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We Know Where Our Style Of Doing Business Will Thrive

In its early years, Middleburg
Bank grew and prospered by
serving the people and busi-
nesses in and around the town
of Middleburg. The values
and culture of the bank and its
customers were virtually
inseparable and they helped to
form the clientcentered service
philosophy that sets us apart
today. As Middleburg Bank
began to expand into other
Loudoun County communities,

1t was only natural for us to seek

out markets that mirrored those

of our earlier successes. That
process 1s, in part, responsible
for the selection of places such
as Purcellville, Leesburg and
Ashburn for expansion and
for our successes there. Now,
we’re expanding again, this
time outside of Loudoun
County. While these communi-
ties are somewhat new to us,
they are in many ways very
familiar. All have a strong
sense of community. They
offer diverse economic bases

in areas once anchored by

farming. They are rich with
young families who need hous-
ing, mortgages, and many of
our financial services. And
they are populated by those
who continue to place a high
value on personal service in
all their business relationships.
In short, they are the types of
communities where Middleburg
Bank has always done well and
where our special brand of
banking has received over-
whelming acceptance. That’s

why we’re going there.




We Know 1he rower Of Fersonal Service

Personal service continues to
dominate the operating philoso-
phy of Middleburg Financial
Corporation and its affiliated
companies. In spite of our orga-
nization’s rapid acceleration
toward the $1 billion asset mark,
clients continue to marvel at our
ability to grow, add sophisticated
products and services, and
embrace technology while both
advocating and delivering a pow-
erful one-on-one relationship
with our clients. These are many

of the reasons we have succeeded

where so many other financial

services companies have failed.
It's Genetic.

It has been said that Middleburg
Financial companies couldn’t
deliver impersonal service if
they tried, because personal
service has become part of our
corporate genetic code. There
may be some truth to that. It
all began in our earliest years
because personal service was
just the way business was done.
But in Middleburg Bank’s evolu-
tion, it became ingrained in the
culture and, in fact, has become

even more important as we’ve

seen the power of personal serv-
ice at work. It remains second
nature to us today.

It's In The People Our
Company Attracts.

An old adage says that “birds

of a feather flock together.”
That seems to be the case at
Middleburg Bank and its affiliat-
ed companies. We have found
through the years that as our
need for good employees has
grown exponentially, our good
fortune of finding service-oriented
people has kept pace. Whether

they were born and raised in




this area or relocated here from
vastly different places hundreds
of miles away, certain types

of people are drawn to our
company. They have a basic
interest in humanity. They
truly care about people. And
they expect a high degree of
personal service themselves.
Personal Service Has Its
Own Rewards.

Delivering superior service is
as rewarding as receiving it.
Our clients go out of their way
to reciprocate when they expe-
rience Middleburg service. From
simple thank-yous to letters
praising our staff’s performance,
our clients are constantly show-
ing their appreciation. The result
is great personal satisfaction for
our staff and a renewed interest
in doing even more. Middleburg
Bank and its affiliated companies
have thousands of client con-
tacts each year. Yet we expect
our employees to treat every

encounter with the highest level

of personal service possible.
And so do our clients.

The Value Of Personal
Service Shows In Our
Performance.

Delivering personal service is the
right thing to do for our clients.
It’s also the right thing to do for
our shareholders. Middleburg
Financial Corporation has shown
spectacular growth over the past
10 years. Our client base and
array of products and services

have grown, and financial yard-

sticks continue to impress our

shareholders. In addition, con-
sumers in and around Loudoun
County give Middleburg Bank
their highest rating year after
year. Clearly, personal service is
an asset every bit as valuable

as our bricks and mortar. It’s
an asset we plan to keep and

enhance for many years to come.



We Know Qur Clients’ Friorities

Client priorities have changed

dramatically in recent years.
Where basic deposit and loan
services once fulfilled the
financial needs of our clients,

now an array of services and

products is not just demanded

but assumed.

The New Model Of
Financial Services.
Think about the number and
types of financial services a
typical family requires today.
It usually starts with a check-
ing account, often combined
with an overdraft protection
line. Then maybe a rainy-day
savings account is added. Of

course there’s a mortgage for
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homeowners, possibly com-
bined with an equity line. If
both parents work, there
could easily be two IRAs or
similar retirement accounts.
And almost always there is at
least one automobile loan.

In that simple scenario there
are eight different account
relationships. In more affluent
households it’s not unusual to
also expect one or more invest-
ment accounts and a trust
relationship. In the past, clients
have found it necessary to use
anywhere from two to five or
even more financial services

companies in order to properly

manage all their financial needs.

Our clients have told us they

would prefer to consolidate

these services with one provider.

So, Middleburg Bank has incor-
porated this idea into building
financial service centers, not
just branches, that are larder

than a typical branch and

essentially operate as stand-
alone community banks within
the markets we serve. Clients
are offered a comprehensive
array of financial services at

one place, managed by a client

coordinator who is supported

on site by experts in the vari-

ous financial areas.

The End Of The Bank
Branch As You Know It.

Bank branches for the most
part have not changed much in
more than 100 years. A small
lobby supported by a line of
tellers, a drive-thru facility and

a couple of desks for customer



banking environment, our service, they also wanted one-
newer offices also feature a stop financial services. They
fireplace, easy chairs, and all wanted a more comfortable
locations offer complimentary  atmosphere in which to do
beverage service. business. And they wanted to
We'd Like To Take Credit deal with one person who could
For Our New Financial  coordinate all their accounts
Centers. But We Can't. with a team of financial profes-

Our changes have met with sionals to maximize the poten-

exceptional client approval. But  tial of their assets. When we

service representatives describe

_ we can'’t take all the credit. listen to our clients, it’s always
at least 90 % of all branches in

America. Middleburg Bank

Our new financial service cen- much easier to know where we

ter model was developed based are going.
has changed that model. In our

lobbies, all front line staff hold

the title of Client Service

on our clients’ direction. While

they appreciated our personal

Representative. Private offices “ , . N
and a concierge station allow ‘ p— |

for more efficient and confi- ; .

dential financial interactions.
In addition to traditional bank-

ing activities, our financial

service centers now offer com-
mercial banking, mortgage,
investment services and trust
representatives on site to fulfill
all financial needs under one

roof. Completing this enhanced




Letter 1o Snarenolders

Dear Shareholders:

Middleburg Financial Corporation
continued to grow in 2004. Assets
increased by 19% to $606.1
million, another new milestone for
the company. Deposits increased
by 14.8% to $425.9, a reflection
of continued client acceptance

of our bank and its affiliates as

a leading financial services
provider to the region. We were
especially gratified by a 33.8%
increase in loans, which con-
tributed significantly to the
company’s asset growth.
However, as we anticipated,
our growth has come with some
costs. Net income for the year
ending December 31, 2004, was
$7.1 million, a decrease of 13.7%
from the preceding year’s record
net profit of $8.2 million. The
primary factors contributing to
the decline in net income were a
decreased net interest margin,
an increase in provision for
loan losses, and expenses related
to opening a new financial service
center in Reston in November of

2004. Additionally, a decline in
mortgage banking income and a
reduction in income realized
from the sale of investment
securities contributed to the
earnings decrease.

While we are disappointed to
report our first decrease in year-
to-year net income in many
years, we are encouraged by the
company’s net profit of $7.1
million, our second-best earnings
year ever. We continue to perform
well as compared to our peer
financial services companies in
virtually all categories.

Our investment management
affiliates, Tredegar Trust
Company and Gilkison
Patterson Investment Advisors
(GPIA), also showed notable
increases in 2004. Assets under
administration at Tredegar have
increased by $67.7 million or
13.2% since December 31, 2003,
to $578.3 million at December
31, 2004. New business devel-
opment for Tredegar, in the
Richmond and Tidewater areas,
as well as Loudoun and
Fauquier Counties, has been
impressive this past year, reach-
ing record levels near $60 mil-
lion. Investment advisory fee
income at GPIA increased 1.4 %
to $2.1 million for the year
ended December 31, 2004.
GPIA’s total assets under man-
agement were $565.8 million at
December 31, 2004.

The opening of our Reston
Financial Service Center in
November marked Middleburg
Bank’s first move outside of

Loudoun County. This office
emphasizes commercial banking
and corporate cash management
operations, as well as traditional
banking services. Middleburg
Bank’s community focus and
client-centered service culture
align naturally with Reston’s
business and neighborhood
growth philosophy and we are
already seeing strong support in
that market.

In 2005, we will open a new,
full-service financial center in
Warrenton in Fauquier County.
We are considering additional
opportunities in Fauquier since
the demographics and culture of
that market closely resemble
those in Loudoun County where
we have been so successful.

The Board of Directors,
management and employees of
Middleburg Financial Corporation
look forward to the continued
implementation of our long-range
plan for enhanced client relation-
ships, geographic growth and
profitability. It is exciting to see
our plans validated by our clients’
acceptance of our branch expan-
sion plan and methods of more
efficiently providing financial serv-
ices. We continue to be optimistic
about our future because we know
where we’re going. We appreciate
our shareholders’ continued
support along the way.

Best regards,
Joseph L. Boling
Chairman of the Board & CEO



Selected Financial Data

come Statement Data:
interest income
Interest expense

Net interest income
“rovision for loan losses
Vet interest income after
provision for loan losses
Voninterest income
securities gains (losses)
Noninterest expense

ncome before income taxes
ncome taxes

Net income

:r Share Data: (2)

Net Income, Basic

Net Income, Diluted
Zash Dividends

300k value at period end

:lance Sheet Data:

Assets

.oans, net of unearned income
securities

Jeposits

shareholders' equity

Average shares outstanding, Basic (2)
Average shares outstanding, Diluted (2)

rformance Ratios:
Return on Average Assets
Return on Average Equity
Capital to Assets
Dividend payout
Efficiency (1)

:pital and Liquidity Ratios:
Risk-based capital ratios:

Lier 1 capital

Lotal capital

Leverage

2004

$26,667
6,033

$20,634
796

$19,838

8,476
118

18,559

$9,873

2,781
$7,092

$1.86
1.81
0.76
13.54

$606,121

348,824
174,388
425,879
51,562
3,804
3,919

1.29%
14.31%
8.51%
40.76 %
61.92%

14.2%
15.1%
10.2%

Years ended December 31,

2003

(In thousands, except ratios and per share amounts)

$24,780
5,576

$19,204
575

$18,629
9,499
422
16,887

$11,663
3,444

$8,219

$2.18
2.13
0.69
12.44

$509,404
260,717
194,581
369,986
47,327
3,770
3,867

1.78 %
18.27%
9.30%
31.69 %
57.00%

14.4%
15.6%
11.3%

2002

$23,758

6,524

$17,234

300

$16,934
7,312
(73)

15,526

$8,647

2,335
$6,312

$1.73
1.69
0.60
11.18

$425,284
212,107
163,673
328,903
41,410
3,642
3,726

1.62%
17.24%
9.74%
34.58%
60.93 %

14.8%
15.6%
10.6 %

2001 2000
$21,822 $19,209
7,814 7,041
$14,008 $12,168
300 400
$13,708 $11,768
4,827 3,669
384 (204)
11,947 9,555
$6,972 $5,678
1,755 1,450
$5,217 $4,228
$1.49 $1.22
1.46 1.21
0.50 0.42
8.66 7.84
$354,411 $289,461
196,400 177,598
124,351 81,577
271,731 224,640
30,338 27,271
3,492 3,482
3,566 3,504
1.67% 1.62%
17.55% 17.46%
8.57% 9.42%
33.53% 34.57%
60.4% 57.4%
16.4% 12.7%
17.3% 13.6%
12.5% 9.7%

(1) Computed by dividing noninterest expense by the sum of net interest income on a tax equivalent basis and
noninterest income, net of securities gains or losses.

(2) Adjusted for the two-for-one stock split effective November 17, 2003.
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PART I
ITEM 1. BUSINESS
General

Middleburg Financial Corporation (the “Company”) is a bank holding company that was
incorporated under Virginia law in 1993. The Company changed its name in May 2002 from
“Independent Community Bankshares, Inc.” to “Middleburg Financial Corporation.” The Company
conducts its primary operations through three wholly owned subsidiaries, Middleburg Bank (the “Bank™),
Tredegar Trust Company (“Tredegar™), both of which are chartered under Virginia law, and Gilkison
Patterson Investment Advisors, Inc. (“GPIA”), which is a SEC registered investment advisor.

The Bank has six full service branches and one limited service facility. The Bank has its main
office at 111 West Washington Street, Middleburg, Virginia 20117, and has offices in Ashburn, Leesburg,
Purcellville and Reston, Virginia. The Bank opened for business on July 1, 1924,

Tredegar has its main office at 821 East Main Street, Richmond, Virginia 23219, and a branch
office in Middleburg, Virginia. Tredegar opened for business in January 1994.

GPIA has its main office at 1901 North Beauregard Street, Alexandria, VA 22311.

The Bank serves western Loudoun County and the northemn part of Fairfax County. Loudoun
County is in northwestern Virginia and included in the Washington-Baltimore Metropolitan statistical
area. Loudoun County’s population is approximately 229,000 as of June 30, 2004, with over one-third of
the population located in the Company’s markets. The local economy is driven by service industries
requiring a high skill level, self-employed individuals, the equine industry and the independently wealthy.
Fairfax County is in northern Virginia and is included in the Washington-Baltimore Metropolitan
statistical area. Fairfax County’s population is approximately 1,022,000 as of January 31, 2004. The
local economy is driven by service industries and federal, state and local governments. Tredegar serves
primarily the greater Richmond area including the counties of Henrico, Chesterfield, Hanover, Goochland
and Powhatan, as well as Fairfax and Loudoun Counties. However, Tredegar does have clients outside of
its primary market. Richmond is the state capital of Virginia, and the greater Richmond area has a
population in excess of 997,000 as of the 2000 U. S. Census. GPIA primarily serves the District of
Columbia metropolitan area including contingent markets in Virginia and Maryland but also has clients in
25 other states.

The Company, through its subsidiaries, offers a wide range of banking, fiduciary and investment
management services available to both individuals and small businesses. The banking services include
various types of checking and savings deposit accounts, and the making of business, real estate,
development, mortgage, home equity, automobile and other installment, demand and term loans. Also,
the Bank offers ATMs at all locations, internet banking, travelers’ checks, money orders, safe deposit
rentals, collections, notary public, wire services and other traditional bank services to its customers.
Tredegar provides a variety of investment management and fiduciary services including trust and estate
settlement. Tredegar can also serve as escrow agent, attorney-in-fact, guardian of property or trustee of
an IRA. GPIA provides fee based investment management services for its clients.

The Bank has one wholly owned subsidiary, Middleburg Bank Service Corporation. Middleburg
Bank Service Corporation is a partner in a limited liability company, Bankers Title Shenandoah, LLC,
which sells title insurance to its members. Middleburg Bank Service Corporation has also invested in two
other limited liability companies, Virginia Bankers Insurance Center, LLC and Bankers Investment
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Group, LLC. Virginia Bankers Insurance Center, LLC acts as a broker for insurance sales for its member
banks and Bankers Investment Group act as a broker dealer for sales of investment products to clients of
its member banks. The Company has two wholly owned subsidiaries, ICBI Capital Trust [ and MFC
Capital Trust II, which are Delaware Business Trusts that the Company formed in connection with the
issuance of trust preferred debt in November 2001 and December 2003.

On April 15, 2003, the Bank acquired 40% of the issued and outstanding membership interest
units of Southern Trust Mortgage, LLC (“Southern Trust”). The Bank acquired the membership interest
units in equal proportion from the seven members of Southern Trust, all of whom own, in the aggregate,
the remaining issued and outstanding units of Southern Trust. Southern Trust is a regional mortgage
lender headquartered in Norfolk, Virginia and has offices in Virginia, Maryland, North Carolina, South
Carolina and Georgia.

As of December 31, 2004, the Company had a total of 171 full time equivalent employees. The
Company considers relations with its employees to be excellent. The Company’s employees are not
represented by a collective bargaining unit.

Segment Reporting

The Company operates in a decentralized fashion in two principal business activities: banking
services and trust and investment advisory services. Revenue from banking activities consists primarily
of interest earned on loans and investment securities and service charges on deposit accounts through the
Bank. Through the Bank’s 40% investment in Southern Trust, the Company also recognizes its share of
the net income from the Southern Trust investment in the other income section of the Bank’s income
statement.

Revenues from trust and investment advisory activities are comprised mostly of fees based upon
the market value of the accounts under administration. The trust and investment advisory services are
conducted by two subsidiaries of the Company, Tredegar and GPIA.

The banking segment has assets in custody with Tredegar and accordingly pays Tredegar a
monthly fee. The banking segment also pays interest to both Tredegar and GPIA on deposit accounts each
company has at the Bank. GPIA pays the Company a management fee each month for accounting and
other services provided. Transactions related to these relationships are eliminated to reach consolidated
totals.




The following tables present segment information for the years ended December 31, 2004 and

2003.
December 31, 2004 December 31, 2003
Trust and Trust and
Investment Intercompany Investment Intercompany

Banking Adyvisory Eliminations Consolidated Banking Advisory Eliminations Consolidated

n Thousands)

evenues:

ierest income $ 26643 § 40 3 (16) $ 26,667 $§ 24745 % 43 3 ®) § 24,730
rust and investment advisory
fee income - 3,782 (94) 3,688 - 3,527 74) 3,453

iher income 4,947 - (42) 4,906 6,512 1 (45) 6,468
otal operating income 31,590 3,823 (152) 35,261 31,257 3,571 (127 34,701
xXpenses:

iterest expense 6,049 - (16) 6,033 5,584 - 8 5,576
alaries and employee benefits 8,833 2,054 - 10,887 8,152 1,845 - 9,997
rovision for loan losses 796 - - 796 575 - - 575
ither 6,609 1,199 (136) 7,672 5,790 1,219 (119) 6,890
otal operating expenses 22,287 3,253 (152) 25,388 20,101 3,064 (127) 23,038
icome before income taxes 9,303 570 - 9,873 11,156 507 - 11,663
fovision for income taxes 2,513 268 - 2,781 3,195 249 - 3,444
et income $ 679 § 302§ - $ 7092 § 7961 § 258 § - 3 8,219
‘otal assets $ 600,033 3§ 7,658 $ (1,570) § 606,121 $ 508,039 § 8,017 3 (6,652) $ 509,404
“apital expenditures $ 6,194 § 1 3 - $ 6,195 % 601 % 56 8 -8 657

Competition

The Company faces significant competition for both loans and deposits. Competition for loans
comes from commercial banks, savings and loan associations and savings banks, mortgage banking
subsidiaries of regional commercial banks, subsidiaries of national mortgage bankers, insurance
companies, and other institutional lenders. Its most direct competition for deposits has historically come
from savings and loan associations and savings banks, commercial banks, credit unions and other
financial institutions. Based upon total deposits at June 30, 2004 as reported to the FDIC, the Company
has the second largest share of deposits with 18.3% market share among the banking organizations
operating in Loudoun County, Virginia. With its acquisition of First Virginia Banks in July 2003, BB&T
Corporation has gained the largest share of deposits in the market. Statistical data for Fairfax County did
not include our Reston location as of the latest FDIC report. The Company also faces competition for
deposits from short-term money market mutual funds and other corporate and government securities
funds.

Tredegar competes for clients and accounts with banks, other financial institutions and money
managers. Even though many of these institutions have been engaged in the trust or investment
management business for a considerably longer period of time than Tredegar and have significantly



greater resources, Tredegar has grown through its commitment to quality trust and investment
management services and a local community approach to business.

GPIA competes for its clients and accounts with other money managers and investment brokerage
firms. Like the rest of the Company, GPIA is dedicated to quality service and high investment
performance for its clients. GPIA, which was formerly known as Kahn Brothers Investment Management
Company, has successfully operated in its markets for 23 years. Upon entering into a purchase option
with the Company, KBIMC changed its name to “Gilkison Patterson Investment Advisors, Inc.”

Lending Activities
Credit Policies

The principal risk associated with each of the categories of loans in the Bank’s portfolio is the
creditworthiness of its borrowers. Within each category, such risk is increased or decreased, depending
on prevailing economic conditions. In an effort to manage the risk, the Bank’s loan policy gives loan
amount approval limits to individual loan officers based on their position and level of experience. The
risk associated with real estate mortgage loans, commercial and consumer loans varies, based on market
employment levels, consumer confidence, fluctuations in the value of real estate and other conditions that
affect the ability of borrowers to repay indebtedness. The risk associated with real estate construction
loans varies, based on the supply and demand for the type of real estate under construction.

The Bank has written policies and procedures to help manage credit risk. The Bank utilizes an
outside third party loan review process that includes regular portfolio reviews to establish loss exposure
and to ascertain compliance with the Bank’s loan policy.

The Bank uses a Directors Loan Committee to approve loans. The Directors Loan Committee is
composed of five Directors, of which four are independent Directors. The Directors Loan Committee
approves new credits, renewed and modified credits that exceed officer loan authorities. The chairman of
the Directors Loan Committee is the president and CEO of the Bank. A quorum is reached when three
members are present, of which two are independent Directors. The approval of an application is met with
four votes. In addition, the Directors Loan Committee reports all new loans reviewed and approved to the
Bank’s Board of Directors monthly. Monthly reports shared with the Directors Loan Committee include
names and monetary amounts of all new credits in excess of $12,500 which had been extended; a watch
list including names, monetary amounts, risk rating and payment status; non accruals and charge offs as
recommended and a list of overdrafts. The Directors Loan Committee also reviews lending policies
proposed by management.

In the normal course of business, the Bank makes various commitments and incurs certain
contingent liabilities which are disclosed but not reflected in its annual financial statements including
commitments to extend credit. At December 31, 2004, commitments to extend credit totaled $71.0
million.

Construction Lending

The Bank makes local construction loans, primarily residential, and land acquisition and
development loans. The construction loans are secured by residential houses under construction and the
underlying land for which the loan was obtained. At December 31, 2004, construction, land and land
development loans outstanding were $45.5 million, or 13.0%, of gross loans. Approximately 95% of
these loans are concentrated in the Loudoun County, Virginia markets. The average life of a construction
loan is approximately 12 months and it reprices monthly to meet the market, typically prime plus one
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percent. Because the interest rate charged on these loans floats with the market, the construction loans
help the Company in managing its interest rate risk. Construction lending entails significant additional
risks, compared with residential mortgage lending. Construction loans often involve larger loan balances
concentrated with single borrowers or groups of related borrowers. Another risk involved in construction
lending is attributable to the fact that loan funds are advanced upon the security of the land or home under
construction, which value is estimated prior to the completion of construction. Thus, it is more difficult
to evaluate accurately the total loan funds required to complete a project and related loan-to-value ratios.
To mitigate the risks associated with construction lending, the Bank generally limits loan amounts to 75%
to 85% of appraised value, in addition to analyzing the creditworthiness of its borrowers. The Bank also
obtains a first lien on the property as security for its construction loans and typically requires personal
guarantees from the borrower’s principal owners.

Commercial Business Loans

Commercial business loans generally have a higher degree of risk than residential mortgage
loans, but have higher yields. To manage these risks, the Bank generally obtains appropriate collateral
and personal guarantees from the borrower’s principal owners and monitors the financial condition of its
business borrowers. Residential mortgage loans generally are made on the basis of the borrower’s ability
to make repayment from his employment and other income and are secured by real estate whose value
tends to be readily ascertainable. In contrast, commercial business loans typically are made on the basis
of the borrower’s ability to make repayment from cash flow from its business and are secured by business
assets, such as commercial real estate, accounts receivable, equipment and inventory. As a result, the
availability of funds for the repayment of commercial business loans is substantially dependent on the
success of the business itself. Furthermore, the collateral for commercial business loans may depreciate
over time and generally cannot be appraised with as much precision as residential real estate. The Bank
has an outside third party loan review and monitoring process to regularly assess the repayment ability of
commercial borrowers. At December 31, 2004, commercial loans totaled $27.1 million, or 7.8% of the
total loan portfolio.

Commercial Real Estate Lending

Commercial real estate loans are secured by various types of commercial real estate in the Bank’s
market area, including multi-family residential buildings, commercial buildings and offices, small
shopping centers and churches. At December 31, 2004, commercial real estate loans aggregated $125.3
million, or 35.9%, of the Bank’s gross loans.

In its underwriting of commercial real estate, the Bank may lend, under internal policy, up to 80%
of the secured property’s appraised value. Commercial real estate lending entails significant additional
risk, compared with residential mortgage lending. Commercial real estate loans typically involve larger
loan balances concentrated with single borrowers or groups of related borrowers. Additionally, the
payment experience on loans secured by income producing properties is typically dependent on the
successful operation of a business or a real estate project and thus may be subject, to a greater extent, to
adverse conditions in the real estate market or in the economy generally. The Bank’s commercial real
estate loan underwriting criteria require an examination of debt service coverage ratios and the borrower’s
creditworthiness, prior credit history and reputation. The Bank also evaluates the location of the security
property and typically requires personal guarantees or endorsements of the borrowers’ principal owners.

One-to-Four-Family Residential Real Estate Lending
Residential lending activity may be generated by the Bank’s loan originator solicitation, referrals

by real estate professionals, existing or new bank clients and purchases of whole loans from Southern
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Trust. Loan applications are taken by a Bank loan officer. As part of the application process, information
is gathered concerning income, employment and credit history of the applicant. Loans are underwritten
using the Bank’s underwriting guidelines. Security for the majority of the Bank’s residential lending is in
the form of owner occupied one-to-four-family dwellings. The valuation of residential collateral is
provided by independent fee appraisers who have been approved by the Bank’s Board of Directors.

The Bank also originates a non-conforming adjustable rate product with a higher entry level rate
and margin than that of the conforming adjustable rate products. This non-conforming loan provides yet
another outlet for loans not meeting secondary market guidelines. The Bank keeps these loans in its loan
portfolio. Interest rates on adjustable rate products offered by the Bank are tied to fixed rates issued by
the Federal Home Loan Bank of Atlanta plus a spread. The Bank’s ARM products contain interest rate
caps at adjustment periods and rate ceilings based on a cap over and above the original interest rate.

At December 31, 2004, $135.7 million, or 38.9%, of the Bank’s loan portfolio consisted of one-to
four-family residential real estate loans. Of the $135.7 million, $89.7 million were fixed rate mortgages
while the remaining $46.0 million were adjustable rate mortgages. The fixed rate loans are typically 3, 5,
7 or 10 year balloons amortized over a 30 year period. The Bank has about $21.8 million in fixed rate
loans that have maturities of 15 years or greater. Approximately 57.4% of the $51.4 million of fixed rate
loans have maturities of 5 years or less.

In connection with residential real estate loans, the Bank requires title insurance, hazard insurance
and if required, flood insurance. Flood determination letters with life of loan tracking are obtained on all
federally related transactions with improvements serving as security for the transaction. The Company
does require escrows for real estate taxes and insurance.

Consumer Lending

The Bank offers various secured and unsecured consumer loans, including unsecured personal
loans and lines of credit, automobile loans, deposit account loans, installment and demand loans, credit
cards, and home equity lines of credit and loans. At December 31, 2004, the Bank had consumer loans of
$11.9 million or 3.4% of gross loans. Such loans are generally made to customers with which the Bank
has a pre-existing relationship. The Bank currently originates all of its consumer loans in its geographic
market area. Most of the consumer loans are tied to the prime lending rate and reprice monthly.

Consumer loans may entail greater risk than residential mortgage loans, particularly in the case of
consumer loans which are unsecured, such as lines of credit, or secured by rapidly depreciable assets such
as automobiles. In such cases, any repossessed collateral for a defaulted consumer loan may not provide
an adequate source of repayment of the outstanding loan balance as a result of the greater likelihood of
damage, loss or depreciation. The remaining deficiency often does not warrant further substantial
collection efforts against the borrower. In addition, consumer loan collections are dependent on the
borrower’s continuing financial stability, and thus are more likely to be adversely affected by job loss,
divorce, illness or personal bankruptcy. Furthermore, the application of various federal and state laws,
including federal and state bankruptcy and insolvency laws, may limit the amount which can be recovered
on such loans. Such loans may also give rise to claims and defenses by a consumer borrower against an
assignee of collateral securing the loan such as the Bank, and a borrower may be able to assert against
such assignee claims and defenses which it has against the seller of the underlying collateral. Consumer
loan delinquencies often increase over time as the loans age.

The underwriting standards employed by the Bank for consumer loans include a determination of

the applicant’s payment history on other debts and an assessment of ability to meet existing obligations
and payments on the proposed loan. The stability of the applicant’s monthly income may be determined
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by verification of gross monthly income from primary employment, and additionally from any verifiable
secondary income. Although creditworthiness of the applicant is of primary consideration, the
underwriting process also includes an analysis of the value of the security in relation to the proposed loan
amount.

Supervision and Regulation
General

As a bank holding company, the Company is subject to regulation under the Bank Holding
Company Act of 1956, as amended, and the examination and reporting requirements of the Board of
Governors of the Federal Reserve System. As a state-chartered commercial bank, the Bank is subject to
regulation, supervision and examination by the Virginia State Corporation Commission’s Bureau of
Financial Institutions. It is also subject to regulation, supervision and examination by the Federal Reserve
Board. Other federal and state laws, including various consumer and compliance laws, govern the
activities of the Bank, the investments that it makes and the aggregate amount of loans that it may grant to
one borrower.

The following description summarizes the significant federal and state laws applicable to the
Company and its subsidiaries. To the extent that statutory or regulatory provisions are described, the
description is qualified in its entirety by reference to that particular statutory or regulatory provision.

The Bank Holding Company Act

Under the Bank Holding Company Act, the Company is subject to periodic examination by the
Federal Reserve and required to file periodic reports regarding its operations and any additional
information that the Federal Reserve may require. Activities at the bank holding company level are
limited to:

¢ banking, managing or controlling banks;

+ furnishing services to or performing services for its subsidiaries; and

e engaging in other activities that the Federal Reserve has determined by regulation or
order to be so closely related to banking as to be a proper incident to these activities.

Some of the activities that the Federal Reserve Board has determined by regulation to be proper
incidents to the business of a bank holding company include making or servicing loans and specific types
of leases, performing specific data processing services and acting in some circumstances as a fiduciary or
investment or financial adviser.

With some limited exceptions, the Bank Holding Company Act requires every bank holding
company to obtain the prior approval of the Federal Reserve before:

» acquiring substantially all the assets of any bank;

e acquiring direct or indirect ownership or control of any voting shares of any bank if
after such acquisition it would own or control more than 5% of the voting shares of
such bank (unless it already owns or controls the majority of such shares); or

» merging or consolidating with another bank holding company.

In addition, and subject to some exceptions, the Bank Holding Company Act and the Change in

Bank Control Act, together with their regulations, require Federal Reserve approval prior to any person or
company acquiring “control” of a bank holding company. Control is conclusively presumed to exist if an
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individual or company acquires 25% or more of any class of voting securities of the bank holding
company. Control is rebuttably presumed to exist if a person acquires 10% or more, but less than 25%, of
any class of voting securities and either has registered securities under Section 12 of the Securities
Exchange Act of 1934 or no other person owns a greater percentage of that class of voting securities
immediately after the transaction. The regulations provide a procedure for challenging this rebuttable
control presumption.

In November 1999, Congress enacted the Gramm-Leach-Bliley Act, which made substantial
revisions to the statutory restrictions separating banking activities from other financial activities. Under
the GLBA, bank holding companies that are well-capitalized and well-managed and meet other conditions
can elect to become “financial holding companies.” As financial holding companies, they and their
subsidiaries are permitted to acquire or engage in previously impermissible activities such as insurance
underwriting, securities underwriting and distribution, travel agency activities, insurance agency
activities, merchant banking and other activities that the Federal Reserve determines to be financial in
nature or complementary to these activities. Financial holding companies continue to be subject to the
overall oversight and supervision of the Federal Reserve, but the GLBA applies the concept of functional
regulation to the activities conducted by subsidiaries. For example, insurance activities would be subject
to supervision and regulation by state insurance authorities. Although the Company has not elected to
become a financial holding company in order to exercise the broader activity powers provided by the
GLBA, the Company will likely elect do so in the future.

Payment of Dividends

The Company is a legal entity separate and distinct from its banking and other subsidiaries. The
majority of the Company’s revenues are from dividends paid to the Company by its subsidiaries. The
Bank is subject to laws and regulations that limit the amount of dividends it can pay. In addition, both the
Company and the Bank are subject to various regulatory restrictions relating to the payment of dividends,
including requirements to maintain capital at or above regulatory minimums. Banking regulators have
indicated that banking organizations should generally pay dividends only if the organization’s net income
available to common shareholders over the past year has been sufficient to fully fund the dividends and
the prospective rate of earnings retention appears consistent with the organization’s capital needs, asset
quality and overall financial condition. The Company does not expect that any of these laws, regulations
or policies will materially affect the ability of the Bank to pay dividends. During the year ended
December 31, 2004, the Bank declared $2.2 million in dividends payable to the Company.

The FDIC has the general authority to limit the dividends paid by insured banks if the payment is
deemed an unsafe and unsound practice. The FDIC has indicated that paying dividends that deplete a
bank’s capital base to an inadequate level would be an unsound and unsafe banking practice.

Insurance of Accounts, Assessments and Regulation by the FDIC

The deposits of the Bank are insured by the FDIC up to the limits set forth under applicable law.
The deposits of the Bank subsidiary are subject to the deposit insurance assessments of the Bank
Insurance Fund (“BIF”) of the FDIC.

The FDIC has implemented a risk-based deposit insurance assessment system under which the
assessment rate for an insured institution may vary according to regulatory capital levels of the institution
and other factors, including supervisory evaluations. For example, depository institutions insured by the
BIF that are “well capitalized” and that present few or no supervisory concerns are required to pay only
the statutory minimum assessment of $2,000 annually for deposit insurance, while all other banks are
required to pay premiums ranging from .03% to .27% of domestic deposits. These rate schedules are
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subject to future adjustments by the FDIC. In addition, the FDIC has authority to impose special
assessments from time to time.

The FDIC is authorized to prohibit any BIF-insured institution from engaging in any activity that
the FDIC determines by regulation or order to pose a serious threat to the respective insurance fund.
Also, the FDIC may initiate enforcement actions against banks, after first giving the institution’s primary
regulatory authority an opportunity to take such action. The FDIC may terminate the deposit insurance of
any depository institution if it determines, after a hearing, that the institution has engaged or is engaging
in unsafe or unsound practices, is in an unsafe or unsound condition to continue operations, or has
violated any applicable law, regulation, order or any condition imposed in writing by the FDIC. It also
may suspend deposit insurance temporarily during the hearing process for the permanent termination of
insurance, if the institution has no tangible capital. If deposit insurance is terminated, the deposits at the
institution at the time of termination, less subsequent withdrawals, shall continue to be insured for a
period from six months to two years, as determined by the FDIC. The Company is not aware of any
existing circumstances that could result in termination of any of the Bank’s deposit insurance.

Capital Requirements

The Federal Reserve Board has issued risk-based and leverage capital guidelines applicable to
banking organizations that it supervises. Under the risk-based capital requirements, the Company and the
Bank are each generally required to maintain a minimum ratio of total capital to risk-weighted assets
(including certain off-balance sheet activities, such as standby letters of credit) of 8%. At least half of the
total capital must be composed of “Tier 1 Capital,” which is defined as common equity, retained earnings
and qualifying perpetual preferred stock, less certain intangibles. The remainder may consist of “Tier 2
Capital,” which is defined as specific subordinated debt, some hybrid capital instruments and other
qualifying preferred stock and a limited amount of the loan loss allowance. In addition, each of the
federal banking regulatory agencies has established minimum leverage capital requirements for banking
organizations. Under these requirements, banking organizations must maintain a minimum ratio of Tier 1
capital to adjusted average quarterly assets equal to 3% to 5%, subject to federal bank regulatory
evaluation of an organization’s overall safety and soundness. In sum, the capital measures used by the
federal banking regulators are:

s the Total Capital ratio, which is the total of Tier 1 Capital and Tier 2 Capital;

s the Tier 1 Capital ratio; and

o the leverage ratio.

Under these regulations, a bank will be:

e “well capitalized” if it has a Total Capital ratio of 10% or greater, a Tier 1 Capital
ratio of 6% or greater, and is not subject to any written agreement, order, capital
directive, or prompt corrective action directive by a federal bank regulatory agency to
meet and maintain a specific capital level for any capital measure;

s “adequately capitalized” if it has a Total Capital ratio of 8% or greater, a Tier 1
Capital ratio of 4% or greater, and a leverage ratio of 4% or greater — or 3% in certain
circumstances — and is not well capitalized;

¢ “undercapitalized” if it has a Total Capital ratio of less than 8% or greater, a Tier 1

Capital ratio of less than 4% - or 3% in certain circumstances;
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e “significantly undercapitalized” if it has a Total Capital ratio of less than 6%, a Tier 1
Capital ratio of less than 3%, or a leverage ratio of less than 3%; or

s ‘“critically undercapitalized” if its tangible equity is equal to or less than 2% of
average quarterly tangible assets.

The risk-based capital standards of the Federal Reserve Board explicitly identify concentrations
of credit risk and the risk arising from non-traditional activities, as well as an institution’s ability to
manage these risks, as important factors to be taken into account by the agency in assessing an
institution’s overall capital adequacy. The capital guidelines also provide that an institution’s exposure to
a decline in the economic value of its capital due to changes in interest rates be considered by the agency
as a factor in evaluating a banking organization’s capital adequacy.

The FDIC may take various corrective actions against any undercapitalized bank and any bank
that fails to submit an acceptable capital restoration plan or fails to implement a plan accepted by the
FDIC. These powers include, but are not limited to, requiring the institution to be recapitalized,
prohibiting asset growth, restricting interest rates paid, requiring prior approval of capital distributions by
any bank holding company that controls the institution, requiring divestiture by the institution of its
subsidiaries or by the holding company of the institution itself, requiring new election of directors, and
requiring the dismissal of directors and officers. The Bank presently maintains sufficient capital to
remain in compliance with these capital requirements.

Other Safety and Soundness Regulations

There are a number of obligations and restrictions imposed on bank holding companies and their
depository institution subsidiaries by federal law and regulatory policy that are designed to reduce
potential loss exposure to the depositors of such depository institutions and to the FDIC insurance funds
in the event that the depository institution is insolvent or is in danger of becoming insolvent. For
example, under the requirements of the Federal Reserve Board with respect to bank holding company
operations, a bank holding company is required to serve as a source of financial strength to its subsidiary
depository institutions and to commit resources to support such institutions in circumstances where it
might not do so otherwise. In addition, the “cross-guarantee” provisions of federal law require insured
depository institutions under common control to reimburse the FDIC for any loss suffered or reasonably
anticipated by the FDIC as a result of the insolvency of commonly controlled insured depository
institutions or for any assistance provided by the FDIC to commonly controlled insured depository
institutions in danger of failure. The FDIC may decline to enforce the cross-guarantee provision if it
determines that a waiver is in the best interests of the deposit insurance funds. The FDIC’s claim for
reimbursement under the cross guarantee provisions is superior to claims of shareholders of the insured
depository institution or its holding company but is subordinate to claims of depositors, secured creditors
and nonaffiliated holders of subordinated debt of the commonly controlled insured depository institutions.

Interstate Banking and Branching

Current federal law authorizes interstate acquisitions of banks and bank holding companies
without geographic limitation. Effective June 1, 1997, a bank headquartered in one state is authorized to
merge with a bank headquartered in another state, as long as neither of the states had opted out of such
interstate merger authority prior to such date. After a bank has acquired branches in a state through an
interstate merger transaction, the bank may establish and acquire additional branches at any location in
the state where a bank headquartered in that state could have established or acquired branches under
applicable federal or state law.
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Monetary Policy

The commercial banking business is affected not only by general economic conditions but also by
the monetary policies of the Federal Reserve Board. The instruments of monetary policy employed by
the Federal Reserve Board include open market operations in United States government securities,
changes in the discount rate on member bank borrowing and changes in reserve requirements against
deposits held by all federally insured banks. The Federal Reserve Board’s monetary policies have had a
significant effect on the operating results of commercial banks in the past and are expected to continue to
do so in the future. In view of changing conditions in the national and international economy and in the
money markets, as well as the effect of actions by monetary fiscal authorities, including the Federal
Reserve Board, no prediction can be made as to possible future changes in interest rates, deposit levels,
loan demand or the business and earnings of the Bank.

Federal Reserve System

In 1980, Congress enacted legislation that imposed reserve requirements on all depository
institutions that maintain transaction accounts or non-personal time deposits. NOW accounts, money
market deposit accounts and other types of accounts that permit payments or transfers to third parties fall
within the definition of transaction accounts and are subject to these reserve requirements, as are any non-
personal time deposits at an institution. For net transaction accounts in 2005, the first $7.0 million, up
from $6.6 million in 2004, will be exempt from reserve requirements. A three percent reserve ratio will
be assessed on net transaction accounts over $7.0 million up to and including $47.4 million, up from
$45.4 million in 2004. A 10 percent reserve ratio will be applied above $47.6 million. These percentages
are subject to adjustment by the Federal Reserve Board. Because required reserves must be maintained in
the form of vault cash or in a non-interest-bearing account at, or on behalf of, a Federal Reserve Bank, the
effect of the reserve requirement is to reduce the amount of the institution’s interest-earning assets.

Transactions with Affiliates

Transactions between banks and their affiliates are governed by Sections 23A and 23B of the
Federal Reserve Act. An affiliate of a bank is any bank or entity that controls, is controlled by or is under
common control with such bank. Generally, Sections 23A and 23B (i) limit the extent to which the Bank
or its subsidiaries may engage in “covered transactions” with any one affiliate to an amount equal to 10%
of such institution’s capital stock and surplus, and maintain an aggregate limit on all such transactions
with affiliates to an amount equal to 20% of such capital stock and surplus, and (ii) require that all such
transactions be on terms substantially the same, or at least as favorable, to the association or subsidiary as
those provided to a nonaffiliate. The term “covered transaction” includes the making of loans, purchase
of assets, issuance of a guarantee and similar other types of transactions.

Loans to Insiders

The Federal Reserve Act and related regulations impose specific restrictions on loans to directors,
executive officers and principal shareholders of banks. Under Section 22(h) of the Federal Reserve Act,
loans to a director, an executive officer and to a principal shareholder of a bank, and some affiliated
entities of any of the foregoing, may not exceed, together with all other outstanding loans to such person
and affiliated entities, the bank’s loan-to-one borrower limit. Loans in the aggregate to insiders and their
related interests as a class may not exceed two times the bank’s unimpaired capital and unimpaired
surplus until the bank’s total assets equal or exceed $100,000,000, at which time the aggregate is limited
to the bank’s unimpaired capital and unimpaired surplus. Section 22(h) also prohibits loans, above
amounts prescribed by the appropriate federal banking agency, to directors, executive officers and
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principal shareholders of a bank or bank holding company, and their respective affiliates, unless such loan
is approved in advance by a majority of the board of directors of the bank with any “interested” director
not participating in the voting. The FDIC has prescribed the loan amount, which includes all other
outstanding loans to such person, as to which such prior board of director approval is required, as being
the greater of $25,000 or 5% of capital and surplus (up to $500,000). Section 22(h) requires that loans to
directors, executive officers and principal shareholders be made on terms and underwriting standards
substantially the same as offered in comparable transactions to other persons.

Community Reinvestment Act

Under the Community Reinvestment Act and related regulations, depository institutions have an
affirmative obligation to assist in meeting the credit needs of their market areas, including low and
moderate-income areas, consistent with safe and sound banking practice. The Community Reinvestment
Act requires the adoption by each institution of a Community Reinvestment Act statement for each of its
market areas describing the depository institution’s efforts to assist in its community’s credit needs.
Depository institutions are periodically examined for compliance with the Community Reinvestment Act
and are periodically assigned ratings in this regard. Banking regulators consider a depository institution’s
Community Reinvestment Act rating when reviewing applications to establish new branches, undertake
new lines of business, and/or acquire part or all of another depository institution. An unsatisfactory rating
can significantly delay or even prohibit regulatory approval of a proposed transaction by a bank holding
company or its depository institution subsidiaries.

The Gramm-Leach-Bliley Act and federal bank regulators have made various changes to the
Community Reinvestment Act. Among other changes, Community Reinvestment Act agreements with
private parties must be disclosed and annual reports must be made to a bank’s primary federal regulatory.
A bank holding company will not be permitted to become a financial holding company and no new
activities authorized under the GLBA may be commenced by a holding company or by a bank financial
subsidiary if any of its bank subsidiaries received less than a “satisfactory” rating in its latest Community
Reinvestment Act examination.

Fair Lending; Consumer Laws

In addition to the Community Reinvestment Act, other federal and state laws regulate various
lending and consumer aspects of the banking business. Governmental agencies, including the Department
of Housing and Urban Development, the Federal Trade Commission and the Department of Justice, have
become concerned that prospective borrowers experience discrimination in their efforts to obtain loans
from depository and other lending institutions. These agencies have brought litigation against depository
institutions alleging discrimination against borrowers. Many of these suits have been settled, in some
cases for material sums, short of a full trial.

Recently, these governmental agencies have clarified what they consider tc be lending
discrimination and have specified various factors that they will use to determine the existence of lending
discrimination under the Equal Credit Opportunity Act and the Fair Housing Act, including evidence that
a lender discriminated on a prohibited basis, evidence that a lender treated applicants differently based on
prohibited factors in the absence of evidence that the treatment was the result of prejudice or a conscious
intention to discriminate, and evidence that a lender applied an otherwise neutral non-discriminatory
policy uniformly to all applicants, but the practice had a discriminatory effect, unless the practice could be
justified as a business necessity.

Banks and other depository institutions also are subject to numerous consumer-oriented laws and
regulations. These laws, which include the Truth in Lending Act, the Truth in Savings Act, the Real
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Estate Settiement Procedures Act, the Electronic Funds Transfer Act, the Equal Credit Opportunity Act,
and the Fair Housing Act, require compliance by depository institutions with various disclosure
requirements and requirements regulating the availability of funds after deposit or the making of some
loans to customers.

Gramm-Leach-Bliley Act of 1999

The Gramm-Leach-Bliley Act of 1999 was signed into law on November 12, 1999. The GLBA
covers a broad range of issues, including a repeal of most of the restrictions on affiliations among
depository institutions, securities firms and insurance companies. The following description summarizes
some of its significant provisions.

The GLBA repeals sections 20 and 32 of the Glass-Steagall Act, thus permitting unrestricted
affiliations between banks and securities firms. It also permits bank holding companies to elect to
become financial holding companies. A financial holding company may engage in or acquire companies
that engage in a broad range of financial services, including securities activities such as underwriting,
dealing, investment, merchant banking, insurance underwriting, sales and brokerage activities. In order to
become a financial holding company, the bank holding company and all of its affiliated depository
institutions must be well-capitalized, well-managed and have at least a satisfactory Community
Reinvestment Act rating.

The GLBA provides that the states continue to have the authority to regulate insurance activities,
but prohibits the states in most instances from preventing or significantly interfering with the ability of a
bank, directly or through an affiliate, to engage in insurance sales, solicitations or cross-marketing
activities. Although the states generally must regulate bank insurance activities in a nondiscriminatory
manner, the states may continue to adopt and enforce rules that specifically regulate bank insurance
activities in specific areas identified under the law. Under the new law, the federal bank regulatory
agencies adopted insurance consumer protection regulations that apply to sales practices, solicitations,
advertising and disclosures.

The GLBA adopts a system of functional regulation under which the Federal Reserve Board is
designated as the umbrella regulator for financial holding companies, but financial holding company
affiliates are principally regulated by functional regulators such as the FDIC for state nonmember bank
affiliates, the Securities and Exchange Commission for securities affiliates, and state insurance regulators
for insurance affiliates. It repeals the broad exemption of banks from the definitions of “broker” and
“dealer” for purposes of the Securities Exchange Act of 1934, as amended. It also identifies a set of
specific activities, including traditional bank trust and fiduciary activities, in which a bank may engage
without being deemed a “broker,” and a set of activities in which a bank may engage without being
deemed a “dealer.” Additionally, the new law makes conforming changes in the definitions of “broker”
and “dealer” for purposes of the Investment Company Act of 1940, as amended, and the Investment
Advisers Act of 1940, as amended.

The GLBA contains extensive customer privacy protection provisions. Under these provisions, a
financial institution must provide to its customers, both at the inception of the customer relationship and
on an annual basis, the institution’s policies and procedures regarding the handling of customers’
nonpublic personal financial information. The law provides that, except for specific limited exceptions,
an institution may not provide such personal information to unaffiliated third parties unless the institution
discloses to the customer that such information may be so provided and the customer is given the
opportunity to opt out of such disclosure. An institution may not disclose to a non-affiliated third party,
other than to a consumer reporting agency, customer account numbers or other similar account identifiers
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for marketing purposes. The GLBA also provides that the states may adopt customer privacy protections
that are more strict than those contained in the act.

Bank Secrecy Act

Under the Bank Secrecy Act, a financial institution is required to have systems in place to detect
certain transactions, based on the size and nature of the transaction. Financial institutions are generally
required to report cash transactions involving more than $10,000 to the United States Treasury. In
addition, financial institutions are required to file suspicious activity reports for transactions that involve
more than $5,000 and which the financial institution knows, suspects or has reason to suspect, involves
illegal funds, is designed to evade the requirements of the BSA or has no lawful purpose. The USA
PATRIOT Act of 2001, enacted in response to the September 11, 2001 terrorist attacks, requires bank
regulators to consider a financial institution’s compliance with the BSA when reviewing applications
from a financial institution. As part of its BSA program, the USA PATRIOT Act also requires a financial
institution to follow recently implemented customer identification procedures when opening accounts for
new customers and to review lists of individuals and entities who are prohibited from opening accounts at
financial institutions.

Future Regulatory Uncertainty

Because federal regulation of financial institutions changes regularly and is the subject of
constant legislative debate, the Company cannot forecast how federal regulation of financial institutions
may change in the future and impact its operations. Although Congress in recent years has sought to
reduce the regulatory burden on financial institutions with respect to the approval of specific transactions,
the Company fully expects that the financial institution industry will remain heavily regulated in the near
future and that additional laws or regulations may be adopted further regulating specific banking
practices.

Tredegar

Tredegar operates as a trust subsidiary of the Company. It is subject to supervision and
regulation by the Virginia State Corporation Commission’s Bureau of Financial Institutions and the
Federal Reserve Board.

State and federal regulators have substantial discretion and latitude in the exercise of their
supervisory and regulatory authority over Tredegar, including the statutory authority to promulgate
regulations affecting the conduct of business and the operations of Tredegar. They also have the ability to
exercise substantial remedial powers with respect to Tredegar in the event that it determines that Tredegar
is not in compliance with applicable laws, orders or regulations governing its operations, is operating in
an unsafe or unsound manner, or is engaging in any irregular practices.

GPIA

GPIA operates as a non-banking subsidiary of the Company. It is subject to supervision and
regulation by the Securities and Exchange Commission under the Investment Advisors Act.

ITEM 2. PROPERTIES

The headquarters building of the Company and the Bank, which also serves as a branch office for
Tredegar, was completed in 1981 and is a two-story building of brick construction, with approximately

-16 -




18,000 square feet of floor space, located at 111 West Washington Street, Middleburg, Virginia 20117.
The office operates nine teller windows, including three drive-up facilities and one stand-alone automatic
teller machine. The Bank owns the headquarters building.

The Purcellville bank branch was purchased in 1994 and is a one-story building with a basement
of brick construction, with approximately 3,000 square feet of floor space, located at 431 East Main
Street, Purcellville, Virginia 20132. The office operates four teller windows, including three drive-up
facilities and one drive-up automatic teller machine. The Bank owns this branch building.

The Catoctin Circle, Leesburg bank branch was completed in 1997 and is a two-story building of
brick construction, with approximately 6,000 square feet of floor space, located at 102 Catoctin Circle,
S.E.,, Leesburg, Virginia 20175. The office operates five teller windows, including three drive-up
facilities and one drive-up automatic teller machine. The Bank also owns this branch building.

The Fort Evans Road, Leesburg bank branch was completed in July 2002 and is a one-story
building of brick construction with approximately 3,500 square feet of floor space, located at 211 Fort
Evans Road, NE, Leesburg, Virginia 20176. The office operates five teller windows, including three
drive-up facilities and one drive-up automatic teller machine. The Bank owns this branch building.

The Leesburg limited service facility, located at 200 North King Street, was leased beginning
April 1999. The leased space consists of 200 square feet with one teller window and a stand-alone
automated teller machine. Transactions in this branch are limited to paying and receiving teller functions.
The initial term of this lease is five years with two additional renewal periods of five years each. The
annual lease expense associated with this location is $5,400.

The Ashburn bank branch, which is leased, opened in June 1999 and consists of 3,400 rentable
square feet at 20955 Professional Plaza, Suite 100, Ashburn, Virginia 20147. The office is a full service
branch with five teller windows, three drive-up facilities and a drive-up automated teller machine. The
initial term of the lease is 15 years with two five-year renewal options. The annual lease expense
associated with this location is $76,000.

The Reston bank branch opened in November 2004 and consists of one-story building of brick
construction with approximately 3,500 square feet of floor space, located at 1779 Fountain Drive, Reston,
Virginia, 20190. The office is a full service branch with three double-stack drive-up facilities and a drive-
up automated teller machine. The Bank owns this branch building but leases the land upon which it
resides. The initial term of the lease is 10 years with two five-year renewal options. The annual lease
expense associated with this location is $222,000.

The Leesburg operations building was completed June 2002. The building is Class A office
space and is home to deposit and loan operations, data processing, information technology, human
resources, training and mortgage banking departments. This building is a two story building with 18,000
square feet of floor space, located at 106 Catoctin Circle, SE, Leesburg, Virginia 20175. The Bank owns
this building.

Tredegar leases its main office at 821 East Main Street in Richmond, Virginia. The lease is for a
term of 15 years, with no renewal options. The annual lease expense associated with this location is

$168,000.

GPIA leases its main office at 1901 North Beauregard Avenue, Alexandria, Virginia, 22311. The
lease, which was entered into in May 2003, is for a term of 5 years, with no renewal options. The space
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includes approximately 3,500 square feet of office space and 900 square feet of storage. The annual
lease expense associated with this location is $79,000.

All of the Company’s properties are in good operating condition and are adequate for the
Company’s present and anticipated future needs.

ITEM 3. LEGAL PROCEEDINGS

There are no material pending legal proceedings to which the Company is a party or of which the
property of the Company is subject.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted during the fourth quarter of the fiscal year covered by this report to a
vote of security holders of the Company.
PART 11

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Shares of the Company’s Common Stock trade on the Nasdag SmallCap Market under the
symbol “MBRG.” The high and low sale prices per share for the Company’s Common Stock for each
quarter of 2003 and 2004, and the amount of cash dividends per share in each quarter, are set forth in the
table below. All amounts have been adjusted to reflect a two-for-one stock split of the Common Stock in
October 2003.

Market Price and Dividends

Sales Price ($) Dividends (8)
High Low
2003:
ISt qUATTET ..o 23.94 21.17 16
2nd QUATTET ..cvveeiecreee e, 29.68 22.88 16
3rd QUATEET ..oviee e, 36.65 28.50 .19
Ath QUATET......coeiieieee et 44.85 36.50 .19
2004:
1St QUATEET ..o e 40.50 34.00 19
20d QUATTET . ..o 38.75 33.00 .19
) (s la[E:1 ¢ 7<) (OSSOSO 36.75 32.07 .19
4th QUATLET ... 39.00 35.01 .19

As of March 14, 2005, the Company had approximately 1,750 shareholders of record.
The Company historically has paid cash dividends on a quarterly basis. The final determination

of the timing, amount and payment of dividends on the Common Stock is at the discretion of the
Company’s Board of Directors and will depend upon the earnings of the Company and its subsidiaries,
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principally the Bank, the financial condition of the Company and other factors, including general
economic conditions and applicable governmental regulations and policies. The Company or the Bank
has paid regular cash dividends for over 204 consecutive quarters.

The Company did not repurchase any shares of Common Stock during the fourth quarter of 2004.

On June 16, 1999, the Company adopted a repurchase plan, which authorizes management to purchase up
to $5.0 million of the Company’s common stock from time to time.
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ITEM 6. SELECTED FINANCIAL DATA

The following consolidated summary sets forth the Company’s selected financial data for the
periods and at the dates indicated. The selected financial data have been derived from the Company’s
audited financial statements for each of the five years that ended December 31, 2004, 2003, 2002, 2001
and 2000.

Years Ended December 31,
2004 2003 2002 2001 2000
(In thousands, except ratios and per share amounts)

Income Statement Data:

Interest income $26,667 $24,780 $23,758 $21,822 $19,209
Interest expense 6,033 5,576 6,524 7,814 7,041
Net interest income $20,634 $19,204 $17,234 $14,008 $12,168
Provision for loan losses 796 575 300 300 400
Net interest income after

provision for loan losses $19,838 $18,629 $16,934 $13,708 $11,768
Non-interest income 8,476 9,499 7,312 4,827 3,669
Securities gains (losses) 118 422 73) 384 (204)
Non-interest expense 18,559 16,887 15,526 11,947 9,555
Income before income taxes $9,873 $11,663 $8,647 $6,972 $5,678
Income taxes 2,781 3,444 2,335 1,755 1,450
Net income $7,092 $8,219 $6,312 $5,217 $4,228

Per Share Data: (1)

Net income, basic $1.86 $2.18 $1.73 $1.49 $1.22
Net income, diluted 1.81 2.13 1.69 1.46 1.21
Cash dividends 0.76 0.69 0.60 0.50 0.42
Book value at period end 13.54 12.44 11.18 8.66 7.84
Balance Sheet Data:
Assets (2) $606,121 $509,404 $425,284 $354,411 $289,461
Loans, net of unearned income 348,824 260,717 212,107 196,400 177,598
Securities 174,388 194,581 163,673 124,351 81,577
Deposits 424,879 369,986 328,903 271,731 224,640
Shareholders’ equity 51,562 47,327 41,410 30,338 27,271
Average shares outstanding, basic (1) 3,804 3,770 3,642 3,492 3,482
Average shares outstanding, diluted (1) 3,920 3,867 3,726 3,566 3,504
Performance Ratios:
Return on average assets 1.29% 1.78% 1.62% 1.67% 1.62%
Return on average equity 14.31% 18.27% 17.24% 17.55% 17.46%
Capital to assets 8.51% 9.30% 9.74% 8.57% 9.42%
Dividend payout 40.76% 31.69% 34.58% 33.53% 34.57%
Efficiency ratio(3) 61.92% 57.00% 60.93% 60.40% 57.40%

Capital and Liquidity Ratios:
Risk-based capital ratios:

Tier 1 capital 14.2% 14.4% 14.8% 16.4% 12.7%
Total capital 15.1% 15.6% 15.6% 17.3% 13.6%
Leverage 10.2% 11.3% 10.6% 12.5% 9.7%

(1) Amounts have been adjusted to reflect a two-for-one stock split of the Common Stock in October 2003.

(2) Amounts have been adjusted to reflect the application of FASB Interpretation No. 46R. The common equity
portion of the Trust Preferred entities has been deconsolidated and is included in Assets for all years reported.

(3) The efficiency ratio is a key performance indicator in the Company’s industry. The Company monitors this ratio
in tandem with other key indicators for signals of potential trends that should be considered when making
decisions regarding strategies related to such areas as asset liability management, business line development, and
growth and expansion planning. The ratio is computed by dividing non-interest expense by the sum of net interest
income on a tax equivalent basis and non-interest income, net of any securities gains or losses. It is a measure of
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the relationship between operating expenses to earnings. Net interest income on a tax equivalent basis for the
years ended December 31, 2004, 2003, 2002, 2001 and 2000 were $29,974,000, $29,626,000, $25,484,000,
$19,907,000 and $16,752,000. See “Critical Accounting Policies” on page 23 for additional information.

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

The following discussion provides information about the major components of the results of
operations and financial condition, liquidity, and capital resources of the Company. This discussion and
analysis should be read in conjunction with the Company’s Consolidated Financial Statements and Notes
to Consolidated Financial Statements. It should also be read in conjunction with the “Caution About
Forward Looking Statements” section at the end of this discussion.

Overview

The Company is headquartered in Middleburg, Virginia and conducts its primary operations
through three wholly owned subsidiaries, the Bank, Tredegar and GPIA. The Bank is a community bank
serving western Loudoun County and northern Fairfax County, Virginia with six full service branches and
one limited service facility. Tredegar is a trust company headquartered in Richmond, Virginia with a
branch office in Middleburg, Virginia. GPIA is a registered investment advisor headquartered in
Alexandria, Virginia serving clients in 26 states.

The Company generates a significant amount of its income from the net interest income earned
by the Bank. Net interest income is the difference between interest income and interest expense and the
quality of the assets. Interest income depends on the amount of interest-earning assets outstanding during
the period and the interest rates earned thereon. The Bank’s cost of money is a function of the average
amount of deposits and borrowed money outstanding during the period and the interest rates paid thereon.
The quality of the assets further influences the amount of interest income lost on non-accrual loans and
the amount of additions to the allowance for loan losses. Tredegar and GPIA generate fee income from
providing investment management and trust services to its clients. Investment management and trust fees
are generally based upon the value of assets under management, and, therefore can be significantly
affected by fluctuation in the values of securities caused by changes in the capital markets.

In 2004, the Company continued to realize the benefit of high growth rates in both assets and net
interest income. By December 31, 2004, total assets reached $606.1 million, an increase of 19.0%. Total
assets at December 31, 2003 were $509.4 million. Loans, net of unearned income, grew 33.8% from
$260.7 million at December 31, 2003 to $348.8 million at December 31, 2004. This is the largest single
year increase in portfolio loans in the past 10 years. Considering the current interest rate environment, the
Company has been cautious about the amount and type of loan growth it has added to the loan portfolio.
Additional staff, a solid local economy and the relationship with Southern Trust contributed to the strong
loan growth experienced. Total deposits increased $54.9 million from $370.0 million at December 31,
2003 to $424.9 million at December 31, 2004. Low cost deposits, including demand checking, interest
checking, savings and money market accounts, continue to drive much of the growth in deposits. The net
interest margin declined from 4.75% for the year ended December 31, 2003 to 4.28% for the year ended
December 31, 2004. The decline is attributed to both the lower yields earned on new loan growth during
a period of low interest rates and the Company’s increased reliance on borrowed money to fund the
earning asset growth. The net interest margin compression of 47 basis points experienced in the first
quarter of 2004 was offset slightly by strong eaming asset growth thus providing a 7.4% increase in net
interest income. Results for 2004 were also favorably affected by the growth in revenues from Tredegar’s
fiduciary fees and from the Bank’s investment in Bank Owned Life Insurance (BOLI). Non-interest
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expenses grew at a rate of 9.9% for the 2004 year compared to 2003. Expense related to regulatory
compliance and branching efforts contributed to this increase for 2004. Because of the Company’s plans
for growth and expansion, it is expected that non-interest expense growth rates may exceed this level in
the future. The Company remains well capitalized with risk-adjusted core capital and total capital ratios
well above the regulatory minimums. Asset quality measures also remained consistently strong
throughout the year. The loan loss provision increased primarily due to loan growth.

The Company plans to expand the integration of Tredegar, GPIA and the Bank’s investment
services department into a more focused wealth management program for all of the Company’s clients.
Also, through the affiliation with Southern Trust, the Bank plans to continue to increase its loan portfolio
by purchasing high credit quality, low loan to value first deeds of trusts on residential property. The Bank
plans to continue its focus on low cost deposit growth with advertising campaigns that target potential
clients affected by recent bank mergers. Management has developed a branching strategy that includes
expansion into Warrenton, Virginia (Fauquier County) in June 2005, and Sterling, Virginia (Loudoun
County) in late 2006. Other markets under consideration include Herndon and Chantilly (Loudoun
County). Management will look for key lenders in those markets to join the Bank’s team to generate
earning assets and awareness prior to the branch opening.

The Company is not aware of any current recommendations by any regulatory authorities that, if
they were implemented, would have a material effect on the registrant’s liquidity, capital resources or
results of operations.

Recent Financial Developments

In February 2005, the Company executed a lease for a facility in Warrenton, Virginia. The
lease has an original term of 20 years, commencing March 1, 2005, and a minimum annual rent of
$123,000 which will increase three percent per annum on each March 1% during the original lease term.
The Company has four options to renew the lease beyond the initial term, each of which is for a period of
five years. The Warrenton financial services center opening is tentatively planned for the second quarter
of 2005. The Company has already hired several staff members and loan officers to serve this market.

The Reston bank branch, opened in November 2004 and consists of one-story building of brick
construction with approximately 3,500 square feet of floor space, located at 1779 Fountain Drive, Reston,
Virginia, 20190. The office is a full service branch with three double-stack drive-up facilities and a drive-
up automated teller machine. The Bank owns this branch building but leases the land upon which it
resides. The initial term of the lease is 10 years with two five-year renewal options. The annual lease
expense associated with this location is $222,000.

During 2004, the Company purchased $10.8 million of Bank Owned Life Insurance (BOLI). This
investment is reflected in the other asset section of the Company’s balance sheet. The Company
purchased BOLI to help offset increasing employee benefit costs.

On April 15, 2003, the Bank acquired a 40% interest in Southern Trust. Upon the acquisition
of the minority interest in Southern Trust, the Bank’s existing mortgage operation was assumed by
Southern Trust. In connection with the Southern Trust investment, the Bank entered into two loan
participation agreements with Southern Trust. One arrangement is a tri-party agreement among the Bank,
Southern Trust and Colonial Bank, Southern Trust’s warehouse line lender. The agreement details the
arrangements by which the Bank purchases 99.0% of selected loans from Colonial Bank. The Bank
charges Southern Trust a rate equal to the one month LIBOR rate at the time of purchase plus 170 basis
points. As noted in the tri-party agreement, the Bank does not intend to hold the purchased loans more
than 30 days, Colonial Bank maintains the note documentation on behalf of the Bank, and the Bank will
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engage semi-annual testing to be conducted by a third party to validate Colonial Bank procedures. At
December 31, 2004, the balance of the Bank’s participated mortgages held for sale was $21.3 million.
The tri-party agreement is capped at $30.0 million.

The Bank also entered into a construction loan participation agreement with Southern Trust.
According to this agreement, the Bank can purchase 93% of selected construction loans and draws, up to
$20.0 million in outstanding balances and $30.0 million in commitments. The Bank will charge Southern
Trust an interest rate equal to the prime rate plus 75 basis points on the outstanding participated loans held
by the Bank. Adjustments in rate related to movements in the prime rate will be made monthly. There
were $1.1 million in outstanding construction participation loans at December 31, 2004.

The Company exercised its option to buy GPIA in April 2002. The terms of the transaction
included a total purchase price of $6 million with 119,748 common shares of the Company issued to the
shareholders of GPIA. At the time of acquisition, GPIA had approximately $630 million of assets under
management with clients in 30 states. Clients who are located in Washington, DC, Maryland and
Virginia account for approximately 68% of the assets under management. Assets under management by
both Tredegar and GPIA were approximately $1.1 billion at December 31, 2004.

Critical Accounting Policies
General

The financial condition and results of operations presented in the Consolidated Financial
Statements, the accompanying Notes to the Consolidated Financial Statements and this section are, to a
large degree, dependent upon the accounting policies of the Company. The selection and application of
these accounting policies involve judgments, estimates, and uncertainties that are susceptible to change.

Presented below is discussion of those accounting policies that management believes are the most
important (“Critical Accounting Policies”) to the portrayal and understanding of the Bank’s financial
condition and results of operations. The Critical Accounting Policies require management’s most
difficult, subjective and complex judgments about matters that are inherently uncertain. In the event that
different assumptions or conditions were to prevail, and depending upon the severity of such changes, the
possibility of materially different financial condition or results of operations is a reasonable likelihood.

Allowance for Loan Losses

The Bank monitors and maintains an allowance for loan losses to absorb an estimate of probable
losses inherent in the loan and lease portfolio. The Bank maintains policies and procedures that address
the systems of controls over the following areas of maintenance of the allowance: the systematic
methodology used to determine the appropriate level of the allowance to provide assurance they are
maintained in accordance with accounting principles generally accepted in the United States of America;
the accounting policies for loan charge-offs and recoveries; the assessment and measurement of
impairment in the loan and lease portfolio; and the loan grading system.

The Bank evaluates various loans individually for impairment as required by Statement of
Financial Accounting Standard (“SFAS”) No. 114, Accounting by Creditors for Impairment of a Loan,
and SFAS No. 118, Accounting by Creditors for Impairment of a Loan — Income Recognition and
Disclosures. Loans evaluated individually for impairment include non-performing loans, such as loans on
non-accrual, loans past due by 90 days or more, restructured loans and other loans selected by
management. The evaluations are based upon discounted expected cash flows or collateral valuations. If
the evaluation shows that a loan is individually impaired, then a specific reserve is established for the
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amount of impairment. If a loan evaluated individually is not impaired, then the loan is assessed for
impairment under SFAS No. 5, Accounting for Contingencies (“SFAS 57), with a group of loans that
have similar characteristics.

For loans without individual measures of impairment, the Bank makes estimates of losses for
groups of loans as required by SFAS 5. Loans are grouped by similar characteristics, including the type
of loan, the assigned loan grade and the general collateral type. A loss rate reflecting the expected loss
inherent in a group of loans is derived based upon estimates of default rates for a given loan grade, the
predominant collateral type for the group and the terms of the loan. The resulting estimate of losses for
groups of loans are adjusted for relevant environmental factors and other conditions of the portfolio of
loans and leases, including: borrower and industry concentrations; levels and trends in delinquencies,
charge-offs and recoveries; changes in underwriting standards and risk selection; level of experience,
ability and depth of lending management; and national and local economic conditions.

The amount of estimated impairment for individually evaluated loans and groups of loans is
added together for a total estimate of loans and lease losses. This estimate of losses is compared to the
allowance for loan and lease losses of the Bank as of the evaluation date and, if the estimate of losses is
greater than the allowance, an additional provision to the allowance would be made. If the estimate of
losses is less than the allowance, the degree to which the allowance exceeds the estimate is evaluated to
determine whether the allowance falls outside a range of estimates. If the estimate of losses is below the
range of reasonable estimates, the allowance would be reduced by way of a credit to the provision for
loan losses. The Bank recognizes the inherent imprecision in estimates of losses due to various
uncertainties and variability related to the factors used, and therefore a reasonable range around the
estimate of losses is derived and used to ascertain whether the allowance is too high. If different
assumptions or conditions were to prevail and it is determined that the allowance is not adequate to
absorb the new estimate of probable losses, an additional provision for loan losses would be made, which
amount may be material to the Consolidated Financial Statements.

Intangibles and Goodwill

The Bank has approximately $6.2 million in intangible assets and goodwill at December 31,
2004, a decrease of $338,000 since December 31, 2003. On April 1, 2002, the Bank acquired GPIA, a
registered investment advisor, for $6 million. Approximately $5.9 million of the purchase price was
allocated to intangible assets and goodwill. In connection with this investment, a purchase price valuation
(using FAS 141 and 142 as a guideline) was completed to determine the appropriate allocation to
identified intangibles. The valuation concluded that approximately 42% of the purchase price was related
to the acquisition of customer relationships with an amortizable life of 15 years. Another 19% of the
purchase price was allocated to a non-compete agreement with an amortizable life of 7 years. The
remainder of the purchase price has been allocated to goodwill. Approximately $1.0 million of the $6.2
million in intangible assets and goodwill at December 31, 2004 is attributable to the Company’s
investment in Tredegar.

The purchase price allocation process requires management estimates and judgment as to
expectations for the life span of various customer relationships as well as the value that key members of
management add to the success of the Bank.  For example, customer attrition rates were determined
based upon assumptions that the past five years may predict the future. If the actual attrition rates, among
other assumptions, differed from the estimates and judgments used in the purchase price allocation, the
amounts recorded in the Consolidated Financial Statements could result in a possible impairment of the
intangible assets and goodwill or require an acceleration in the amortization expense.
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In addition, FAS 142 requires that goodwill be tested annually using a two-step process. The first
step 1s to identify a potential impairment. The second step measures the amount of the impairment loss, if
any. Processes and procedures have been identified for the two-step process.

When the Bank completes its ongoing review of the recoverability of intangible assets and
goodwill, factors that are considered important to determining whether an impairment might exist include
loss of customers acquired or significant withdrawals of the assets currently under management and/or
early retirement or termination of key members of management. Any changes in the key management
estimates or judgments could result in an impairment charge, and such a charge could have an adverse
effect on the Bank’s financial condition and results of operations.

Tax-Equivalent Interest Income

Tax-equivalent interest income is gross interest income adjusted for the non-taxable interest
income earned on municipal securities and corporate securities, which are dividend-received deduction
eligible. The effective tax rate of 34% is used in calculating tax equivalent income related to municipal
securities and corporate securities. A dividend-received deduction of 70% is used in determining tax-
equivalent income related to corporate securities, as well.

Results of Operations
Net Income

Net income for 2004 was $7.1 million, a decrease of 13.4% from 2003’s net income of $8.2
million. Net income for 2003 increased 30.2% over 2002’s net income of $6.3 million. For 2004,
earnings per diluted share were $1.81 compared to $2.13 and $1.69 for 2003 and 2002, respectively.

Return on average assets (“ROA”) measures how effectively the Company employs its assets to
produce net income. The ROA for the Company decreased to 1.29% for the year ended December 31,
2004 from 1.78% for the same period in 2003. The decrease in ROA in 2004 is the result of increases in
capital expenditures related to the Bank’s branching strategy. The increase in ROA in 2003 stems largely
from equity earnings from the investment in Southern Trust. The ROA for 2002 was 1.62%. Return on
average equity (“ROE”), another measure of earnings performance, indicates the amount of net income
earned in relation to the total equity capital invested. ROE decreased to 14.3% for the year ended
December 31, 2004. ROE was 18.3% and 17.2% for the years ended December 31, 2003 and 2002,
respectively.

The following table reflects an analysis of the Company’s net interest income using the daily

average balances of the Company’s assets and liabilities as of December 31. Non accrual loans are
included in the loan balances.
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Average Balances, Income and Expenses, Yields and Rates
(Years Ended December 31)

2004 2003 2002
Average Income/ Yield/ Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate Balance Expense Rate Balance Expense Rate
(Dollars in thousands)
Assets :
Securities:
Taxable $ 147,868 $ 6333 428% § 131,564 § 6,339 4.82% $101,725 $ 5629 5.53%
Tax-exempt (1) (2) 35,770 2,552 7.13% 36,700 2,717 7.40% 36,471 2,757 7.56%
Total securities § 183,638 5 8,885 4.84% 8% 168,264 $ 9,057 538% $138,196 $ 8386 6.07%
Loans
Taxable $ 313,947 $ 18,597 592% $ 250,345 $ 16,577 6.62% $213,844 $ 16,137 7.55%
Tax-exempt (1) 290 24 8.28% 415 33 7.85% 758 63 831%
Total loans $ 314237 $ 18,621 593% § 250,760 $ 16,609 6.62% §214,602 $ 16,200 7.55%
Federal funds sold 2,250 24 1.07% 2,574 28 1.10% 5,396 82 1.52%
Interest on money market investments 209 2 0.96% 1,733 14 0.81% 2,194 39 1.78%
Interest bearing deposits in
other financial institutions 732 8 1.09% 460 3 0.65% 349 S 1.43%
Total earning assets $§ 501,066 $ 27,540 550% § 423,790 $ 25711 6.07% $ 360,737 $ 24,712 6.85%
Less: allowances for credit losses (2,933) (2,394) (2,187)
Total nonearning assets 48,429 39,586 31,071
Total assets $ 546,562 $ 460,983 $ 389,621
Liabilities:
Interest-bearing deposits:
Checking $ 67314 3 114 017% $ 46473 § 57 0.12% $ 39430 3 93 0.24%
Regular savings 32,300 98 0.30% 26,930 106 0.39% 19,813 183 0.92%
Money market savings 90,372 453 0.50% 84,390 545 0.65% 66,102 905 1.37%
Time deposits:
$100,000 and over 56,826 1,244 2.19% 60,564 1,418 2.34% 51,723 1,648 3.19%
Under $100,000 41,433 961 2.32% 39,559 1,094 2.77% 44,367 1,392 3.14%
Total interest-bearing deposits $ 288,745 $ 2870 099% §$ 257916 § 3,220 1.25% $221435 § 4221 1.91%
Federal Home Loan Bank Advances 9,841 160 1.63% 6,695 130 1.94% 3,126 115 3.68%
Securities sold under agreements
to repurchase 30,364 507 1.67% 11,287 83 0.74% 13,434 177 1.32%
Long-term debt 57,363 2,483 4.33% 42,788 2,138 5.00% 38,156 2,007 5.26%
Federal Funds Purchased 814 13 1.60% 391 5 1.30% 221 4 1.81%
Total interest-bearing liabilities $ 387,127 $ 6,033 156% $ 319,077 § 5,576 1.75% $276,373 § 6,524 2.36%
Non-interest bearing liabilities
Demand Deposits 107,255 95,055 74,787
Other liabilities 2,789 1,851 1,860
Total liabilities $ 497,171 $ 415983 $353,019
Shareholders’ equity 49,391 45,000 36,602
Total liabilities and
shareholders’ equity $ 546,562 $ 460,983 §$ 389,621
Net interest income $ 21,507 $ 20,135 $ 18,188
Interest rate spread 3.94% 4.32% 4.49%
Interest expense as a percent of
average eaming assets 1.20% 1.32% 1.81%
Net interest margin 4.29% 4.75% 5.04%

(1) Income and yields are reported on tax equivalent basis assuming a federal tax rate of 34%.
(2) Income and yields include dividends on preferred securities that are 70% excludable for tax purposes.
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Net Interest Income

Net interest income represents the principal source of earnings of the Company. Net interest
income is the amount by which interest generated from earning assets exceeds the expense of funding
those assets. Changes in volume and mix of interest earning assets and interest bearing liabilities, as well
as their respective yields and rates, have a significant impact on the level of net interest income.

Net interest income on a fully tax-equivalent basis was $21.5 million for the year ended
December 31, 2004. This is an increase of 7.0% over the $20.1 million reported for the same period in
2003. Net interest income for 2003 increased 10.7% over the $18.2 million reported for 2002.

The increase in net interest income in 2004 resulted primarily from the 18.2% growth in average
earning assets. The net interest margin decreased 47 basis points to 4.28%. The average balance in the
securities portfolio increased by $15.4 million while the tax-equivalent yield decreased 54 basis points to
4.84%. The directives for the investment portfolio are focused on much shorter maturities and weighted
average lives that have lower yields. This directive coupled with lower number of security purchases
throughout 2004 have impacted the overall investment portfolio yield. The average loan portfolio volume
increased 25.3% during 2004. Conversely, the average yield on the loan portfolio decreased 69 basis
points. Growth in the loan portfolio helped offset the decline in loan yields to produce a 12.1% increase
in loan interest income. Loan demand continues to remain strong and the Bank has added commercial
lenders in markets in which the Bank opened new facilities and markets in which the bank plans to build
branches.

The average balance of low cost interest bearing accounts (interest bearing checking, savings and
money market accounts) grew 20.7% to $190.5 million at December 31, 2004. The cost of such funding
decreased 10 basis points during the year ended December 31, 2004. The average balances in certificates

of deposit decreased 1.9%, while the interest expense associated with these deposits decreased 12.2% or
$307,000.

The Company’s reliance on other funding sources, such as the Federal Home Loan Bank
overnight advances, increased on average by $3.1 million with a related increase in interest expense of
only $30,000. During 2004, the Company increased its average long term borrowings (from the Federal
Home Loan Bank) by $14.6 million. Much of the increase in borrowings was related to the funding the
growth experienced in the Bank’s loan portfolio. Total interest expense for 2004 was $6.0 million, a
increase of $457,000 compared to the total interest expense for 2003. With the anticipation of rising
interest rates and a continued reliance on borrowings to fund the Company’s asset growth, interest
expense is expected to increase.

Management expects that the net interest margin will remained relatively unchanged during 2005.
Based on conservative internal interest rate risk models and the assumption of a sustained rising rate
environment, the Company expects net interest income to trend downward slightly throughout the next 12
months as mortgage related assets extend and funding costs rise quickly. The expected decrease to net
interest income could be as little as .74% or $164,000 in a 12 month period of rising rates of 200 basis
points. It is anticipated that increased growth in earning assets will help mitigate the above mentioned
impact to the Company’s net interest margin. The Asset/Liability Management Committee continues to
focus on various strategies to maintain the net interest margin.

The increase in net interest income in 2003 resulted from the 17.4% growth in average earning
assets. The 78 basis point decrease in earning assets yield was offset somewhat by a 61 basis point
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decrease in the cost of funding. The net interest margin decreased 29 basis points to 4.75%. The average
balance in the securities portfolio increased by $30.1 million while the tax-equivalent yield decreased 69
basis points to 5.38%. The average loan portfolio volume increased 16.9% during 2003. Conversely, the
average yield on the loan portfolio decreased 93 basis points. Loan demand was strong throughout 2003,
however the decrease in average loan yield offset much of the potential growth in interest income from
loan portfolio growth.

The average balance of low cost interest bearing accounts (interest bearing checking, savings and
money market accounts) grew 25.7% to $157.8 million at December 31, 2003. The cost of such funding
decreased 49 basis points over the year ended December 31, 2003. The average balances in certificates of
deposit increased 4.2%, while the interest expense associated with these deposits decreased 17.4% or
$528,000.

The Company’s reliance on other funding sources, such as the Federal Home Loan Bank
overnight advances, increased on average by $3.6 million with a related increase in interest expense of
only $15,000. During 2003, the Company increased its average long term borrowings (from the Federal
Home Loan Bank and trust preferred issuance) by $4.6 million. Total interest expense for 2003 was $5.6
million, a decrease of $948,000 compared to the total interest expense for 2002.
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The following table analyzes changes in net interest income attributable to changes in the volume
of interest-bearing assets and liabilities compared to changes in interest rates. The change in interest due
to both volume and rate has been allocated to volume and rate changes in proportion to the relationship of
the absolute dollar amounts of the change in each. Non-accruing loans are included in the average

outstanding loans.

Volume and Rate Analysis
(Tax Equivalent Basis)
(Years Ended December 31)

2004 vs 2003

Increase (Decrease) Due

to Changes in:

2003 vs 2002
Increase (Decrease) Due

to Changes in:

(In Thousands)
Volume Rate Total Yolume Rate Total
‘arning Assets:
ecurities:
Taxable $ 57 8 (63) $ ®) $ 1,263 3 (553) $ 710
Tax-exempt (68) ©7) (165) 17 7N (40)
.oans:
Taxable 3,462 (1,442) 2,020 1,581 (1,141) 440
Tax-exempt (10) 1 (¢) 17) (13) 30)
‘ederal funds sold 3) ¢)) “) (35) 19 54
nterest on money market inve