. 46(R) did not have a materia impact on the
Company’ s financial position or results of operations.

In November 2003, the Emerging Issues Task Force (“EITF”) reached a consensus that certain quantitative and
qualitative disclosures should be required for debt and marketable equity securities classified as available for sale or
held to maturity under SFAS No. 115 and SFAS No. 124 that are impaired at the balance sheet date but which other-
than-temporary impairments has not been recognized. Accordingly EITF issued EITF No. 03-1, The Meaning of Other-
Than-Temporary Impairments and Its Application to Certain Investments. Thisissue addresses the meaning of other-
than-temporary impairments and its application to investments classified as either available for sale or held to maturity
under SFAS No. 115 and provides guidance on quantitative and qualitative disclosures. The disclosure requirement of
EITF No. 03-1 are effective for annual financial statementsfor fiscal years ending after June 15, 2004. The effective date
for the measurement and recognition of EITF No. 03-1 had been delayed. The FASB staff hasissued a proposed Board-
directed FASB Staff Position (“FSP’), FSP EITF 03-1-a, Implementation Guidance for the Application of Paragraph 16
of Issue No. 03-1. The proposed FSP would provide implementation guidance with respect to debt securities that are
impaired solely due to interest rates and/or sector spreads and analyzed for other-than-temporary impairments under
the measurement and recognition requirements of EITF No. 03-1. The delay of the effective date for the measurement
and recognition requirements of EITF No. 03-1 will be superseded with the final issuance of FSP EITF 03-1-a. Adopting
the disclosure provisions of HTF No. 03-1 did not have any impact on the Company’s financial position or results of
operations.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
Notesto Consolidated Financial Statements, continued

Summary of Significant Accounting Policies, continued

Recent Accounting Pronouncements, continued

In March 2004, the Securities and Exchange Commission (“SEC”) issued Staff Accounting Bulletin (“SAB”) No. 105,
Application of Accounting Principlesto Loan Commitments, to inform registrants of the Staff’s view that the fair value
of the recorded loan commitments should not consider the expected future cash flows related to the associated
servicing of the future loan. The provisions of SAB No. 105 must be applied to loan commitments accounted for as
derivatives that are entered into after March 31, 2004. The Staff will not object to the application of existing accounting
practices to loan commitments accounted for as derivatives that are entered into on or before March 31, 2004, with
appropriate disclosures. The Company adopted the provision of SAB No. 105 on April 1, 2004. The adoption of SAB
No. 105 did not have any impact on the Company’ s financial condition or results of operations.

Other accounting standards that have been issued or proposed by the Public Company Accounting Oversight Board
(“PCAOB") or other standards-setting bodies that do not require adoption until afuture date are not expected to have a
material impact on the consolidated financial statements upon adoption.

Risks and Uncertainties

In the normal course of its business, the Company encounters two significant types of risk: economic and regulatory.
There are three main components of economic risk: interest rate risk, credit risk and market risk. The Company is
subject to interest rate risk to the degree that its interest-bearing liabilities mature or reprice at different speeds, or on
different bases, than its interest-earning assets. Credit risk isthe risk of default on the Company’s loan portfolio that
results from borrowers' inability or unwillingness to make contractually required payments. Market risk reflects
changesin the value of collateral underlying loans receivable, the valuation of real estate held by the Company, and the
valuation of loans held for sale and mortgage-backed securities available-for-sale.

The Company is subject to the regulations of various government agencies. These regulations can and do change
significantly from period to period. The Company also undergoes periodic examinations by the regulatory agencies,
which may subject it to further changes with respect to asset valuations, amounts of required loss allowances, and
operating restrictions, resulting from the regulators’ judgments based on information available to them at the time of
their examination.

Concentrations of Credit Risk

The Company, through its subsidiary, makes loans to individuals and businesses in and around Beaufort County,
South Carolina for various personal and commercial purposes. The Company has a diversified loan portfolio and the
borrowers’ ahility to repay their loansis not dependent upon any specific economic sector.

Reclassifications
Certain reclassifications have been made to the 2003 financial statements to conform with classifications used for 2004.
All such reclassifications had no effect on the prior year’s net earnings or retained earnings as previously reported.

Restrictions on Cash and Due From Banks

The Bank isrequired to maintain average reserve balances, computed by applying prescribed percentages to its various
types of deposits, either at the Bank or on deposit with the FRB. At December 31, 2004 and 2003, these required
reserves were met by vault cash.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
Notesto Consolidated Financial Statements, continued

Investment Securities
Investment securities at December 31, 2004 and 2003 are as follows:

December 31, 2004

Gross Gross Estimated
Amortized Unredlized Unredlized Fair
Available-for-sale Cost Gains L osses Vaue
Federal agencies $ 15,009,737 38,715 132,802 14,915,650
M ortgage-backed securities 12,289,675 15,295 122,355 12,182,615
State, county and municipals 268125 - - 268,125
$27.567.537 4,010 255157 21,366,390
Hed-to-maturity
State, county and municipals $ 5642841 10,983 98811 9555013

December 31, 2003

Gross Gross Estimated
Amortized Unredized Unredlized Fair
Available-for-sale Cost Gains L osses Vaue
Federal agencies $21,605,722 202,780 113,768 21,694,734
M ortgage-backed securities 9,542,089 54,640 16,993 9,579,736
$31.147.811 251420 130,761 31.274.470
Hed-to-maturity
State, county and municipals $_3421218 8408 L1126 3,352,500

The following table shows gross unrealized losses and fair value, aggregated by investment category, and length of
time that individual securities have been in a continuous unrealized loss position, at December 31, 2004.

Investment securities available-for-sale:

Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unredlized
Vaue L osses Vaue Losses Vaue Losses
Federal agencies $ 11,070,760 126,975 512,228 5,827 11,582,988 132,802
Mortgage-backed securities 10,156,259 114,712 359,366 7,643 10,515,625 122,355
Total $21,227,019 241,687 871594 13470 22,008,613 255157

Two individual securities were in a continuous loss position for twelve months or more. The Company has the ability
and intent to hold these securities until such time as the value recovers or the securities mature. The Company
believes, based on industry analyst reports and credit ratings, that the deterioration in value is attributable to changes
in market interest rates and not in the credit quality of the issuer and therefore, these losses are not considered other-
than-temporary.

Investment securities held-to-maturity:

Lessthan 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Vaue Losses Vaue Losses Vaue Losses
State, county and municipals  $_3,295,395 43909 1,680,965 24902 4.976.360 28811
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
Notesto Consolidated Financial Statements, continued

I nvestment Securities, continued

Seven individual securities were in a continuous loss position for twelve months or more. The Company has the ability
and intent to hold these securities until maturity. The Company believes, based on industry analyst reports and credit
ratings, that the deterioration in value is attributable to changes in market interest rates and not in the credit quality of
theissuer and therefore, these osses are not considered other-than-temporary .

The amortized cost and estimated fair value of investment securities at December 31, 2004, by contractual maturity, are
shown below. Expected maturities will differ from contractual maturities because borrowers have the right to call or
prepay obligations with or without call or prepayment penalties.

Amortized Estimated

Available-for-sale Cost Fair Value
Federal agencies and state, county and municipals
Within 1 year $ 668189 674,359
1lto5years 6,833,513 6,815,079
5to 10 years 7,776,160 7,694,337
M ortgage-backed securities 12289675 12182615

$27567537  21.366,390
Held-to-maturity
State, county and municipals
5to 10 years $ 1,360,939 1,337,664
Morethan 10 years 4,281,902 4,217,349

$.5642841 5555013

Proceeds from sales of securities available-for-sale during 2004 and 2003 totaled approximately $11,400,000 and
$2,110,000, respectively. Gross gains of $121,819 were realized on those sales during 2004 and gross losses of $36,638
were realized on sales during 2004. Gross gains of $45,232 were realized on those sales during 2003 and gross | osses of
$2,964 were realized on sales during 2003.

Securities with an amortized cost and fair value pledged to secure public deposits and for other purposes as required by
law as of December 31, 2004 and 2003 were $3,766,000 and $8,011,000 and $2,829,000 and $2,863,000, respectively.

L oansand allowance for loan losses
Major classifications of loans at December 31, 2004 and 2003 are summarized as follows:

2004 2003
Commercial, financial and agricultural $ 5,561,639 5,354,368
Real estate — construction 33,726,328 17,974,225
Real estate — mortgage 58,979,404 42,302,684
Consumer and other 3,266,786 2,723,079
101,534,157 68,354,356
Less: Allowancefor |oan losses 1136911 866,228

$ 100397246 67.483128

The Bank grants loans and extensions of credit to individuals and a variety of businesses and corporations located in
its general trade area of the city of Beaufort, Beaufort County, South Carolina and adjoining counties. Although the
Bank has a diversified loan portfolio, a substantial portion of the loan portfolio is collateralized by improved and
unimproved real estate and is dependent upon the real estate market.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
Notesto Consolidated Financial Statements, continued

(4) Loansand allowancefor loan losses, continued
An analysis of the activity in the allowance for |oan losses for the years ended December 31, 2004 and 2003 is presented

below:
2004 2003
Balance at beginning of year $ 866,228 623,801
Provision charged to operations 463,200 253,500
L oans charged off (194,948) (16,163)
Recoveries 2431 5,000
Balance at end of year $ 1136911 866,228

At December 31, 2004 there were no nonaccrual loans. At December 31, 2003, nonaccrual loans were approximately
$46,600. Foregone interest income on nonaccrua loansin 2004 and 2003 was an insignificant amount. At December 31,
2004 and 2003, there were no impaired loans. At December 31, 2004 and 2003, criticized and classified loans amounted
to $1,254,115 and $781,867, respectively.

(5) Premisesand Equipment
Major classifications of premises and equipment are summarized as follows:

2004 2003
Land and improvements $ 1,514,668 1,514,668
Building and improvements 1,150,222 1,133,136
Furniture and equipment 771,996 739,778
3,436,836 3,387,582
L ess accumulated depreciation 564.978 422,399
$ 2871908 2965183

Depreciation expense amounted to $158,223 and $135,332 in 2004 and 2003, respectively.

The Bank has entered into a non-cancelable operating lease related to land and buildings which expiresin 2008. At
December 31, 2004, future minimum lease payments under a non-cancelable operating |ease with initial or remaining
terms of one year or more are asfollows:

2005 $ 34,800
2006 37,800
2007 37,800
2008 15,750

$ 126150

Total rental expense amounted to $30,600 and $28,050 for the years ended December 31, 2004 and 2003, respectively,
under this operating lease

(6) Deposits
Maturities of time deposits at December 31, 2004 are asfollows:
Maturing in:
2005 $ 31,991,644
2006 10,314,129
2007 10,323,095
2008 5,695,281
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2009 1,672,561
$ 59.996,720

COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
Notesto Consolidated Financial Statements, continued

Deposits, continued

At December 31, 2004 and 2003 $18,612,000 and $26,275,000 of time deposits less than $100,000 consisted of brokered
deposits. At December 31, 2004 and 2003 $16,963,000 and $7,974,233 of time deposits greater than $100,000 consisted of
brokered deposits.

Interest expense on time deposits greater than $100,000 totaled $453,325 and $384,885 in 2004 and 2003, respectively.

Federal Home L oan Bank Advances

At December 31, 2004, the Bank has an advance outstanding from the FHLB in the amount of $2,000,000. There were no
advances outstanding at December 31, 2003. The Bank has pledged approximately $35,000,000 in qualifying mortgage
loans as security for this advance and possible future advances. This advance bearsinterest at a variable rate that was
2.44% at December 31, 2004, requires quarterly interest payments and a principal payment at maturity on July 14, 2005.
At December 31, 2004, the Bank has approximately $26,000,000 in additional borrowing capacity under this borrowing
arrangement with the FHLB.

Junior Subordinated Debentures

In May 2004, Coastal Banking Company Statutory Trust | (the “Trust”) (a non-consolidated subsidiary) issued
$3,000,000 of floating rate trust preferred securities with a meturity of May 18, 2034. In accordance with FIN No. 46(R),
the trust has not been consolidated in these financial statements. The Company received from the Trust the $3,000,000
million proceeds from the issuance of securitiesand the $93,000 initial proceeds from the capital investment in the Trust,
and accordingly has shown the funds due to the Trust as a $3,093,000 junior subordinated debentures..

All of the common securities of the Trust are owned by the Company. The proceeds from the issuance of the trust
preferred securities were used by the Trust to purchase $3,093,000 of junior subordinated debentures of the Company,
which carry a floating rate equal to the 3:month LIBOR plus 2.75%. At December 31, 2004, this rate was 4.85%. The
proceeds received by the Company from the sale of the junior subordinated debentures were used to strengthen the
capital position of the Bank and to accommodate current and future growth. The current regulatory rules allow certain
amounts of junior subordinated debentures to be included in the calculation of regulatory capital, and have been
included in the Tier | calculation accordingly. The debentures and related accrued interest represent the sol e assets of
the Trust.

The trust preferred securities accrue and pay distributions quarterly, equal to 3-month LIBOR plus 2.75% per annum of
the stated liquidation value of $1,000 per capital security. The Company has entered into contractual arrangements
which, taken collectively, fully and unconditionally guarantee payment of: (i) accrued and unpaid distributions required
to be paid on the trust preferred securities; (ii) the redemption price with respect to any trust preferred securities called
for redemption by the Trust, and (iii) payments due upon a voluntary or involuntary dissolution, winding up, or
liguidation of the Trust.

The Trust Preferred Securities are mandatorily redeemable upon maturity of the debentures on May 18, 2034, or upon
earlier redemption as provided in the indenture. The Company has the right to redeem the debentures purchased by the
Trust in whole or in part, on or after May 18, 2009. As specified in the indenture, if the debentures are redeemed prior to
maturity, the redemption price will be the unpaid principal amount, plus any accrued unpaid interest.

Other Noninterest Expenses
Components of other noninterest expenses, which are greater than 1% of interest income and other operating income
for the years ended December 31, 2004 and 2003 are as follows:

2004 2003
Professional fees $ 223,487 136,450
Insurance 84,884 66,563
Data processing 312,762 193,196
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Advertising 133,955 77,845

Office supplies 47,982 64,559
Other 405,639 326,347
$ 1,208,709 864,960

COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
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(10) IncomeTaxes
The components of income tax expense (benefit) for the years ended December 31, 2004 and 2003 are as follows:

2004 2003
Currently payable $ 513,747 482,633
Deferred tax expense (benefit) (117,561) (23,700
$ 396,186 458933

The differences between income tax expense and income tax expense computed by applying the statutory federal
income tax rate to earnings before taxes for the years ended December 31, 2004 and 2003 are as follows:

2004 2003
Tax expense at statutory rate $ 512,300 450,000
Add (deduct):
State income taxes, net of federal benefit 35,200 25,700
Non-deductible expenses 6,100 3,300
Tax exempt interest (68,300) (18,800)
Other (89,114) (1.267)
$ 396,186 458933
The following summarizes the components of deferred taxes at December 31, 2004 and 2003.
2004 2003
Deferred income tax assets:
Allowance for loan losses $ 423276 248,713
Pre-opening expenses - 52,548
Unrealized loss on securities available for sale 68,390 -
Other 13419 2434
Total deferred tax assets 505,085 303,695

Deferred incometax liabilities:
Premises and equipment 67,987 52,548

Unrealized gain (loss) on securities available-for-sale - 43,064
Total gross deferred tax liabilities 67,987 95,612
Net deferred tax asset $ 437,098 208,083

The net deferred tax asset isincluded in other assets in the consolidated balance sheets. The future tax consequences
of the differences between the financial reporting and tax basis of the Company’s assets and liabilities resulted in a net
deferred tax asset for 2004. A portion of the change in the net deferred taxasset relates to the unrealized gains and
losses on investment securities available for sale. A current period deferred tax benefit related to the change in
unrealized gains and losses on investment securities available for sale of $216,352 has been recorded directly to
shareholders' equity. The rest of the change in the deferred taxasset results from the current period deferred tax
expense of $117,561.

(11) Financial Instrumentswith Off-Balance-Sheet Risk
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The Bank is a party to financial instruments with off-balance-sheet risk in the normal course of business to meet the
financing needs of its customers. These financial instruments include commitments to extend credit, standby letters of
credit and loans sold with limited recourse. These instruments involve, to varying degrees, elements of credit risk in
excess of the amount recognized in the consolidated balance sheet. The contractual amounts of those instruments
reflect the extent of involvement the Bank hasin particular classes of financial instruments.

COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
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Financial Instrumentswith Off-Balance-Sheet Risk, continued

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any condition
established in the contract. Commitments generally have fixed expiration dates or other termination clauses and may
require payment of afee. Since many of the commitments are expected to expire without being drawn upon, the total
commitment amounts do not necessarily represent future cash requirements. The Bank evaluates each customer’s
creditworthiness on a case-by-case basis. The amount of collateral obtained, if deemed necessary by the Bank upon
extension of credit, is based on management’s credit evaluation of the counterparty. The Bank’s loans are primarily
collateralized by residential and other real properties, automobiles, savings deposits, accounts receivable, inventory
and equipment.

Standby letters of credit are written conditional commitments issued by the Bank to guarantee the performance of a
customer to athird party. Those guarantees are primarily issued to support public and private borrowing arrangements.
Most letters of credit extend for lessthan one year. The credit risk involved in issuing letters of credit is essentially the
same as that involved in extending loan facilities to customers.

Loans sold with limited recourse are 1-4 family residential mortgages originated by the Bank and sold to various other
financial institutions. These loans are sold with the agreement that a loan may be returned to the Bank within 90 days
of any one of the loan’s first four payments being missed. The Bank’s exposure to credit loss in the event of

nonperformance by the other party to the loan is represented by the contractual notional amount of theloan. The Bank
uses the same credit policiesin making loans held for sale asit does for on-balance-sheet instruments.

The Bank’s exposure to credit loss in the event of non-performance by the other party to the financial instrument for
commitments to extend credit, standby letters of credit and loans sold with limited recourse is represented by the
contractual amount of those instruments. The Bank uses the same credit policies in making commitments and
conditional obligations as it does for on-balance-sheet instruments. In most cases, the Bank reguires collateral to
support financial instruments with credit risk.

December 31
2004 2003
Financial instruments whose contract amounts
represent credit risk:
Commitmentsto extend credit
Variablerate $ 17,295,000 17,618,000
Fixed rate 695,000 1,754,000
$ 17990000 19,372,000
Standby letters of credit $ 552,000 117,000
Loans sold with limited recourse $ 6,157,000 6,713,000

Unused Linesof Credit

At December 31, 2004, the Bank had $5,650,000 of availability on lines of credit to purchase federal funds from unrelated
banks. These lines of credit are available on a one to seven day basis for general corporate purposes of the Bank. All
of the lenders have reserved the right to withdraw these lines at their option.

L egal Contingencies

The Company has, from time to time, various lawsuits and claims arising from the conduct of its business. Such items
are not exp ected to have any material adverse effect on the financial position or results of operations of the Company.
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(14) Employee and Director Benefit Programs

In connection with the Company’s initial public stock offering, the directors received warrants to purchase 212,100
shares of the Company’s common stock at a price of $9.52 per share. The warrants vest equally over a three-year
period beginning December 2, 1999 and expire on December 2, 2010 or 120 days after the warrant holder ceased to serve
as a member of the board of directors. During 2003, 17,850 of these warrants expired due to the fact that the holder
ceased to serve as a member of the board of directors, leaving 194,250 warrants outstanding as of December 31, 2003.
During 2004, a director exercised 4,200 warrants leaving 190,050 warrants outstanding at December 31, 2004. As of
December 31, 2004 and 2003, all of the warrants are exercisable. Also in connection with the Company’s initial public
stock offering, the Company issued 10,500 options at $9.52 per share to a consultant. These options vested
immediately and expire on December 2, 2010.

The Company adopted a Stock Incentive Plan in 2000 covering up to 149,354 shares of the Company’s common stock.
The Plan is administered by a committee of the Board of Directors and provides for the granting of options to purchase
shares of common stock to officers, directors, employees or consultants of the Company and Bank. The exercise price
of each option granted under the Plan will not be less than the fair market value of the shares of common stock subject
to the option on the date of grant as determined by the Board of Directors. Options are exercisablein whole or in part
upon such terms as may be determined by the committee, and are exercisable no later than ten years after the date of
grant. Asof December 31, 2004, 21,633 shares were available for grant under this plan.

A summary status of the Company’s stock option plan as of December 31, 2004 and 2003, and changes during the
years, are presented below:

2004 2003
Weighted A verage Weighted Average
Shares Exercise Price Shares Exercise Price

Outstanding, beginning of year 128,221 $ 9.85 86,536 $ 952
Granted during the year 10,000 16.75 41,685 10.52
Exercised during the year (10,500) 9.97 - -
Cancelled during the year (10.500) 11.30 - -
Outstanding, end of year 17221 1032 128221 9.85
Options exercisable at year end 70961 952 52971 9.52

The weighted average remaining contractual life of these stock options was6.3 years as of December 31, 2004.

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option pricing model with
the following weighted average assumptions for grants in 2004 and 2003:

2004 2003

Weighted average grant date fair value of

options granted during the y ear $4.99 556
Assumptions used to estimate fair value:

Risk-free interest rate 415% 40

Dividend yield 0% 0

Expected volatility 15% 25% - 51%

Expected life 7 years 7 years

The Company sponsors the Lowcountry National Bank Retirement Savings Plan (the “Plan”) for the benefit of all
eligible employees. The Company contributes to the Plan annualy upon approval by the Board of Directors.
Contributions made to the Plan in 2004 and 2003 amounted to $24,314 and $18,764, respectively.

The Company adopted a Director and Executive Officer Deferred Compensation Plan in 2004 that allows directors and
executive officers to defer compensation. Interest accrues quarterly on deferred amounts at a rate which is equal to
75% of the previous quarter’ s return on equity, not to exceed 12%.
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Related Party Transactions

In the normal course of business, officers and directors of the Bank, and certain business organizations and individuals
associated with them, maintain a variety of banking relationships with the Bank. Transactions with officers and
directors are made on terms comparable to those available to other Bank customers. At December 31, 2004 and 2003,
deposits from directors, executive officers, and their related interests aggregated approximately 4,318,000 and
$1,348,000, respectively. The following summary reflects related party loan activity for the years ended December 31,
2004 and 2003:

2004 2003
Beginning balance $ 3,347,000 2,532,000
New loans 2,220,840 3,327,000
Repayments 1,505,840 (2,512,000
Ending balance $ 4,062,000 3,347,000

Regulatory Matters

The Company and the Bank are subject to various regulatory capital requirements administered by the federal banking
agencies. Failure to meet minimum capital requirements can initiate certain mandatory and possibly additional

discretionary actions by regulators that, if undertaken, could have a direct material effect on the financial statements.
Under certain adequacy guidelines and the regulatory framework for prompt corrective action, specific capital
guidelines that involve quantitative measures of the assets, liabilities, and certain off-balance sheet items as cal culated
under regulatory accounting practices must be met. The capital amounts and classification are also subject to
qualitative judgments by the regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company and the Bank to
maintain minimum amounts and ratios (set forth in the table below) of Total and Tier 1 Capital (as defined in the
regulations) to risk-weighted assets (as defined), and of Tier 1 Capital (as defined) to average assets (as defined).

Management believes, as of December 31, 2004, that the Company and the Bank meet all capital adegquacy requirements
to which they are subject.

As of December 31, 2004, the most recent notification from the Federal Deposit Insurance Corporation 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 1 risk-based and Tier 1 leverageratios as set forthin
the table. There are no conditions or events since that notification that management believes have changed the Bank’s
category.

The actual capital amounts and ratios are also presented in the table bel ow.

ToBeWsdl
Capitalized Under
For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
Asof December 31, 2004:
Total Capital
(to Risk Weighted Assets) $13,157,000 11.53% 9,127,000 8.00% 11,400,000 10.0%
Tier 1 Capita
(to Risk Weighted Assets) 12,020,000 10.54% 4564,000 4.00% 6,846,000 6.00%
Tier 1 Capita
(to Average Assets) 12,020,000 8.38% 5734000 4.00% 7,168,000 5.00%
Asof December 31, 2003:
Total Capital
(to Risk Weighted Assets) $8,769,000 11.65% 6,022,000 8.00% 7528000 10.0%
Tier 1 Capital
(to Risk Weighted Assets) 7,903,000 10.50% 3,011,000 4.00% 4517,000 6.00%
Tier 1 Capital
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(to Average Assets) 7,903,000 7.5% 4164000 4.00% 5205000 5.00%
COASTAL BANKING COMPANY, INC. AND SUBSIDIARY
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Regulatory Matters, continued

Cash Dividends — There are not current plans to initiate payment of cash dividends and future dividend policy will
depend on the Bank’ and the Company’s earnings, capital requirements, financial condition and other factors
considered relevant by the Company’s Board of Directors. The Bank isrestricted in its ability to pay dividends under
national banking laws and regulations of the Office of the OCC. Generally, these restrictions require the Bank to pay
dividends derived solely from net profits. Moreover, the OCC's prior approval isrequired if dividends declared in any
calendar year exceed the Bank’s net profit for that year combined with its retained net profits for the preceding two
years.

Stock Dividends — In February 2004, the Company declared a five percent stock dividend to shareholders of record as
of March 12, 2004. The dividend was issued on March 26, 2004. All earnings per share amounts for all periods have
been adjusted to reflect the five percent stock dividend.

Shareholders Equity

Shares of preferred stock may be issued from time to time in one or more series as established by resolution of the
Board of Directors of the Company, up to a maximum of 10,000,000 shares. Each resolution shall include the number of
sharesissued, preferences, special rights and limitations as determined by the Board.

Fair Value of Financial I nstruments

SFAS No. 107, Disclosures about Fair Value of Financial Instruments requires disclosure of fair value information
about financial instruments, whether or not recognized on the face of the balance sheet, for which it is practical to
estimate that value. The assumptions used in the estimation of the fair value of your financial instruments are detailed
below. Where quoted prices are not available, fair values are based on estimates using discounted cash flows and
other valuation techniques. The use of discounted cash flows can be significantly affected by the assumptions used,
including the discount rate and estimates of future cash flows. The following disclosures should not be considered as
representative of the liquidation value of the bank, but rather represent a good-faith estimate of the increase or decrease
in value of financial instruments held by the bank since purchase, origination, or issuance. This analysis has not
undertaken any steps to value any intangibles, which is permitted by the provisions of SFASNo. 107.

Certain items are specifically excluded from the disclosure requirements, including the Company’s common stock,
premises and equipment and other assets and liabilities.

The following methods and assumptions were used in this analysis in estimating the fair value of your financial
instruments:

Cash and due from banks Fair value equals the carrying value of such assets.
I nvestment securities: Fair values for investment secu