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Tri-County FinanciaL Corp.

Dear Shareholder:

I am pleased to report to you that Tri-County Financial Corporation and its subsidiary, Community Bank of Tri-
County, have completed another successful year of operation. The United States, as well as the global economy,
is going through what may be described as the most difficult economic period since 1932. Despite the challenges
posed by these economic conditions, Tri-County Financial Corporation remained profitable. For the year ended
December 31, 2008, net income decreased to $3,815,332 from $5,105,635 for the previous year. Diluted earnings
per share decreased to $1.24 from $1.79 in the previous year. It is important to note that net income for 2007 was
augmented by a post-tax gain of $803,920 from the sale of a foreclosed property. Consistent with last year, a cash
dividend of $0.40 per share was declared and payable in April 2009.

During 2008, we continued to build our franchise as the largest locally-owned financial institution in our market.
The Bank increased its total deposits by $80,173,551, or 18.02%, and its loan portfolio by $89,363,005, or
19.70%, during 2008. The Company achieved these impressive growth figures while maintaining credit quality
in a contracting economy. By increasing our loans and deposits, we were able to capitalize on our strengths to
take advantage of opportunities presented to us when large out of state banks focused their attention away from
Southern Maryland.

In the fourth quarter of 2008, the U.S. Treasury participated in the Capital Purchase Program (“CPP”) established
as part of the Emergency Economic Stabilization Act adopted by Congress. At that time, our capital levels were
approximately 25% above the FDIC’s “well capitalized” level, and were sufficient to allow a safe and sound
operation of our bank. With the encouragement of our federal regulator, who recognized our strengths as a healthy
community bank, your Board and management team carefully considered participating in the CPP. As the capital
markets were, and continue to be, completely frozen by the economic crisis, we deemed it prudent to acquire the
additional capital available under the CPP to permit us to better serve the deposit and borrowing needs of our
community over the next several years.

Our ability to support the community is evident in our deposit and loan growth for 2008. Our operating results
were strong; especially considering that the Federal Reserve lowered interest rates by 4% during that period. Our
earning asset portfolio is strong and does not contain any subprime loans. As we move into 2009, the economic
challenges appear to be significant for our customers and market. The Company has the advantage of additional
capital and a well-seasoned Board and management team to lead it through this environment.

[ am cautiously optimistic that this economic storm will abate and that the nation can once again regain its position
as an economic leader. With your support, your Company and Community Bank will continue to act as an
economic catalyst that enables Southern Maryland to grow and flourish.

Yours truly,

7,

Michael L. Middleton
Chairman of the Board

Executive Offices + PO. Box 38 * Waldorf, Marvland 20604-0038 « 301-843-0854 (Fux) 301-843-3625



MANAGEMENT’S DISCUSSION AND ANALYSIS

FORWARD-LOOKING STATEMENTS

This annual report contains forward-looking statements that are based on assumptions and may describe
future plans, stratcgies and expectations of Tri-County Financial Corporation (the “Company”) and
Community Bank of Tri-County (the “Bank”). These forward-looking statements are generally identified by
7 “expect,” “intend,” “anticipate,” “estimate,” “project” or similar expressions.
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use of the words “believe,

The Company and the Bank’s ability to predict results or the actual cffect of future plans or strategies is
inherently uncertain. Factors that could have a material adverse effect on the operations of the Company and
its subsidiaries include, but are not limited to, changes in interest rates, national and regional economic
conditions, legislative and regulatory changes, monetary and fiscal policies of the U.S. government, including
policies of the U.S. Treasury and the Federal Reserve Board, the quality and composition of the loan or
investment portfolios, demand for loan products, deposit flows, competition, demand for financial services in
the Company and the Bank’s market area, changes in real estate market values in the Company and the
Bank’s market area, and changes in relevant accounting principles and guidelines.

These risks and uncertainties should be considered in evaluating forward-looking statements and unduc
reliance should not be placed on such statements.  Except as required by applicable law or regulation, the
Company does not undertake, and specifically disclaims any obligation, to release publicly the result of any
revisions that may be made to any forward-looking statements to reflect events or circumstances after the
date of the statements or to reflect the occurrence of anticipated or unanticipated cvents.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS

OVERVIEW

Since its conversion to a commercial bank charter in 1997, the Bank has sought to increase total assets as well
as certain targeted loan types. The Bank feels that its ability to offer fast, flexible and local decision-making in
the commercial, commercial real estate and consumer loan areas will continue to attract significant new loans
and enhance asset growth. The Bank’s targeted marketing is also directed towards increasing its balances of
consumer and business transaction deposit accounts. The Bank believes that increases in these account types
will lessen the Bank’s dependence on higher-costing time deposits, such as certificates of deposit, and
borrowings to fund loan growth. Although management believes that this strategy will increase financial
performance over time, we recognize that increasing the balances of certain products, such as commercial
lending and transaction accounts, will also increase the Bank’s noninterest expense. We also recognize that
certain lending and deposit products also increase the possibility of losses from credit and other risks.

In order to better serve its market in Southern Maryland, the Company elected to participate in the Capital
Purchase Program (“CPP”) of the United States Treasury. As part of the transaction, the Company received a
$15.5 million investment from the U.S. Department of the Treasury in the form of 15,540 shares of preferred
stock, which carries a 5% annual dividend yield for five years, and 9% thereafter. In addition, the U.S.
Treasury also exercised warrants under which it purchased an additional 777 shares of preferred stock, which
carries a 9% annual dividend yield. The Company intends to use the additional capital to pursue other
growth opportunities in line with its strategic initiatives and to increase its lending activities in its market. For
more details on the CPP preferred stock see Note 19 of our consolidated financial statements.

CRITICAL ACCOUNTING POLICIES

The Company’s consolidated financial statements are prepared in accordance with accounting principles
generally accepted in the United States of America and the general practices of the United States banking
industry.  Application of these principles requires management to make estimates, assumptions and
judgments that affect the amounts reported in the financial statements and accompanying notes. These
estimates, assumptions and judgments are based on information available as of the date of the financial
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statements. Accordingly, as this information changes, the financial statements could reflect different
estimates, assumptions, and judgments. Certain policies inherently have a greater reliance on the use of
estimates, assumptions and judgments and as such have a greater possibility of producing results that could
be materially different than originally reported. The Company considers its determination of the allowance for
loan losses and the valuation of deferred tax assets to be critical accounting policies. Estimates, assumptions,
and judgments are necessary when assets and liabilities are required to be recorded at fair value, when a
decline in the value of an asset not carried on the financial statements at fair value warrants an impairment
write-down or valuation teserve to be established, or when an asset or liability needs to be recorded
contingent upon a future event. Carrying assets and liabilities at fair value inherently results in more financial
statement volatility. The fair values and the information used to record valuation adjustments for certain
assets and liabilities are based either on quoted market prices or are provided by other third-party sources,
when available. When these sources are not available, management makes estimates based upon what it
considers to be the best available information.

Allowance for Loan Losses

The allowance for loan losses is an estimate of the losses that may be sustained in the loan portfolio. The
allowance is based on two principles of accounting: (a) Statement on Financial Accounting Standards
(“SFAS™) No. 5, “Accounting for Contingencies,” which requires that losses be accrued when they are
probable of occurting and are estimable and (b) SFAS No. 114, “Accounting by Creditors for Impairment of
a Loan,” which requites that losses be accrued when it is probable that the Company will not collect all
principal and interest payments according to the contractual terms of the loan. The loss, if any, is determined
by the difference between the loan balance and the value of collateral, the present value of expected future
cash flows, or values observable in the secondary markets.

The allowance for loan loss balance is an estimate based upon management’s evaluation of the losses inherent
in the loan portfolio. Generally, the allowance is comprised of a specific and a general component. The
specific component consists of management’s evaluation of certain classified loans and their underlying
collateral. Loans are examined to determine a specific allowance based upon the borrower’s payment history,
economic conditions specific to the loan or borrower, and other factors that would impact the borrower’s
ability to repay the loan on its contractual basis. Depending on the assessment of the borrower’s ability to
pay the loan as well as the type, condition, and amount of collateral, management will establish an allowance
amount specific to the loan.

In establishing the general component of the allowance, management analyzes non-classified and non-
impaired loans in the portfolio including changes in the amount and type of loans. Management also
examines the Bank’s history of write-offs and recoveries within each loan category. The state of the local and
national economy is also considered. Based upon these factors, the Bank’s loan portfolio is categotized and
a loss factor is applied to each category. These loss factors may be higher or lower than the Bank’s actual
recent average losses in any particular loan category, particularly in loan categories that are rapidly increasing
in size. Based upon these factors, the Bank will adjust the loan loss allowance by increasing or decreasing the
provision for loan losses.

Management has significant discretion in making the judgments inherent in the determination of the
allowance for loan losses, including in connection with the valuation of collateral, a borrower’s prospects of
repayment and in establishing loss factors on the general component of the allowance. Changes in loss factors
will have a direct impact on the amount of the provision and a corresponding effect on net income. Errors in
management’s perception and assessment of the global factors and their impact on the portfolio could result
in the allowance not being adequate to cover losses in the portfolio, and may result in additional provisions or
charge-offs. For additional information regarding the allowance for loan losses, refer to Notes 1 and 5 to the
Consolidated Financial Statements and the discussion under the caption “Provision for Loan Losses” below.
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Deferred Tax Assets

The Company accounts for income taxes in accordance with SFAS No. 109, “Accounting for Income Taxes,”
which requires that deferred tax assets and liabilities be recognized using enacted tax rates for the effect of
temporary differences between the book and tax bases of recorded assets and liabilities. SFAS No. 109 also
requires that deferred tax assets be reduced by a valuation allowance if it is more likely than not that some
portion or the entire deferred tax asset will not be realized.

At December 31, 2008 and 2007, the Company had defetred tax assets in excess of deferred tax liabilities of
$2,822,155 and $2,313,390, respectively. At December 31, 2008 and 2007, management determined that it is
more likely than not that the entire amount of such assets will be realized.

The Company periodically evaluates the ability of the Company to realize the value of its deferred tax asset.

If the Company were to determine that it was not more likely than not that the Company would realize the
full amount of the deferred tax asset, it would establish a valuation allowance to reduce the carrying value of
the deferred tax asset to the amount it believes would be realized. The factors used to assess the likelihood of
realization are the company’s forecast of future taxable income and available tax-planning strategies that could
be implemented to realize the net deferred tax assets.

Failure to achieve forecasted taxable income might affect the ultimate realization of the net deferred tax
assets. Factors that may affect the company’s ability to achieve sufficient forecasted taxable income include,
but are not limited to, the following: increased competition, a decline in net interest margins, a loss of market
share demand for financial services and national and regional economic conditions.

The Company’s provision for income taxes and the determination of the resulting deferred tax assets and
liabilities involve a significant amount of management judgment and are based on the best information
available at the time. The Company operates within federal and state taxing jurisdictions and is subject to
audit in these jurisdictions. For additional information regarding the deferred tax assets, refer to Note 11 to
the Consolidated Financial Statements.

COMPARISON OF RESULTS OF OPERATIONS FOR THE YEARS ENDED DECEMBER 31, 2008
AND 2007

General. Yor the year ended December 31, 2008, the Company reported consolidated net income of
$3,815,332 ($1.29 basic and $1.24 diluted earnings per share) compared to consolidated net income of
$5,105,635 ($1.92 basic and $1.79 diluted earnings per share) for the year ended December 31, 2007. The
decrease in net income for 2008 was primarily attributable to increases in noninterest expenses and the
provision for loan losses as well as a decrease in non-interest income. These were partially offset by a modest
increase in net interest income.

Net Interest Income. The primary component of the Company’s net income is its net interest income,
which is the difference between income earned on assets and interest paid on the deposits and borrowings
used to fund them. Net interest income is affected by the spread between the yields earned on the
Company’s interest-earning assets and the rates paid on interest-bearing liabilities as well as the relative
amounts of such assets and liabilities. Net interest income, divided by average interest-earning asscts,
represents the Company’s net interest margin.

Net interest income for the year ended December 31, 2008 was $19,222,946 compared to $18,991,900 for the
year ended December 31, 2007. The $231,046 increase was due to an decrease in interest expense of
$1,871,401, partially offset by the decrease in interest income of $1,640,355. Changes in the components of
net interest income due to changes in average balances of assets and liabilities and to changes caused by
changes in interest rates are presented in the following rate volume analysis.
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During 2008, the Company’s interest rate spread decreased because of changes in rates. The fall in rates
continued throughout the year, accelerating in the last quarter. As these rates fell, many of our loans repriced
downward. This decline in interest rates earned on assets was not fully matched by declines in interest rates
on liabilities owed for several reasons. Many of the Company’s interest-bearing liabilities, such as our savings
accounts, are at low rates that could not fully respond to the drop in interest rates. Also, market pressures on
deposit rates kept deposit rates artificially high compared to other interest rates, such as U.S. treasury rates.
Additionally, most of our interest-earning assets can be prepaid without penalty to the borrower, while our
interest-bearing liabilities are held to contract terms. This meant that borrowers could prepay fixed-rate loans,
while the Company continued to pay at the original contract rate on its obligations throughout 2008. Finally,
as rates fell, the interest earned on assets funded by the Company’s non-interest bearing liabilities fell,
decreasing its net yield on interest earning assets. 'The effect of the falling interest rate spread was offset by
the Company’s higher balance of average earning assets.
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The following table presents information on the average balances of the Company’s interest-earning assets
and interest-bearing liabilities and interest earned or paid thereon for the past two fiscal years.

dollars in thousands

Assets

Interest-earning assets:

Loan portfolio (1)

Investment securities, federal funds
sold and interest-bearing deposits

Total interest-earning assets

Cash and cash equivalents

Other assets

Total Assets

Liabilities and Stockholders' Equity

Interest-bearing liabilities:

Savings

Interest-bearing demand and money
market accounts

Certificates of deposit

Long-term debt

Short-term debt

Guaranteed preferred beneficial interest

in junior subordinated debentures
Total Interest-Bearing Liabilities

Noninterest-bearing demand deposits
Other liabilities

Stockholders' equity

Total Liabilities and Stockholders'
Equity

Net interest income

Interest rate spread

Net yield on interest-earning assets

Ratio of average interest-earning
assets to average interest bearing

liabilities

' Average balance includes non-accrual loans

2008
Average
Balance Interest
$491,075 $ 31,869
122,674 5,389
613,749 37,258
4,477
27,091
$645,317
$ 26,434 $ 156
132,522 2,317
268,363 10,541
102,113 4,179
4,355 156
12,000 686
545,787 18,035
42,955
6,215
50,360
$645,317
19,223

Average
Yield/
Cost

6.49%

4.39%
6.07%

0.59%
1.75%
3.93%
4.09%
3.59%

5.72%

3.30%

277%

3.13%

112.45%

2007
Average
Balance Interest
$438,276 $ 33,048
119,101 5,850
557,377 38,898
3,004
22,505
$582,886
$ 28,391 $ 275
137,001 4,115
222,769 10,511
86,993 3,906
2,901 132
12,000 967
490,055 19,9006
45,969
6,398
40,464
3582 886

[,
oc

992

Average
Yield/
Cost

7.54%

4.91%
6.98"%

0.97%
3.00%
4.72%
4.49%
4.55%

8.06%

4.06"%

2.92%

3.41%
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The table below sets forth certain information regarding changes in interest income and interest expense of
the Bank for the periods indicated. For each category of interest-earning asset and interest-bearing liability,
information is provided on changes attributable to (1) changes in volume (changes in volume multiplied by
old rate); and (2) changes in rate (changes in rate multiplied by old volume). Changes in rate-volume (changes
in rate multiplied by the change in volume) have been allocated to changes due to volume.

Year ended December 31, 2008
compared to year ended
December 31, 2007

Due to
Volume Rate Total

Interest income:
Loan portfolio (1) § 3,427 $ (4,605) $ (1,178)
Investment securities, federal funds

sold and interest bearing deposits 157 619) (462)
Total Interest-Earning Assets $ 3,584 $ (5,224 $ (1,640)
Interest-bearing liabilities:
Savings $ (12) $ (108) $ (119
Interest-bearing demand and money

market accounts (78) (1,720) (1,798)
Certificates of deposit 1,791 (1,761) 30
Long-term debt 619 (340) 273
Short-term debt 52 (28) 24
Guaranteed preferred beneficial interest

in junior subordinated debentures - (281) (281)
Total Interest-Bearing Liabilities $ 2372 $ (4243) $ (1,871
Net Change in Net Interest Income §_ 1211 $ (981 3 231

! Average balance includes non-accrual loans

Provision for Loan Losses. Provision for loan losses for the year ended December 31, 2008 was $1,300,826,
compared to $854,739 for the year ended December 31, 2007. The loan loss provision increased in 2008 as
the Bank continued to add loans to its portfolio particularly in the commercial and commercial equipment
categories which carry a higher risk of default. The loan loss provision also increased due to the continuing
deterioration in economic conditions and the increase in non-accrual loans. The need to increase the loan
loss provision was moderated by the continued low level of charge-offs. In 2008, the Bank recorded net
charge-offs of $637,636 (0.13% of average loans) compared to net charge-offs of $155,977 (0.04% of average
loans) in 2007 and the increase in non-accrual loans from $414,000 in 2007 to $4,936,000 in 2008. The loan
loss allowance and the provision for loan losses is determined based upon an analysis of individual loans and
the application of certain loss factors to different loan categories. Individual loans are analyzed for
impairment as the facts and circumstances warrant. In addition, a general component of the loan loss
allowance is added based on a review of the portfolio’s size and composition. At December 31, 2008, the
allowance for loan loss equaled 104% of non accrual and past due loans compared to 1,083% at December
31, 2007.
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Noninterest Income.
Years Ended December 31, % change
2008 vs.
2008 2007 2007

Loan appraisal, credit, and miscellaneous charges $ 416,605 $ 358,946 16.06%
Income from bank owned life insurance 491,136 361,527 35.85%
Service charges 1,665,700 1,436,290 15.97%
Recognition of other than temporary decline in value of

investment securities (54,772) - n/a
Loss on the sale of investment securities - (27,335) (100.0%)
Gain on sale of foreclosed property - 1,272,161 (100.0%)
Total Noninterest Income § 2518669 $ 3,401,589 (25.96%)

Income from loan fees increased as the Bank’s volume of loans originated increased in 2008. Income from
bank owned life insurance (“BOLI”) increased from last year as the Bank purchased an additional $1 million
in BOLI in late 2007 increasing the average assets invested in BOLI in 2008. Service charges and fees are
primarily generated by the Bank’s ability to attract and retain transaction-based deposit accounts and by loan
servicing fees. In 2008, service charges increased as the Bank increased its average transaction account
balances during the year. The Bank also increased certain service fees on deposit accounts during 2008. In
2007, the Bank recorded a net loss on the sale of investment securities compared to no sale of investment
securities in 2008. The Bank recorded a gain in the amount of $1,272,161 on the sale of foreclosed property
during 2007 compared to no foreclosed property sales in 2008.

Noninterest Expenses.

Years Ended December 31, % change

2008 vs.
2008 2007 2007
Noninterest expense
Salary and employee benefits $ 8,052,008 $ 7,604,140 5.89%
Occupancy expense 1,691,038 1,340,820 26.12%
Advertising 557,782 469,995 18.68%
Data processing expense 710,832 833,726 (14.74%)
Depreciation of furniture, fixtures, and equipment 581,256 665,974 (12.72%)
Telephone communications 83,469 87,176 (4.25%)
ATM expenses 336,198 293,656 14.49%
Office supplies 162,096 161,538 0.35%
Professional fees 720,512 646,779 11.40%
FDIC insurance 274,282 49,786 450.92%
Other 1,412,984 1,305,763 8.21%
Total Noninterest Expenses $14,582,457 $ 13,459,353 8.34%

The increase in salary and employee benefit costs reflect growth in the Bank’s workforce to fully staff
branches, an increasing need for highly skilled employees due to the higher complexity level of the Bank’s
business, and continued increases in the Bank’s benefit and incentive costs. Expenses also included certain
supplemental retirement benefits, which were funded by the BOLI income. Depreciation expense decreased
as the Bank wrote off equipment related to a previous version of its data processing software. ATM expenses
increased due to an increase in money delivery services. Professional fees increased as the Company nears
satisfaction of requirements under the Sarbanes Oxley Act. Prior to 2008, FDIC insurance expenses were
reduced by the usage of a one time credit, the credit was used up in 2008, causing expenses to rise in that
year. Other noninterest expense increased due to the growing size and complexity of the Bank.
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Income Tax Expense. For the year ended December 31, 2008, the Company recorded income tax expense
of $2,043,000 compared to $2,973,762 in the prior year. The Company’s effective tax rates for the years
ended December 31, 2008 and 2007 were 34.87% and 36.81%, respectively. The tax rate decreased due to an
increase in the relative size of non-taxable income items and lower pre-tax income in 2008.

COMPARISON OF FINANCIAL CONDITION AT DECEMBER 31, 2008 AND 2007

December 31, % change
2008 vs.
2008 2007 2007
ASSETS
Cash and due from banks $ 5,071,614 $ 3,267,920 55.19%
Fed Funds sold 989,754 885,056 11.83%
Interest-bearing deposits with banks 8,413,164 7,273,661 15.67%
Securities available for sale, at fair value 14,221,674 9,144,069 55.53%
Securities held to maturity, at amortized cost 108,712,281 92,687,603 17.29%
Federal Home Loan Bank and Federal Reserve Bank stock- at cost 6,453,000 5,354,500 20.52%
Loans receivable - net of allowance for loan losses of $5,145,673 and
$4,482,483 542,977,138 453,614,133 19.70%
Premises and equipment, net 12,235,999 9,423,302 29.85%
Accrued interest receivable 2,965,813 3,147,569 (5.77%)
Investment in bank owned life insurance 10,526,286 10,124,288 3.97%
Other assets 4,118,187 3,483,733 18.21%
TOTAL ASSETS § 716,684,910 $ 598,405,834 19.77%
LIABILITIES AND STOCKHOLDERS' EQUITY
Deposits
Non-interest-bearing deposits $ 50,642,273 $ 48,041,571 5.41%
Interest-bearing deposits 474,525,293 396,952,444 19.54%
Total deposits 525,167,566 444,994,015 18.02%
Short-term borrowings 1,522,367 1,555,323 (2.12%)
Long-term debt 104,963,428 86,005,508 22.04%
Guaranteed preferred beneficial interest in junior subordinated debentures 12,000,000 12,000,000 0.00%
Accrued expenses and other liabilities 5917,130 5,003,912 18.25%
Total Liabilities 649,570,491 549,558,758 18.20%
STOCKHOLDERS' EQUITY
Fixed Rate Cumulative Perpetual Preferred Stock, Series A - par value
$1,000, authorized 15,540, issued 15,540 15,540,000 - n/a
Fixed Rate Cumulative Perpetual Preferred Stock, Series B - par value $1,000,
authorized 777, issued 777 777,000 - n/a
Common stock - par value $.01; authorized - 15,000,000 shares;
issued 2,947,759 and 2,909,974 shares, respectively 29,478 29,100 1.30%
Additional paid in capital 16,517,649 16,914,373 (2.35%)
Retained earnings 34,280,719 32,303,353 6.12%
Accumulated other comprehensive gain (loss) 229,848 (73,097) (414.44%)
Unearned ESOP shares (260,275) (326,653) (20.32%)
TOTAL STOCKHOLDERS’ EQUITY 67,114,419 48,847,076 37.40%
TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY $ 716,684,910 $ 598,405,834 19.77%
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In 2008, the Bank used the proceeds of the private placements of common stock completed in late 2007 to
increase the Bank’s asset size through the origination of loans and the purchase of securities. The issuance of
preferred stock to the Department of Treasury also resulted in additional capital of $15,540,000 in December
2008. These asset increases were also funded by increases in deposits and long term borrowings. 1In 2008,
cash and cash equivalents increased to $14,474,532 from $11,426,637 in 2007, an increase of 26.67%. The
Bank generally increased its cash and cash equivalents during 2008 to cover potential increase deposit
outflows as marketplace concerns about the safety of the banking system increased. The Bank increcased
securities designated as available-for-sale during the year to give it additional flexibility in using its securities
portfolio to fulfill liquidity needs. Federal Home Loan Bank and Federal Reserve Bank stock increased as the
Bank added additional long term borrowings from the Federal Home Loan Bank of Atlanta during the yvear.
The increases in loans receivable reflect the Bank’s continuing efforts to build its market share in Southern
Maryland. The increase in premises and equipment was primarily the result of the rebuilding of the
Leonardtown facility during 2008.

In order to fund the asset growth noted above, the Bank increased its deposit base through marketing efforts
focused on small and medium sized businesses and middle-income individuals in the Southern Maryland area.
Our total deposits increased by $80,173,551. Of this amount $60,838,961, or 75.88%, was retail deposit
growth, while $19,334,590, or 24.12%, was a result of growth in brokered deposits.

Total equity increased duting the year. In 2008, the Company issued $15,540,000 in preferred stock to the
United States Treasury (“T'reasury”) by participating in the Troubled Assct Relief Program’s Capital Purchase
Program. The Company earned net income of $3,815,332. In addition, the exercise of incentive stock options
for $773,797 also increased equity. Smaller increases were the result of an increase in accumulated other
comprehensive income of $302,945, stock grants in the settlement of accrued compensation of $140,088,
ESOP transactions of $156,374, and the tax effect of the exercise of non-1SO options and stock grants of
$51,880. These increases were partially offset by decreases from the payment of dividends of $1,184,324,
repurchases of common stock of $1,013,902, and the recognition of a cumulative effect adjustment of
$314,847 of certain post-retirtement insurance benefits,

LIQUIDITY AND CAPITAL RESOURCES

The Company currently has no business other than holding the stock of the Bank and engaging in certain
passive investments and does not currently have any material funding requirements, except for payment of
interest on subordinated debentures and the payment of dividends on preferred and common stock. Under
the terms of the Treasury purchase of preferred stock, the Company cannot repurchase common stock
without Treasury’s consent until December 19, 2018. The Company’s principal sources of liquidity are cash
on hand and dividends received from the Bank. The Bank is subject to various regulatory restrictions on the
payment of dividends.

The Bank’s principal sources of funds for investment and operations are net income, deposits from its
primary market area, borrowings, principal and interest payments on loans, principal and interest received on
investment securities, and proceeds from the maturity and sale of investment securities. Its principal funding
commitments are for the origination or purchase of loans, the purchase of securitics, and the payment of
matuting deposits. Deposits are considered the primary source of funds supporting the Bank’s lending and
investment activities. The Bank also uses borrowings from the FHI.B of Atlanta to supplement deposits. The
amount of FHLB advances available to the Bank is limited to the lower of 40% of Bank assets or the amount
supportable by eligible collateral including FHLB stock, loans and securities.

The Bank’s most liquid assets are cash, cash equivalents and federal funds sold. The levels of such assets are
dependent on the Bank’s operating, financing and investment activities at any given time. The variations in
levels of cash and cash equivalents are influenced by deposit flows and anticipated future deposit flows.
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Cash and cash equivalents as of December 31, 2008 totaled $14,474,532 an increase of $3,047,895 or 26.67%,
from the December 31, 2007 total of $11,426,637. This increase was used to increase the Bank’s short-term
liquidity.

The Bank’s principal sources of cash flows are its financing activities including deposits and borrowings. In
2008, the Bank increased its deposit and borrowing activity substantially in order to increase the size of its
operations and increase market share. During 2008, all financing activities provided $113,679,324 in cash
inflows compared to $17,694,400 during 2007. The inctrease in cash flows from financing activity in 2008 was
principally due to an increase in the amount of net deposit growth from $26,980,613 in 2007 to $80,173,551
in 2008. In addition, the Bank increased its proceeds of long-term borrowings to $24,000,000 in 2008
compared to $5,000,000 in 2007. The Bank decreased its payments on long-term borrowings to $5,042,080 in
2008 from $15,040,428 in 2007. Also, as noted in the discussion of changes in the Company’s equity, the
Treasury purchased $15,540,000 of preferred stock from the Company in 2008.

The Bank’s principal use of cash has been in investing activities including its investments in loans, investment
securities and other assets. In 2008, the level of investing increased dramatically to $116,156,395 from
$29,084,040 in 2007, as the Bank sought to increase its loan and investment portfolios. This increase in net
investing activity was caused by an increase in the amount of loans originated to $236,486,198 in 2008 from
$194,267,624 in 2007. Principal collected on loans declined from $162,397,632 in 2007 to $145,882,731 in
2008. In addition, the purchases of securities available for sale increased to $5,010,353 in 2008 from $309,253
in 2007. In addition, principal repayments on securities held to maturity declined to $10,110,386 from
$15,936,450 in 2007.

At December 31, 2008, we had $26,795,510 in loan commitments outstanding. Certificates of deposit due
within one year of December 31, 2008 totaled $245,184,876, representing 76.61% of certificates of deposit at
December 31, 2008. If these maturing deposits do not remain with us, we will be required to seek other
sources of funds, including other certificates of deposit and borrowings. Depending on market conditions,
we may be required to pay higher rates on such deposits or other borrowing than we currently pay on the
certificates of deposit due on or before December 31, 2009. We believe, however, based on past experience,
that a significant portion of our certificates of deposit will remain with us. We have the ability to attract and
retain deposits by adjusting the interest rates offered.

Federal banking regulations require the Company and the Bank to maintain specified levels of capital. At
December 31, 2008, the Company was in compliance with these requirements with a leverage ratio of
11.54%, a Tier 1 risk-based capital ratio of 13.82% and total risk-based capital ratio of 14.73%. At December
31, 2008, the Bank met the criteria for designation as a well-capitalized depository institution under Federal
Reserve Bank regulations. See Note 15 of the consolidated financial statements.

OFF BALANCE SHEET ARRANGEMENTS

In the normal course of operations, we engage in a variety of financial transactions that, in accordance with
U.S. generally accepted accounting principles, are not recorded in our financial statements. These
transactions involve, to varying degrees, elements of credit, interest rate and liquidity risk. Such transactions
are used primarily to manage customers’ requests for funding and take the form of loan commitments, letters
of credit and lines of credit. For a discussion of these agreements, including collateral and other
arrangements, see Note 12 to the consolidated financial statements.

For the years end December 31, 2008 and 2007, the Company did not engage in any off-balance sheet

transactions reasonably likely to have a material effect on its financial condition, results of operations or cash
flows.

10



MANAGEMENT’S DISCUSSION AND ANALYSIS

CONTRACTUAL OBLIGATIONS

In the normal course of its business, the Bank commits to make future payments to others to satisfy
contractual obligations. These commitments include commitments to repay short and long-term borrowings,
and commitments incurred under operating lease agreements.

IMPACT OF INFILATION AND CHANGING PRICES

The consolidated financial statements and notes thereto presented herein have been prepared in accordance
with generally accepted in the United States of America accounting principles, which require the
measurement of financial position and operating results in terms of historical dollars without considering the
changes in the relative purchasing power of money over time due to inflation. Unlike most industrial
companies, neatly all of the Company’s assets and liabilities are monetary in nature. As a result, interest rates
have a greater impact on the Company's performance than do the effects of general levels of inflation.
Interest rates do not necessarily move in the same direction or to the same extent as the prices of goods and
services.

11



MANAGEMENT’S DISCUSSION AND ANALYSIS

SELECTED FINANCIAL DATA

Dollars in thousands except per share

data Year Ended December 31,

2008 2007 2006 2005 2004
Operations Data
Net interest income $ 19,223 $ 18,992 $ 17,327 $ 15,571 $ 13,800
Provision for loan losses 1,301 855 406 329 453
Noninterest income 2,519 3,402 2,247 1,641 1,582
Noninterest expense 14,582 13,459 12,562 10,851 9,768
Net income $ 3,815 $ 5,100 $ 4441 $ 3,979 $ 3,720
Share Data
Basic net income per common share $1.29 $1.92 $1.68 $1.53 $1.44
Diluted net income per common share $1.24 $1.79 $1.58 $1.44 $1.38
Cash dividends paid per common share $0.40 $0.40 $0.37 $0.35 $0.21

Weighted average common
Shares outstanding:
Basic 2,943,002 2,664,036 2,637,531 2,597,806 2,579,264
Diluted 3,053,690 2,852,494 2,815,985 2,763,616 2,697,030

Financial Condition Data

Total assets $ 716,685 $ 598,406 $575,496 $ 541,287 $505,767
Loans receivable, net 542,977 453,614 422,480 369,592 289,325
Total deposits 525,168 444994 418,013 363,374 266,755
Long and short term debt 106,486 87,561 102,614 127,899 198,235
Total stockholders’ equity $ 67,114 $ 48,847 $ 37,729 $ 34578 $ 31,124

Performance Ratios

Return on average assets 0.59% 0.87% 0.80% 0.74% 0.87%
Return on average equity 7.57% 12.62% 12.13% 12.11% 12.89%
Net interest margin 3.13% 3.41% 3.24% 3.05% 3.43%
Efficiency ratio 67.07% 60.10% 64.18% 63.04% 63.50%
Dividend payout ratio 31.04% 20.80% 21.91% 23.39% 14.56%
Capital Ratios
Average equity to average

assets 11.54% 10.41% 8.74% 8.62% 9.29%
Leverage ratio 11.54% 10.41% 8.74% 8.62% 9.29%
Total risk-based capital ratio 14.73% 13.80% 11.98% 11.93% 11.89%

Asset Quality Ratios

Allowance for loan losses to

total loans 0.94% 0.98% 0.89% 0.91% 1.04%
Nonperforming loans to total loans 0.90% 0.09% 0.25% 0.16% 0.23%
Allowance for loan losses to

Nonperforming loans 104.25% 1082.71% 361.59% 572.96% 452.97%
Net charge-offs to average loans 0.13% 0.04% 0.00% 0.00% -0.01%

All per share amounts have been adjusted for the three for two stock splits which were effected in December 2004, 2005
and 2006.

12



MANAGEMENT’S DISCUSSION AND ANALYSIS

MARKET FOR THE REGISTRANT’S COMMON STOCK AND RELATED SECURITY HOLDER
MATTERS

Market Information. The following table sets forth high and low bid quotations reported on the OTC
Bulletin for the Company’s common stock for each quarter during 2008 and 2007. These quotes reflect inter-
dealer prices without retail mark-up, mark-down or commission and may not necessarily reflect actual
transactions.

High Low
2007
Fourth Quarter § 2650 § 2250
Third Quarter $ 2770 % 2571
Second Quarter §  060.00 § 25.15
First Quarter $ 27.00 § 24.00
High Low
2008
Fourth Quarter § 1875 § 16.15
Third Quarter % 2400 % 17.85
Second Quarter $ 28,00 $§ 22.00
First Quarter $ 2500 § 2255

Holders. The number of stockholders of record of the Company at March 4, 2009 was 626.

Dividends. The Company has paid annual cash dividends since 1994. For each of fiscal vears 2008 and
2007, the Company paid an annual cash dividend of $0.40 per share. As part of the Company’s participation
in the Capital Purchase Program of the U.S. Department of Treasury’s Troubled Asset Repurchase Program:
(1) before the earlier of (a) December 19, 2011 or (b) the date on which the Series A preferred stock and the
Series B preferred stock has been redeemed in full or the Treasury has transferred all of the Series A preferred
stock and the Series B preferred stock to non-affiliates, the Company cannot, without consent of the
Treasury, increase its per share cash dividend above $0.40; (2) during the period beginning on December 19,
2011 and ending on the earlier of (a) December 19, 2018 or (b) the date on which the Series A preferred
stock and the Series B preferred stock has been redeemed in full or the Treasury has transferred all of the
Series A preferred stock and the Series B preferred stock to non-affiliates, the Company, without the consent
of the Treasury, cannot pay any per share cash dividend that is greater than 103% of the aggregate per share
dividends paid for the prior fiscal year; and (3) during the period beginning on December 19, 2018 and
ending on the date on which all of the Series A preferred stock and the Series B preferred stock has been
redeemed in full or the Treasury has transferred all of the Series A preferred stock and the Series B preferred
stock to non-affiliates, the Company, without the consent of the Treasury, cannot pay any cash dividends.

'The Company’s ability to pay dividends is governed by the policies and regulations of the I'ederal Reserve
Board (the “FRB”), which prohibits the payment of dividends under certain circumstances dependent on the
Company’s financial condition and capital adequacy. The Company’s ability to pay dividends is also
depending on the receipt of dividends from the Bank.

Federal regulations impose certain limitations on the payment of dividends and other capital distributions by
the Bank. The Bank’s ability to pay dividends is governed by the Maryland Financial Institutions Code and
the regulations of the FRB. Under the Maryland Financial Institutions Code, a Maryland bank (1) may only
pay dividends from undivided profits or, with prior regulatory approval, its surplus in excess of 100% of
required capital stock and (2) may not declare dividends on its common stock until its surplus funds equals
the amount of required capital stock, or if the surplus fund does not equal the amount of capital stock, in an
amount in excess of 90% of net earnings.



MANAGEMENT’S DISCUSSION AND ANALYSIS

Without the approval of the FRB, a state member bank may not declare or pay a dividend if the total of all
dividends declared during the year exceeds its net income during the cutrent calendar year and retained net
income for the prior two years. The Bank is further prohibited from making a capital distribution if it would
not be adequately capitalized thereafter. In addition, the Bank may not make 2 capital distribution that would
reduce its net worth below the amount required to maintain the liquidation account established for the
benefit of its depositors at the time of its conversion to stock form.
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TRI-COUNTY FINANCIAL CORPORATION

MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL
REPORTING

The management of Tri-County Financial Corporation (“the Company”) is responsible for
establishing and maintaining adequate internal control over financial reporting. ‘The internal control
process has been designed under our supervision to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of the Company’s financial statements for
external reporting purposes in accordance with accounting principles generally accepted in the
United States of America.

Management conducted an assessment of the effectiveness of the Company’s internal control over
financial reporting as of December 31, 2008, utilizing the framework established in Internal Control
— Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO). Based on this assessment, management has determined that the Company’s
internal control over financial reporting as of December 31, 2008, is effective.

Our internal control over financial reporting includes policies and procedures that pertain to the
maintenance of records that accurately and fairly reflect, in reasonable detail, transactions and
dispositions of assets; and provide reasonable assurances that: (1) transactions are recorded as
necessary to permit preparation of financial statements in accordance with accounting principles
generally accepted in the United States; (2) receipts and expenditures are being made only in
accordance with authorizations of management and the directors of the Company; and (3)
unauthorized acquisition, use, or disposition of the Company’s assets that could have a material
effect on the Company’s financial statements are prevented or timely detected.

All internal control systems, no matter how well designed, have inherent limitations. Therefore, even
those systems determined to be effective can provide only reasonable assurance with respect to
financial statement preparation and presentation. Also, projections of any evaluation of effectiveness
to future periods are subject to the risk that controls may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

This annual report does not include an attestation report of the Company’s independent registered
public accounting firm regarding internal control over financial reporting. Management’s report was
not subject to attestation by the Company’s independent registered public accounting firm pursuant
to temporary rules of the Securities and Exchange Commission that permit the Company to provide
only the management’s report in this annual report.
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CERTIFIED PUBLIC ACCOUNTANTS AND
MANAGEMENT CONSULTANTS SINCE 1915

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Board of Directors and Stockholders

Tri-County Financial Corporation
Waldorf, Maryland

We have audited the accompanying consolidated balance sheets of Tri-County Financial
Corporation (the “Company”) as of December 31, 2008 and 2007, and the related consolidated
statements of income, changes in stockholders’ equity, and cash flows for each of the years in the
two-year period ended December 31, 2008. These consolidated financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on
these consolidated financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company
Accounting Oversight Board (United States). Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the consolidated financial statements are
free of material misstatement. The Company is not required to have, nor were we engaged to
perform, an audit of its internal control over financial reporting. Our audits included
consideration of internal control over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the Company’s internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable
basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in
all material respects, the consolidated financial position of Tri-County Financial Corporation as
of December 31, 2008 and 2007, and the results of its consolidated operations and cash flows for
each of the years in the two-year period ended December 31, 2008 in conformity with accounting
principles generally accepted in the United States of America.

6—%,_&% } Coﬁa/

Baltimore, Maryland
March 4, 2009

Suite 100, 405 East Joppa Road Baltimore, Maryland 21286 ¢ 410-823-8000 » 1-800-686-3883 o Fax: 410-296-4815 ¢ www.stegman. com
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TRI-COUNTY FINANCIAL CORPORATION

CONSOLIDATED BALANCE SHEETS

Assets
Cash and due from banks
Federal Funds sold
Interest-bearing deposits with banks
Securities available for sale, at fair value

Securities held to maturity, at amortized cost

Federal Home Loan Bank and Federal Reserve Bank stock- at cost
Loans receivable - net of allowance for loan losses of $5,145,673 and $4,482,483

Premises and equipment, net
Accrued interest receivable

Investment in bank owned life insurance

Other assets

Total Assets

Liabilities and Stockholders’ Equity
Deposits
Non-interest-bearing deposits
Interest-bearing deposits
Total deposits
Short-term borrowings

Long-term debt

Guaranteed preferred beneficial interest in junior subordinated debentures

Accrued expenses and other liabilities

Total Liabilities

Stockholders’ Equity

Fixed Rate Cumulative Perpetual Preferred Stock, Series A - par value $1,000,

authorized 15,540, issued 15,540

Fixed Rate Cumulative Perpetual Preferred Stock, Series B - par value $1,000,

authorized 777, issued 777

Common stock - par value $.01; authorized - 15,000,000 shares;

issued 2,947,759 and 2,909,974 shares, respectively
Additional paid in capital
Retained earnings

Accumulated other comprehensive gain (loss)
Unearned ESOP shares
Total Stockholder's Equity

Total Liabilities and Stockholders’ Liability

See notes to consolidated financial statements
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December 31,

2008

$ 5,071,614

2007

§ 3,267,920

989,754 885,056
8,413,164 7,273,661
14,221,674 9,144,069
108,712,281 92,687,603
6,453,000 5,354,500
542,977,138 453,614,133
12,235,999 9,423,302
2,965,813 3,147,569
10,526,286 10,124,288
4118187 3,483,733

§  716,684910

$ 50,042,273

§ 598,405,834

$ 48,041,571

474,525,293 396,952,444
525,167,566 444,994,015
1,522,367 1,555,323
104,963,428 86,005,508
12,000,000 12,000,000
5917,130 5,003,912

649,570,491

549,558,758

15,540,000 :
777,000 -
29,478 29,100
16,517,649 16,914,373
34,280,719 32,303,353
229,848 73,097)
(260,275) (326.653)
67.114,419 48,847,076

$ 716,684,910

$...598,405,834



TRI-COUNTY FINANCIAL CORPORATION

CONSOLIDATED STATEMENTS OF INCOME
Years Ended December 31,

Interest and Dividend Income

Loans, including fees

Taxable interest and dividends on investment securitics

Interest on deposits with banks

Total interest and dividend income
Interest Expenses

Deposits
Short-term borrowings
Long-term debt

Total interest expenses
Net interest income

Provision for loan losses

Net interest income after provision for loan losses
Noninterest Income

Loan appraisal, credit, and miscellaneous charges
Income from bank owned life insurance

Service charges and other income

Recognition of other than temporary decline in value of investment

securities
Loss on the sale of investment securities

Gain on sale of foteclosed property

Total Noninterest Income

Noninterest Expenses

Salary and employee benefits
Occupancy expense
Advertising

Data processing expense
Depreciation of furniture, fixtures, and equipment
Telephone communications
ATM expenses

Office supplies

Professional fees

FDIC insurance

Other

Total Noninterest Expenses

Income before income taxes
Income tax expense

Net income

Other Comprehensive Income

Unrealized gain (losses) on securities available for sale net of tax expense

(benefit) of $137,440 and ($22,684), respectively.

Reclassification adjustment for losses net of tax of $18,622 and $6,122,

respectively

Total Comprehensive Income

Earnings Per Share

Basic

Diluted

Cash dividend paid

See notes to consolidated financial statements
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2008

$ 31,869,492

2007

$ 33,047,979

5,304,606 5,550,086
83,659 300,047
37,257,757 38,898,112
13,013,398 14,900,672
156,183 131,884
4,865,230 4,873,656
18,034,811 19,906,212
19,222,946 18,991,900
1,300,826 854,739
17,922,120 18,137,161
416,605 358,946
491,136 361,527
1,665,700 1,436,290
(54,772) -

- (27,335)

- 1,272,161
2,518,669 3,401,589
8,052,008 § 7,604,140
1,691,038 1,340,820
557,782 469,995
710,832 833,726
581,256 665,974
83,469 87,176
336,198 293,656
162,096 161,538
720,512 646,779
274,282 49,786
1,412,984 1,305,763
14,582,457 13,459,353
5,858,332 8,079,397
2,043,000 2,973,762
3815332 § 5,105,635
266,795 (36,053)
36,150 16,778

$ 4118277 $ 5086360
$1.29 $1.92
$1.24 $1.79
$0.40 $0.40



TRI-COUNTY FINANCIAL CORPORATION

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY
For the Years Ended December 31, 2008 and 2007

Accumulated
Other Unearned
Preferred Common Paid-in Retained Comprehensive ESOP
Stock Stock Capital Earnings Income (Loss) Shares Total

Balance at January 1, 2007 $ - $.26,423 $ 9,499,946 $ 28,353,792 $ (53,822) $ (97,002) $ 37,729,337
Comprehensive Income

Net Income 5,105,635 5,105,635

Unrealized holding losses on investment

securities net of tax of $12,128 (19,275) _ (19275
Total Comprehensive Income 5,086,360

Cash dividend - $0.40 per share (1,062,064) (1,062,064)

Excess of fair market value over cost of leveraged

ESOP sharces released 36,814 36,814

Exercise of stock options 103 73,717 73,820

Proceeds of private placement 2,683 7,039,011 7,041,694

Net change in unearned ESOP shares (72) 100 (229,651) (229,623)

Repurchase of common stock 37) (94,010) (94,047)

Stock Based Compensation - - 264,785 - - - 264,785
Balance at December 31, 2007 29,100 16,914,373 32,303,353 (73,097) (326,653) 48,847,076
Comprehensive Income

Net Income 3,815,332 3,815,332

Unrealized holding gains on investment securities

net of tax of $156,062 302,945 302945
Total Comprehensive Income 4,118,277

Cash dividend $0.40 per share (1,184,324) (1,184,324)

Excess of fair market value over cost of leveraged

LESOP shares released 37,593 37,593

Exercise of stock options 715 773,082 773,797

Proceeds of capital purchase program 16,317,000 (777,000) 15,540,000

Net change in uncarned ESOP shares 41 66,378 66,419

Repurchase of common stock (436) (674,671) (338,795) (1,013,902)

Cumulative effect of change in accounting

principle recognizing post retirement cost (314,847) (314,847)

Stock Based Compensation 58 140,030 140,088

Tax effect of the ESOP dividend 52,362 52,362

Tax effect of the exercise of stock based

compensation - - 51,880 - - - 51,880
Balance at December 31, 2008 $.16,317,000 § 29,478 $16,517,649 $ 34,280,719 $ 229,848 §__ (260,275) $_ 67,114,419
See notes to consolidated financial stat v
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TRI-COUNTY FINANCIAL CORPORATION

CONSOLIDATED STATEMENTS OF CASH FLOWS
For the Years Ended December 31, 2008 and 2007

2008 2007
Cash Flow from Operating Activities

Net income ) 3,815,332 $ 5,105,635

Adjustments to reconcile net income to net cash provided by operating activities
Provision for loan losses 1,300,826 854,739
Gain on sale foreclosed real estate - (1,272,161)
Loss on sales of investment securities - 27,335
Other than temporary decline in market value of investment securities 54,772 -
Depreciation and amortization 1,105,996 1,122,464

Net amortization of premium/discount on mortgage backed securities and
investments (152,837) 192,004
Increase in cash surrender of bank owned life insurance (401,998) (361,527)
Deferred income tax benefit (664,830) (392,194)
FExcess tax benefits on stock based compensation (8,865) -
Stock based compensation expense - 264,785
Decrease (Increase) in accrued interest receivable 181,756 (310,156)
Decrease in deferred loan fees (60,364) (119,081)
Increase (Decrease) in accrued expenses and other liabilities 738,459 (135,725)
Increase in other assets (83,281) (350,347)
Net Cash Provided by Operating Activities 5,824,966 4,625,771

Cash Flows from Investing Activities
Purchase of investment securities available for sale (5,010,353) (309,253)
Proceeds from sale, redemption or principal payments of investment securities

available for sale 342,632 408,313
Purchase of investment secutities held to maturity (25,987,875) (11,009,199)
Proceeds from maturities or principal payments of investment securities held to maturity 10,110,386 15,936,450
Net (increase) decrease of FHLB and Federal Reserve stock (1,098,500) 745,900
Loans otiginated or acquired (236,486,198) (194,267,624)
Principal collected on loans 145,882,731 162,397,632
Purchase of bank owned life insurance policies - (1,000,000)
Proceeds from disposal of premises and equipment 9,841 4,000
Purchase of premises and equipment (3,919,059) (3,723,304)
Proceeds of sale of foreclosed real estate - 1,733,045
Net Cash Used in Investing Activities (116,156,395) (29,084,040)
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TRI-COUNTY FINANCIAL CORPORATION

CONSOLIDATED STATEMENTS OF CASH FLOWS
For the Years Ended December 31, 2008 and 2007

(continued)
2008 2007
Cash Flows from Financing Activities
Net increase in deposits $ 80,173,551 $ 26,980,613
Proceeds from long-term borrowings 24,000,000 5,000,000
Payments of long-term borrowings (5,042,080) (15,040,428)
Net decrease in short-term borrowings (32,956) (5,012,379)
Exercise of stock options 773,797 73,820
Excess tax benefits on stock based compensation 8,865 -
Dividends paid (1,184,324) (1,062,064)
Proceeds from Capital Purchase Program 15,540,000 -
Proceeds from private placement - 7,041,694
Net change in unearned ESOP shares 150,373 (192,809)
Redemption of common stock (1,013,902) (94,047)
Net Cash Provided by Financing Activities 113,679,324 17,694,400
Increase (Decrease) in Cash and Cash Equivalents 3,047,895 (6,763,869)
Cash and Cash Equivalents - January 1 11,426,637 18,190,506
Cash and Cash Equivalents - December 31 § 14474532 3§ 11,426,037

Supplemental Disclosures of Cash Flow Information

Cash paid during the year for:

Interest $ 17,660936 § 19,679,622

Income taxes 32,797,865 3. . 3,942,600
Supplemental Schedule of Non-Cash Operating Activities

Issuance of common stock for payment of accrued compensation § 140088 § -

See notes to consolidated financial statements
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TRI-COUNTY FINANCIAL CORPORATION

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Principles of Consolidation

The consolidated financial statements include the accounts of Tri-County Financial Corporation and its
wholly owned subsidiaries, Community Bank of Tri-County (the “Bank”), Tri-County Capital Trust I and Tri-
County Capital Trust 11, and the Bank’s wholly owned subsidiaries, Tri-County Investment Corporation and
Community Mortgage Corporation of Tri-County (collectively, the “Company”). All significant intercompany
balances and transactions have been eliminated in consolidation. The accounting and reporting policies of the
Company conform with accounting principles generally accepted in the United States of America and to gen-
eral practices within the banking industry. Certain reclassifications have been made to amounts previously
reported to conform with classifications made in 2008.

Nature of Operations

The Company provides a variety of financial services to individuals and small businesses through its offices in
Southern Maryland. Its primary deposit products ate demand, savings, and time deposits, and its primary
lending products are consumer and commercial mortgage loans, construction and land development loans
and commercial loans.

Use of Estimates

In preparing consolidated financial statements in conformity with accounting principles generally accepted in
the United States of America, management is required to make estimates and assumptions that affect the
reported amounts of assets and liabilities as of the date of the balance sheet and reported amounts of
revenues and expenses during the reporting period. Actual results could differ from those estimates. Material
estimates that are particularly susceptible to significant change in the near term relate to the determination of
the allowance for loan losses, the valuation of foreclosed real estate, and deferred tax assets.

Significant Group Concentrations of Credit Risk

Most of the Company’s activities are with customers located in the Southern Maryland area comprising St.
Mary’s, Charles and Calvert counties. Note 4 discusses the types of securities held by the Company. Note 5
discusses the type of lending in which the Company is engaged. The Company does not have any significant
concentration to any one customer or industry.

Cash and Cash Equivalents
For purposes of the consolidated statements of cash flows, the Company considers all highly liquid debt
instruments with original maturitdes of three months or less when purchased to be cash equivalents.

Securities

Debt securities that management has the positive intent and ability to hold to maturity are classified as “held
to maturity” and recorded at amortized cost. Securities purchased and held principally for trading in the near
term are classified as “trading securities”. Securities not classified as held to maturity or trading, including
equity securities with readily determinable fair values, are classified as “available for sale” and recorded at
estimated fair value, with unrealized gains and losses excluded from earnings and reported in other
comprehensive income.

Purchase premiums and discounts are recognized in interest income using the interest method over the terms
of the securities. Declines in the estimated fair value of held to maturity and available for sale securities below
their cost that are deemed to be other than temporary are reflected in earnings as realized losses. In estimating
other than temporary impairment losses, management considers (1) the length of time and the extent to
which the fair value has been less than cost, (2) the financial condition and near term prospects of the issuer,
and (3) the intent and ability of the Company to retain its investment in the issuer for a period of time suffi-
cient to allow for any anticipated recovety in fair value. Gains and losses on the sale of securities are recorded
on the trade date and are determined using the specific identification method. Investment in Federal Reserve
Bank and Federal Home Loan Bank of Atlanta stock are recorded at cost and are considered restricted as to
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marketability. The Bank is required to maintain investments in the Federal Reserve Bank and Federal Home
Loan Bank based upon levels of borrowings.

Loans Held for Sale

Loans originated and intended for sale in the secondary market are carried at the lower of cost or estimated
fair value, in the aggregate. Net unrealized losses, if any, are recognized through a valuation allowance by
charges to income.

Mortgage loans held for sale are generally sold with the mortgage servicing rights retained by the Company.
The carrying value of mortgage loans sold is reduced by the cost allocated to the associated scrvicing rights.
Gains or losses on sales of mortgage loans are recognized based on the difference between the selling price
and the carrying value of the related mortgage loans sold, using the specific identification method.

Loans Receivable

The Company originates real estate mortgages to cover construction and land development loans,
commercial, and consumer loans to customers. A substantial portion of the loan portfolio is comprised of
loans throughout Southern Maryland. The ability of the Company’s debtors to honor their contracts is
dependent upon the real estate and general economic conditions in this area.

Loans that management has the intent and ability to hold for the foreseeable future, or until maturity or
payoff are reported at their outstanding unpaid principal balances, adjusted for the allowance for loan losses
and any deferred fees or costs on originated loans. Interest income is accrued on the unpaid principal balance.
Loan origination fees, net of certain direct origination costs, are deferred and recognized as an adjustment of
the related loan yield using the interest method.

The accrual of interest on mortgage and commercial loans is discontinued at the time the loan is 90 days
delinquent unless the credit is well secured and in the process of collection. Consumer loans are charged-off
no later than 180 days past due. In all cases, loans are placed on non-accrual or charged-off at an earlier date
if collection of principal or interest is considered doubtful.

All interest accrued but not collected from loans that ate placed on non-accrual or charged-off is reversed
against interest income. The interest on these loans is accounted for on the cash-basis or cost-recovery
method, until qualifying for return to accrual. Loans are returned to accrual status when all principal and
interest amounts contractually due are brought cutrent and future payments are reasonably assured.

Allowance for Loan Losses
The allowance for loan losses is established as probable losses are estimated to have occurred through a
provision for loan losses charged to earnings. Loan losses are charged against the allowance when
management believes that the uncollectibility of a loan balance is confirmed. Subsequent recoveries, if any,
are credited to the allowance.

The allowance for loan losses is evaluated on a regular basis by management and is based upon management’s
petiodic review of the collectability of the loans in light of historical experience, the composition and volume
of the loan portfolio, adverse situations that may affect the borrower’s ability to repay, estimated value of any
underlying collateral and prevailing economic conditions. This evaluation is inherently subjective, as it
requires estimates that are susceptible to significant revision as more information becomes available.

The allowance for loan losses consists of a specific component and a general component. The specific
component relates to loans that are classified as either, doubtful, substandard or special mention. For such
loans that are also classified as impaired, an allowance is established when the discounted cash flows (or
collateral value or observable market price) of the impaired loan is lower than carrying value of that loan. The
general component covers the non-classified loans by loan category and is based on historical loss experience,
peer group compatisons, industry data and loss percentages used for similarly graded loans adjusted for
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qualitative factors.

A loan is considered impaired when, based on current information and events, it is probable that the
Company will be unable to collect the scheduled payments of principal or interest when due according to the
contractual terms of the loan agreement. Factors considered by management in determining impairment
include payment status, collateral value and the probability of collecting scheduled principal and interest
payments when due. Loans that experience insignificant payment delays and payment shortfalls generally are
not classified as impaired. Management determines the significance of payment delays and payment shortfalls
on a case-by-case basis, taking into consideration all of the circumstances surrounding the loan and the
borrower, including the length of the delay, the reasons for the delay, the borrower’s prior payment record
and the amount of the shortfall in relation to the principal and interest owed. Impairment is measured on a
loan by loan basis for commercial and construction loans by either the present value of expected future cash
flows discounted at the loan’s effective interest rate, the loan’s observable market price or the fair value of the
collateral if the loan is collateral dependent.

Large groups of smaller homogeneous loans are collectively evaluated for impairment. Accordingly, the
Company does not separately identify individual consumer and residential loans for impairment disclosures
unless such loans are the subject of a restructuring agreement.

Servicing

Servicing assets are recognized as separate assets when rights are acquired through purchase or through the
sale of financial assets. Generally, purchased setvicing rights are capitalized at the cost to acquire the rights.
For sales of mortgage loans, a portion of the cost of originating the loan is allocated to the servicing based on
relative estimated fair value. Estimated fair value is based on matket prices for comparable mortgage servicing
contracts, when available, or alternatively, is based on a valuation model that calculates the present value of
estimated future net servicing. The valuation model incorporates assumptions that market participants would
use in estimating future net servicing income, such as the cost to service, the discount rate, an inflation rate,
ancillary income, prepayment speeds and default rates and losses. Capitalized servicing rights are reported in
other assets and are amortized into noninterest income in proportion to, and over the period of, the
estimated future net servicing income of the underlying financial assets.

Servicing assets are evaluated for impairment based upon the estimated fair value of the rights as compared to
amortized cost. Impairment is determined by stratifying rights into tranches based on predominant risk
characteristics, such as interest rate, loan type and investor type. Impairment is recognized through a
valuation allowance for an individual tranche, to the extent that fair value is less than the capitalized amount
for the tranche. If the Company later determines that all or a portion of the impairment no longer exists for a
particular tranche, a reduction of the allowance may be recorded as an increase to income.

Servicing fee income is recorded for fees earned for servicing loans. The fees are based on a contractual
percentage of the outstanding principal, or a fixed amount per loan, and recorded as income when earned.
The amortization of mortgage servicing rights is netted against loan servicing fee income.

Premises and Equipment
Land is carried at cost. Premises, improvements and equipment are carried at cost, less accumulated
depreciation and amortization, computed by the straight-line method over the estimated useful lives of the
assets, which are as follows:

Buildings and Improvements: 10 — 50 years
Furniture and Equipment: 3 — 15 years

Automobiles: 5 years

Maintenance and repairs are charged to expense as incurred while improvements that extend the useful life of
premises and equipment are capitalized.
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Foreclosed Real Estate

Assets acquired through or in lieu of loan foreclosure are held for sale and are initially recorded at the lower
of cost or estimated fair value at the date of foreclosure, establishing a new cost basis. Subsequent to
foreclosure, valuations are periodically performed by management, and the assets are carried at the lower of
carrying amount or estimated fair value less the cost to sell. Revenue and expenses from operations and
changes in the valuation allowance are included in noninterest expense.

Transfers of Financial Assets

Transfers of financial assets are accounted for as sales, when control over the assets has been surrendered.
Control over transferred assets is deemed to be surrendered when (1) the assets have been isolated from the
Company, (2) the transferee obtains the right (free of conditions that constrain it from taking advantage of
that right) to pledge or exchange the transferred assets, and (3) the Company does not maintain effective
control over the transferred assets through an agreement to repurchase them before their maturity.

Adwvertising Costs
The Company expenses advertising costs as incurtred.

Income Taxes

The Company files a consolidated federal income tax return with its subsidiaries. Deferred tax assets and
liabilities are determined using the liability (or balance sheet) method. Under this method, the net deferred tax
asset or liability is determined based on the tax effects of the temporary differences between the book and tax
bases of the various balance sheet assets and liabilities and gives current recognition to changes in tax rates
and laws.

The Company applied the provisions of Financial Accounting Standard Board (FASB) Interpretation No. 48,
“Accounting for Uncertainty in Income Taxes”. In accordance with FIN 48, a tax position is recognized as a
benefit only if it is more likely than not that the tax position would be sustained in a tax examination. In
conjunction with the adoption of FIN 48, it is the Company’s policy to recognize accrued interest and
penalties related to unrecognized tax benefits as a component of tax expense.

Off Balance Sheet Credit Related Financial Instruments

In the ordinary course of business, the Company has entered into commitments to extend credit, including
commitments under commercial lines of credit, letters of credit and standby letters of credit. Such financial
instruments are recorded when they are funded.

Stock-Based Compensation
The Company has stock option and incentive plans to attract and retain key personnel in order to promote
the success of the business.

The Company applies the provisions of Statement of Financial Accounting Standards (“SFAS”) No. 123(R),
“Share-Based Payment” (“SFAS No. 123(R)”). SFAS No. 123(R) requires that all stock-based compensation
be recognized as an expense in the financial statements and that such cost be measured at the fair value of the
award at the date of grant. SFAS No. 123(R) also requires that excess tax benefits related to stock option
exercises be reflected as financing cash flows instead of operating cash flows.

The Company and the Bank currently maintain incentive compensation plans which provide for payments to
be made in either cash, stock options or other share based compensation. The Company has accrued the full
amounts due under these plans, but currently, it is not possible to identify the portion that will be paid out in
the form of share based compensation.

Earnings Per Common Share
Basic earnings per common share represents income available to common stockholders divided by the
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weighted average number of common shares outstanding during the period. Diluted earnings per share
reflects additional common shares that would have been outstanding if dilutive potential common shares had
been issued. Potential common shares that may be issued by the Company relate solely to outstanding stock
options and are determined using the treasury stock method. As of December 31, 2008 and 2007, there were
102,524 and 21,811 options respectively, which were excluded from the calculation as their effect would be
anti-dilutive.

Years Ended December 31,

2008 2007
Net Income $ 3,815,332 $ 5,105,635
Less: Dividends accrued on preferred stock (25,878) -
Net income available to common shareholders $ 3789454 § 5,105,635
Average number of common shares outstanding 2,943,002 2,664,036
Effect of dilutive options 110,688 188,458
Average number of shares used to calculate earnings per
share outstanding $ 3,053,690 $ 2,852,494
Comprebensive Income

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

Recent Accounting Pronouncements

In September 20006, the FASB reached consensus on the guidance provided by Emerging Issues Task Force
Issue 06-4 (“EITF 06-4”), Accounting for Deferred Compensation and Postretirement Benefit Aspects of
Endorsement Split-Dollar Life Insurance Arrangements. The guidance is applicable to endorsement split-
dollar life insurance arrangements, wheteby the employer owns and controls the insurance policy, that are
associated with a postretitement benefit. EITF 06-4 requires that for a split-dollar life insurance arrangement
within the scope of the issue, an employer should recognize a liability for future benefits in accordance with
FAS No. 106 (if, in substance, a postretirement benefit plan exists) or Accounting Principles Board Opinion
No. 12 (if the arrangement is, in substance, an individual deferred compensation contract) based on the
substantive agreement with the employee. EITF 06-4 is effective for fiscal years beginning after
December 15, 2007. The Company adopted EITF 06-4 on January 1, 2008 and recognized a liability for
future benefits in the amount of $314,847 as a cumulative effect adjustment to retained earnings.

In September 2006, the Financial Accounting Standards Board (“FASB”) issued Financial Accounting
Standard (“FAS”) No. 157, Fair Value Measurements, which provides enhanced guidance for using fair value to
measure assets and liabilities. The standard applies whenever other standards require or permit assets or
liabilities to be measured at fair value. The standard does not expand the use of fair value in any new
circumstances. FAS No. 157 is effective for financial statements issued for fiscal years beginning after
November 15, 2007 and interim periods within those fiscal years. The adoption of this Statement did not
have a material impact on the Company’s consolidated financial statements.

In February 2008, the FASB issued Staff Position No.157-2, Partial Deferral of the Effective Date of Statement 157,
which deferred the effective date of FAS No. 157 for all nonfinancial assets and nonfinancial liabilities to
fiscal years beginning after November 15, 2008. The Company is currently evaluating the impact the adoption
of the standard will have on the Company’s consolidated financial statements.

In October 2008, the FASB issued FSP No. 157-3, Determining the Fair Value of a Financial Asset When the
Market for That Asset is not active. This FSP clarifies the application of FAS Statement No. 157, Fair VValue

Measurements, in a market that is not active and provides an example to illustrate key considerations in
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determining the fair value of a financial asset when the market for that financial asset is not active. This FSP
shall be effective upon issuance, including prior periods for which financial statements have not been issued.
Revisions resulting from a change in the valuation technique or its application shall be accounted for as a
change in accounting estimate, FAS Statement No. 154, Accounting Changes and Error Corrections. The disclosure
provisions of Statement 154 for a change in accounting estimate are not required for revisions resulting from
a change in valuation technique or its application. The adoption of this Statement did not have a material
impact on the Company’s consolidated financial statements.

In February 2007, the FASB issued FAS No. 159, The Fair Value Option for Financial Assets and Financial
Liabilities — Including an Amendment of FASB Statement No. 115, which provides all entities with an option to
report selected financial assets and liabilities at fair value. The objective of FAS No. 159 is to improve
financial reporting by providing entities with the opportunity to mitigate volatility in earnings caused by
measuring related assets and liabilities differently without having to apply the complex provisions of hedge
accounting. FAS No. 159 is effective as of the beginning of an entity’s first fiscal year beginning after
November 15, 2007. The adoption of this Statement did not have a material impact on the Company’s
consolidated financial statements.

In November 2007, the SEC issued Staff Accounting Bulletin No. 109, Written Ioan Commitments
Recorded at Fair Value through Earnings (“SAB 109”). Previously, SAB 105, Application of Accounting
Principles to Loan Commitments, stated that in measuring the fair value of a derivative loan commitment, a
company should not incorporate the expected net future cash flows related to the associated servicing of the
loan. SAB 109 supersedes SAB 105 and indicates that the expected net future cash flows related to the
associated servicing of the loan should be included in measuring fair value for all written loan commitments
that are accounted for at fair value through earnings. SAB 105 also indicated that internally-developed
intangible assets should not be recorded as part of the fair value of a derivative loan commitment, and
SAB 109 retains that view. SAB 109 is effective for derivative loan commitments issued or modified in fiscal
quarters beginning after December 15, 2007. The impact of SAB 109 did not have a material impact on the
Company’s consolidated financial statements.

In December 2007, the FASB issued FAS No. 141 (tevised 2007), Business Combinations (“FAS 141(R)”), which
establishes principles and requirements for how an acquirer recognizes and measures in its financial
statements the identifiable assets acquired, the liabilities assumed, and any non-controlling interest in an
acquiree, including the recognition and measurement of goodwill acquired in a business combination. FAS
No. 141(R) is effective for fiscal years beginning on or after December 15, 2008. Earlier adoption is
prohibited. The adoption of this standard is not expected to have a material effect on the Company’s
consolidated financial statements.

In December 2007, the FASB issued FAS No. 160, Non-controlling Interests in Consolidated Financial Statements —
an amendment of ARB No. 51. FAS No. 160 amends ARB No. 51 to establish accounting and reporting
standards for the non-controlling interest in a subsidiary and for the deconsolidation of a subsidiary. It
clarifies that a non-controlling interest in a subsidiary, which is sometimes referred to as minority interest, is
an ownership interest in the consolidated entity that should be reported as equity in the consolidated financial
statements. Among other requirements, this statement requires consolidated net income to be reported at
amounts that include the amounts attributable to both the parent and the non-controlling interest. It also
requires disclosure, on the face of the consolidated income statement, of the amounts of consolidated net
income attributable to the parent and to the non-controlling interest. FAS No. 160 is effective for fiscal years
beginning on or after December 15, 2008. Earlier adoption is prohibited. The adoption of this standard is not
expected to have a material effect on the Company’s consolidated financial statements.

In February 2008, the FASB issued FSP No. FAS 140-3, Accounting for Transfers of Financial Assets and Repurchase
Financing Transactions. ‘This FSP concludes that a transferor and transferee should not separately account for a
transfer of a financial asset and a related repurchase financing unless (a) the two transactions have a valid and
distinct business or economic purpose for being entered into separately and (b) the repurchase financing does
not result in the initial transferor regaining control over the financial asset. The FSP is effective for financial
statements issued for fiscal years beginning on or after November 15, 2008, and interim periods within those
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fiscal years. The adoption of this FSP is not expected to have a material effect on the Company’s consolidated
financial statements.

In March 2008, the FASB issued FAS No. 161, Disclosares abont Derivative Instruments and Hedging Activities, to
require enhanced disclosures about derivative instruments and hedging activities. The new standard has
revised financial reporting for derivative instruments and hedging activities by requiring more transparency
about how and why an entity uses derivative instruments, how derivative instruments and related hedged
items are accounted for under FAS No. 133, Accounting for Derivative Instruments and Hedging Activities; and how
derivative instruments and related hedged items affect an entity’s financial position, financial performance,
and cash flows. FAS No. 161 requires disclosure of the fair values of derivative instruments and their gains
and losses in a tabular format. It also requires entities to provide more information about their liquidity by
requiring disclosure of derivative features that are credit risk-related. Further, it tequites cross-referencing
within footnotes to enable financial statement users to locate important information about derivative
instruments. FAS No. 161 is effective for financial statements issued for fiscal years and interim periods
beginning after November 15, 2008, with early application encouraged. The adoption of this standard is not
expected to have a material effect on the Company’s consolidated financial statements.

In April 2008, the FASB issued FASB Staff Position No. 142-3, Determination of the Useful Life of Intangible
Assets (“FSP 142-37). FSP 142-3 amends the factors that should be considered in developing assumptions
about renewal or extension used in estimating the useful life of a recognized intangible asset under FAS
No. 142, Goodwill and Other Intangible Assets. This standatd is intended to improve the consistency between the
useful life of a recognized intangible asset under FAS No. 142 and the period of expected cash flows used to
measure the fair value of the asset under FAS No. 141R and other GAAP. FSP 142-3 is effective for financial
statements issued for fiscal years beginning after December 15, 2008. The measurement provisions of this
standard will apply only to intangible assets of the Company acquired after the effective date.

In May 2008, the FASB issued FAS No. 162, The Hierarchy of Generally Accepted Acconnting Principles. FAS
No. 162 identifies the sources of accounting principles and the framework for selecting the principles used in
the preparation of financial statements of nongovernmental entities that are presented in conformity with
generally accepted accounting principles (the GAAP hierarchy). FAS No. 162 will become effective 60 days
following the SEC’s approval of the Public Company Accounting Oversight Board amendments to AU
Section 411, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles. The Company
does not expect the adoption of FAS No. 162 to have a material effect on its consolidated financial
statements.

In June 2008, the FASB issued FASB Staff Position (FSP) No. EITF 03-6-1, Determining Whether Instruments
Granted in Share-Based Payment Transactions Are Participating Securities, to clarify that instruments granted in share-
based payment transactions can be participating secutities prior to the requisite service having been rendered.
A basic principle of the FSP is that unvested share-based payment awards that contain non-forfeitable rights
to dividends or dividend equivalents (whether paid or unpaid) are participating securities and are to be
included in the computation of EPS pursuant to the two-class method. The provisions of this FSP are
effective for financial statements issued for fiscal years beginning after December 15, 2008, and interim
petiods within those years. All prior-period EPS data presented (including interim financial statements,
summaries of earnings, and selected financial data) are required to be adjusted retrospectively to conform
with the provisions of the FSP. The adoption of this FSP is not expected to have a material effect on the
Company’s consolidated financial statements.

NOTE 2 - FAIR VALUE MEASUREMENTS

Effective January 1, 2008, the Company adopted SFAS No. 157, “Fair Value Measurements” (“SFAS 157”)
which provides a framework for measuring and disclosing fair value under generally accepted accounting
principles. SFAS 157 requires disclosures about the fair value of assets and liabilities recognized in the balance
sheet in periods subsequent to initial recognition, whether the measurements are made on a recurting basis
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(for example, available for sale investment securities) or on a nonrecurring basis (for example, impaired
loans).

SFAS 157 defines fair value as the exchange price that would be received for an asset or paid to transfer a
liability (an exit price) in the principal or most advantageous market for the asset or liability in an orderly
transaction between market participants on the measurement date. SFAS 157 also establishes a fair value
hierarchy, which requires an entity to maximize the use of observable inputs and minimize the use of
unobservable inputs when measuring fair value.

The Company utilizes fair value measurements to record fair value adjustments to certain assets and to
determine fair value disclosures. Securities available for sale are recorded at fair value on a recurring basis.
Additionally, from time to time, the Company may be required to record at fair value other assets on a
nonrecurring basis, such as loans held for sale, loans held for investment and certain other assets. These
nonrecurring fair value adjustments typically involve application of lower of cost or market accounting or
write-downs of individual assets.

Under SFAS 157, the company groups assets and liabilities at fair value in three levels, based on the markets
in which the assets and liabilities are traded and the reliability of the assumptions used to determine the fair
value. These hierarchy levels are:

Level 1 inputs — Unadjusted quoted process in active markets for identical assets or liabilities that the entity
has the ability to access at the measurement date.

Level 2 inputs - Inputs other than quoted prices included in Level 1 that are observable for the asset or
liability, cither directly or indirectly. These might include quoted prices for similar assets and liabilities in
active markets, and inputs other than quoted prices that are observable for the asset or liability, such as
interest rates and yield curves that are observable at commonly quoted intervals.

Level 3 inputs - Unobservable inputs for determining the fair values of assets or liabilities that reflect an
entity’s own assumptions about the assumptions that market participants would use in pricing the assets or
liabilities.

Following is a description of valuation methodologies used for assets and liabilities recorded at fair value:

Investment Securities Available for Sale

Investment securities available for sale are recorded at fair value on a recurring basis. Fair value measurement
is based upon quoted prices, if available. If quoted prices are not available, fair values are measured using
independent pricing models or other model-based valuation techniques such as the present value of future
cash flows, adjusted for the security’s credit rating, prepayment assumptions and other factors such as credit
loss assumptions. Level 1 securities include those traded on an active exchange such as the New York Stock
Exchange, Treasury securities that are traded by dealers or brokers in active over-the-counter markets and
money market funds. Level 2 securities include mortgage backed securities issued by government sponsored
entities, municipal bonds and corporate debt securities. Securities classified as Level 3 include asset-backed
securities in less liquid markets.

Loans

The Company does not record loans at fair value on a recurring basis, however, from time to time, a loan is
considered impaired and an allowance for loan loss is established. Loans for which it is probable that payment
of intetest and principal will not be made in accordance with the contractual terms of the loan are considered
impaired. Once a loan is identified as individually impaired, management measures impairment in accordance
with SFAS 114, “Accounting by Creditors for Impairment of a Loan,” (SFAS 114). The fair value of impaired
loans is estimated using one of several methods, including the collateral value, market value of similar debt,
enterprise value, liquidation value and discounted cash flows. Those impaired loans not requiring a specific
allowance represents loans for which the fair value of expected repayments or collateral exceed the recorded
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investment in such loans. At December 31, 2008, substantially all of the impaired loans were evaluated based
upon the fair value of the collateral. In accordance with SFAS 157, impaired loans where an allowance is
established based on the fair value of collateral require classification in the fair value hierarchy. When the fair
value of the collateral is based on an obsetvable market price or a current appraised value, the Company
records the loan as nonrecurring Level 2. When an appraised value is not available or management determines
the fair value of the collateral is further impaired below the appraised value and there is no observable market
price, the Company records the loan as nonrecurring Level 3.

Foreclosed Assets

Foreclosed assets are adjusted for fair value upon transfer of the loans to foreclosed assets. Subsequently,
foreclosed assets are carried at the lower of catrying value and fair value. Fair value is based upon
independent market prices, appraised value of the collateral or management’s estimation of the value of the
collateral. When the fair value of the collateral is based on an observable market price or a current appraised
value, the Company records the foreclosed asset as nonrecurring Ievel 2. When an appraised value is not
available or management determines the fair value of the collateral is further impaired below the appraised
value and there is no observable market price, the Company records the foreclosed asset at non-recurtring
Level 3.

Assets and Liabilities Recorded At Fair Value on a Recurring Basis

The table below presents the recorded amount of assets and liabilities, as of December 31, 2008, measured at
fair value on a recurring basis.

Quoted
Prices in
Active Significant
Markets for Other Significant
Identical Observable Unobservable
Assets Inputs Inputs
Fair Value (Level 1) (Level 2) (Level 3)
Description of Asset
Available-for-Sale Securities $ 14,221,674 $ - $§ 14,221,674 $ -

Assets and Liabilities Measured at Fair Value on a Nonrecurring Basis

The Company may be required from time to time, to measure certain assets at fair value on a non-recurring
basis in accordance with U.S. generally accepted accounting principles. These include assets that are measured
at the lower of cost or market that were recognized at fair value below cost at the end of the period. Assets
measured at fair value on a nonrecurring basis as of December 31, 2008 are included in the table below:

Quoted
Prices in
Active Significant
Markets for Other Significant
Identical Observable Unobservable
Assets Inputs Inputs
Fair Value (Level 1) (Level 2) (Level 3)
Description of Asset
Impaired loans $ 1,520,100 $ - $ 1,520,100 $ -

NOTE 3 - RESTRICTIONS ON CASH AND AMOUNTS DUE FROM BANKS

The Bank is required to maintain average balances on hand or with the Federal Reserve Bank. At December
31, 2008 and 2007, these resetve balances amounted to $443,000 and $1,506,000, respectively.
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December 31, 2008

Amortized Gross Unrealized  Gross Unrealized Estimated
Cost Gains Losses Fair Value
Securities Available for Sale
Asset-backed securities issued by GSEs $ 10,214,278 $ 298,224 ) 7,544 $ 10,504,958
Corporate equity securities 156,054 912 237 156,729
Bond mutual funds 3,503,086 56,901 - 3,559,987
Total Securities Available for Sale $ 13873418 3 356,037 $ 7,781 5. .14.221,674
Securities Held-to-Maturity
Asset-backed securities issued by:
GSEs $ 82,544,538 $ 337,224 S 931,832 § 81,949,930
Other 25,150,396 - 5,137,129 20,013,267
Total Debt Securities Held-to-Maturity 107,694,934 337,224 6,068,961 101,963,197
U.S. Government obligations 999,908 92 - 1,000,000
Other investments 17,439 - - 17,439
Total Securities Held-to-Maturity $ 108,712,281 $ 337,316 § _.06,068901 $ 102,980,636
December 31, 2007
Amortized Gross Unrealized  Gross Unrealized Estimated
Cost Gains Losses Fair Value
Securities Available for Sale
Asset-backed securities issued by GSEs $ 5,722,921 $ 21,970 $ 241,443 $ 5503448
Corporate cquity securities 199,710 51,073 - 250,783
Bond mutual funds 3,332,190 58,960 1,312 3,389,838
Total Securities Available for Sale $ 9,254,821 $ 132,003 $ 242,755 $ 9,144,069
Securities Held-to-Maturity
Asset-backed securities issued by:
GSEs $ 606,568,861 $ 129,531 $ 1,373,692 § 65,324,700
Other 25,282,946 127,600 251912 25,158,634
Total Debt Securities Held-to-Maturity 91,851,807 257,131 1,625,604 90,483,334
U.S. Government obligations 798,635 - - 798,635
Other investments 37,161 - - 37,161
Total Securities Held-to-Maturity $ 92,687,603 § 257,131 $ 1,625,604 $..91,319,130

Other investments consist of certain certificate of deposit strip instruments whose fair value is based on
market returns on similar risk and maturity instruments because no active market exists for these instruments.
At December 31, 2008, U.S. government obligations with a carrying value of $998,908 were pledged to secure
municipal deposits. In addition, at December 31, 2008, certain other securities with a carrying value of
$5,521,000 were pledged to secure certain deposits. At December 31, 2008, securities with a carrying value of
$67,331,000 were pledged as collateral for advances from the Federal Home Loan Bank of Atlanta.
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Gross unrealized losses and estimated fair value by length of time that the individual available-for-sale
securities have been in a continuous unrealized loss position at December 31, 2008, are as follows:

Continuous unrealized losses existing for

Total
Less Than 12 More Than 12 unrealized
Fair Value Months Months Losses
Asset-backed securities issued by GSE's: $ 945,244 $ - $ 7,544 $ 7,544
Corporate Fquity Securities 73 237 - 237
$ 945,31 $ 237 3§ 7544 $§ 7,781

The available-for-sale investment portfolio has a fair value of $14,221,674, of which $945,317 of the securities
have some unrealized losses from their amortized cost. Of these securities, $945,244, or 99%, are mortgage-
backed securities issued by GSEs and $73 or less than 1% are short duration mutual fund shares. The
unrealized losses that exist in the asset-backed securities and mutual fund shares are the result of market
changes in interest rates on similar instruments.

The asset-backed securities have an average duration of less than one year and are guaranteed by their issuer
as to credit risk. Total unrealized losses on these investments are small (approximately 0.8%). We believe that
the losses in the equity securities are temporary. Persistent losses may require a reevaluation of these losses.
These factors coupled with the fact the Company has both the intent and ability to hold these investments for
a period of time sufficient to allow for any anticipated recovery in fair value substantiates that the unrealized
losses in the available-for-sale portfolio are temporary.

Gross unrealized losses and estimated fair value by length of time that the individual held-to-maturity
securities have been in a continuous unrealized loss position at December 31, 2008, are as follows:

Continuous unrealized losses existing for

Total
Less Than 12 More Than 12 unrealized
Fair Value Months Months Losses
Assct-backed securities issued by GSE's: $ 44,416,323 $ 191,693 ) 740,139 $ 931,832
Asset-backed secutities issued by other 20,013,266 2,694,385 2,442,744 5,137,129

$ 64,429,589 $ 2,886,078 $ 3182883 § . 6,068,961

The held-to-maturity investment portfolio has an estimated fair value of $102,980,295, of which $64,429,589,
or 63% of the seccurities have some unrealized losses from their amortized cost. Of these securities,
$44,416,323 or 69%, are mortgage-backed securities issued by GSEs and the remaining $20,013,266, are asset-
backed securities issued by others. As with the available-for-sale securities, we believe that the losses are the
result of general perceptions of safety and credit worthiness of the entire sector and a general disruption of
orderly markets in the asset class. The securities issued by GSE’s are guaranteed by the issuer. They have an
average duration of less than one year. The average unrealized loss on GSE issued held to maturity securities
is 1%. We believe that the securities will either recover in market value or be paid off as agreed. The
Company intends to, and has the ability to hold these securities to maturity.

The assct-backed securities issued by others are mortgage-backed securities. All of the securities have credit
support tranches which absorb losses prior to the tranches which the Company owns. The Company reviews
credit support positions on its securities regularly. These securities have an average life under three years.
More than 82% of the market value of the securities is rated AAA by Standard & Poor’s, with the remainder
rated at least A-. Total unrealized losses on the asset-backed securities issued by others are $5,137,129 or 20%
of the amortized cost. We believe that the securities will either recover in market value or be paid off as
agreed. The Company intends to, and has the ability to, hold these securities to maturity.
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During the year ended December 31, 2008, the Company recorded a charge of $54,772 related to other-than-
temporary impairment on Silverton Bank common stock and AMF ultra short mortgage funds. This charge
was recorded in earnings as investment securities losses and established a new cost basis of $118,744 and

$31,330, respectively, for these investment securities.

The amortized cost and estimated fair value of debt securities at December 31, 2008, by contractual maturity,
are shown below. Expected maturities will differ from contractual maturities because the issuers of the
securities may have the right to prepay obligations without prepayment penalties.

Available for Sale

Held to Maturity

Estimated Estimated

Amortized Fair Amortized Fair

Cost Value Cost Value
Within one year $ 3,503,086 $ 3,559,987 $ 999,908 $ 1,000,000
Over one year through five years - - 17,439 17,439

Asset Backed Securities

Within one vear 2,053,227 2,085,074 36,204,812 34,301,736
Over one year through five years 5,145,743 5,225,556 54,646,007 51,773,584
Opver five years through ten years 2,444 650 2,482,568 15,458,584 14,646,016
After Ten Years 570,658 711,760 1,385,531 1,241,861
Total Asset Backed Securities 10,214,278 10,504,958 107,694,934 101,963,197
$ 13,717,364 3 14,064,945  $._ 108,712,281 S 102,980,636

There were no sales of investments available for sale securities during 2008 compared to $381,224 in 2007.
The 2007 sales produced a net loss of $(27,335). Asset-backed securities are comprised of mortgage-backed
securities as well as mortgage-derivative securities such as collateralized mortgage obligations and real estate

mortgage investment conduits.

NOTE 5 - LOANS RECEIVABLE AND ALLOWANCE FOR LOAN LOSSES

A summary of the balances of loans is as follows:

Commercial real estate $
Residential first mortgages

Construction and land development

Home equity and second mortgage

Commercial loans

Consumer loans

Commocrcial equipment

2008
236,409,990
104,607,136
57,564,710
25,412,415
101,935,520
2,045,838

20,458,092

548,433,701

Less:
Deferred loan fees

Allowance for loan loss

310,890
5,145,673

5,456,563

542,977,138
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2007
3 190,483,998
90,931,572
50,577,491
24,649,581
75,247,410
2,464,594

24,113,223

RS PE RS

371,253
4,482,483

4,853,736
§ 453,014,135
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An analysis of the allowance for loan losses follows:

2008 2007

Balance January 1, $ 4,482,483 $ 3,783,721
Add:

Provision charged to operations 1,300,826 854,739

Recoveries 1,467 194
Less:

Charge-offs 639,103 156,171
Balance, December 31 $ 5,145,673 $ 4,482,483

At December 31, 2008 and 2007, impaired loans as defined by SFAS No. 114 totaled $1,742,800 and $754,700,
respectively. Impaired loans had specific allocations within the allowance for loan losses or have been reduced by
charge-offs to recoverable values. Allocations of the allowance for loan losses relative to impaired loans at
December 31, 2008 and 2007 were $222,700 and $201,000, respectively. If interest income had been recognized
on impaired loans at their stated rates during 2008, interest income would have been increased by $76,519.
Approximately $89,000 of interest income was recognized on average impaired loans of $2,057,200 during 2008,
compared to approximately $139,000 of interest income on average impaired loans of $528,000 for 2007.

Loans on which the recognition of interest has been discontinued, which were not included within the scope of
SFAS No. 114, amounted to approximately $3,192,900 and $414,000 at December 31, 2008 and 2007,
respectively. If interest income had been recognized on nonaccrual loans at their stated rates during 2008 and
2007 interest income would have been increased by $148,794 and $125,085, respectively. Income in the amount
of $164,571 and $23,773 was recognized on these loans in 2008 and 2007, respectively.

Included in loans receivable at December 31, 2008 and 2007, is $4,796,390 and $5,189,612 due from officers and
directors of the Bank. These loans are made in the ordinary course of business at substantially the same terms and
conditions as those prevailing at the time for comparable transactions with persons not affiliated with the Bank
and are not considered to involve more than the normal risk of collectability. For the years ended December 31,
2008 and 2007, all loans to directors and officers of the Bank were performing according to the original loan
terms.

Activity in loans outstanding to officers and directors is summarized as follows:

2008 2007
Balance, beginning of year $ 5,189,612 $ 3,179,142
New loans made during year 83,243 2,429,595
Repayments made during year 4706,465) 419,125)
Balance, end of year § 4796390 § 5189612

NOTE 6 - LOAN SERVICING

Loans serviced for others are not reflected in the accompanying balance sheets. The unpaid principal balances of
mortgages serviced for others were $21,707,985 and $25,530,261 at December 31, 2008 and 2007, respectively.

Servicing loans for others generally consists of collecting mortgage payments, maintaining escrow accounts,
disbursing payments to investors and foreclosure processing. Loan servicing income is recorded on the accrual
basis and includes servicing fees from investors and certain charges collected from borrowers, such as late
payment fees. The following table presents the activity of the mortgage servicing rights.
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Year Ended December 31,

2008 2007
Balance at beginning of the year $ 83,659 8 204,859
Amortization (83,659) (121,200
3 - 3 83,659

NOTE 7 - FORECLOSED REAL ESTATE

Foreclosed assets are presented net of an allowance for losses. An analysis of the activity in foreclosed assets
is as follows:

Year Ended December 31,

2008 2007
Balance at beginning of the year $ - $ 671,740
Disposal of underlying property - (671,740)
Balance at end of year $ - $ -

Income (expense) applicable to foreclosed assets includes the following:

Year Ended December 31,
2008 2007
Net gain on sale of foreclosed real estate $ - ) 1,276,161
Operating expenses - -
$ - $ 1276161

NOTE 8 - PREMISES AND EQUIPMENT

A summary of the cost and accumulated depreciation of premises and equipment follows:

2008 2007
Land $ 3,100,039 § 3,073,767
Building and improvements 10,424,873 7,838,083
Furniture and equipment 4,221,128 3,374,160
Automobiles 214,849 241,711
Total cost 17,960,889 14,527,721
Less accumulated depreciation 5,724 890 5,104,419
Premises and equipment, net b 12,235999 § 9,423,302

Certain bank facilities are leased under various operating leases. Rent expense was $477,967 and
$330,019 in 2008 and 2007, respectively. Future minimum rental commitments under non-
cancellable operating leases are as follows:

2009 $ 459,527
2010 463,704
2011 312,521

2012 316,459
2013 264,419

Thereafter 3,474,577
Total § 5291207
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NOTE 9 - DEPOSITS

Deposits at December 31 consist of the following:

2008 2007

Noninterest-beating demand $ 50,642,273 $ 48,041,571
Interest-bearing:

Demand 40,615,427 46,013,651

Money market deposits 86,957,359 99,169,429

Savings 26,911,911 25,674,548

Certificates of deposit 320,040,596 226,094,816
Total interest-bearing 474,525,293 396,952,444
Total Deposits 8 525,167,566 35 444,994,015

The aggregate amount of time deposits in denominations of $100,000 or more at December 31, 2008, and
2007 was $115,667,914 and $72,254,782, respectively.

At December 31, 2008, the scheduled maturities of time deposits are as follows:

2009 $ 245,184,876
2010 48,011,257
2011 14,317,199
2012 2,675,053
2013 9,852,211

8 320,040,596

NOTE 10 — SHORT-TERM BORROWINGS AND LONG-TERM DEBT

The Bank’s long-term debt consists of advances from the Federal Home Loan Bank of Atlanta. The Bank
classifies debt based upon original maturity and does not reclassify debt to short term status during its life.
These include fixed-rate, fixed-rate convertible, and variable convertible advances. Rates and maturities on
these advances are as follows:

Fixed Fixed Rate Variable

Rate Convertible  Convertible
2008
Highest rate 5.15% 6.25% 0.04%
Lowest rate 1.00% 3.27% 0.04%
Weighted average rate 4.06% 4.70% 0.04%
Matures through 2036 2014 2020
2007
Highest rate 5.15% 6.25% 4.43%
Lowest rate 1.00% 3.27% 4.43%
Weighted average rate 4.33% 4.70% 4.43%
Matures through 2036 2014 2020
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Average rates of long and short-term debt were as follows:

At or for the Year Ended December 31,

(dollars in thousands) 2008 2007
Long-term debt
Long-term debt outstanding at end of period $ 104,963 $ 86,005
Weighted average rate on outstanding long-term debt 3.81% 4.45%
Maximum outstanding long-term debt of any month end 104,998 96,042
Average outstanding long-term debt 102,112 86,993
Approximate average rate paid on long-term debt 4.09% 5.16%

Short-term debt

Short-term debt outstanding at end of period $ 1,522 $ 1,555
Weighted average rate on short-term debt 1.83% 3.58%
Maximum outstanding short-term debt at any month end $ 20,943 $ 5,555
Average outstanding short-term debt 4,355 2,902
Approximate average rate paid on short-term debt 3.59% 3.51%

The Bank’s fixed-rate debt generally consists of advances with monthly interest payments and principal due at
maturity.

The Bank’s fixed-rate, convertible, long-term debt is callable by the issuer, after an initial period ranging from
six months to five years. Advances become callable on dates ranging from 2009 to 2010. Depending on the
specific instrument, the instrument is callable either continuously after the initial period (Bermuda option) or
only at the date ending the initial period (European). All advances have a prepayment penalty, determined
based upon prevailing interest rates. Variable convertible advances have an initial variable rate based on a
discount to LIBOR. Our debt has a discount to LIBOR of 43 basis points. In 2010, the advance will convert
at the issuer’s option to a fixed-rate advance at a rate of 4.0% for a term of ten vears. The contractual
maturities of long-term debt are as follows:

December 31, 2008

Fixed Fixed Rate Variable

Rate Convertible Convertible Total
Due in 2009 $ 30,000,000 $ - $ - $ 30,000,000
Due in 2010 10,000,000 10,000,000 - 20,000,000
Due in 2011 10,000,000 - - 10,000,000
Due in 2012 - - - -
Due in 2013 - - - -
Thereafter 4,963,428 30,000,000 10,000,000 44,963,428

$ 54,963,428  _$.40,000,000 $ 10,000,000 3§ 104,963,428

From time to time, the Bank also has daily advances outstanding, which are classified as short-term debt.
These advances are repayable at the Bank’s option at any time and are re-priced daily. There were no amounts
outstanding as of December 31, 2008 or 2007.

Under the terms of an Agreement for Advances and Security Agreement with Blanket Floating Lien (the
“Agreement”), the Company maintained eligible collateral consisting of one-to-four residential first mortgage
loans, discounted at 80% of the unpaid principal balance, equal to 100% of its total outstanding long and
short-term Federal Home Loan Bank advances. During 2003 and 2004, the Bank entered into addendums to
the Agreement that expanded the types of eligible collateral under the Agreement to include certain
commercial real estate and second mortgage loans. These loans are subject to eligibility rules, and collateral
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values are discounted at 50% of the unpaid loan principal balance. In addition, only 50% of total collateral for
Federal Home Loan Bank advances may consist of commercial real estate loans. Additionally, the Bank has
pledged its Federal Home Loan Bank stock of $5,798,300 and securities with a carrying value of $67,331,000
as additional collateral for its advances. The Bank is limited to total advances of up to 40% of assets or
$286,000,000. At December 31, 2008, the Bank had filed collateral statements identifying collateral sufficient
to borrow $61,000,000 in addition to amounts already outstanding. In addition the Bank had additional
collateral in safekeeping at the Federal Home Loan Bank of Atlanta which had not been specifically pledged
to the Federal Home Loan Bank. This collateral was sufficient to provide an additional $32,000,000 in
borrowing capacity.

Also, the Bank had outstanding notes payable to the U.S. Treasury, which are federal treasury tax and loan
deposits accepted by the Bank and remitted on demand to the Federal Reserve Bank. At December 31, 2008
and 2007, such borrowings were $1,522,367 and $1,555,323, respectively. The Bank pays interest on these
balances at a slight discount to the federal funds rate. The notes are secured by investment securities with an
amortized cost of approximately $1,600,000 and $1,667,000 at December 31, 2008 and 2007, respectively.

NOTE 11 - INCOME TAXES

Allocation of federal and state income taxes between current and deferred portions is as follows:

2008 2007
Current
Federal ) 2,088,612 $ 2,681,047
State 619,218 684,909
2,707,830 3,365,956
Deferred
Federal (552,720) (335,726)
State (112,110 (56,468)
(664.830) (392,194)
Total Income Tax Expense $ 2,043,000 3 2,973,762

The reasons for the differences between the statutory federal income tax rate and the effective tax rates are
summarized as follows:

2008 2007
Percent Percent
of Pre of Pre
Tax Tax
Amount Income Amount Income
Expected income tax expense at

federal tax rate $ 1,991,833 34.00%  $ 2,746,995 34.00%
State taxes net of federal benefit 340,735 5.82% 414,771 5.13%
Nondeductible expenses 30,856 0.53% 62,131 0.77%
Nontaxable income (237,620) -4.06% (221,942) -2.75%
Other (82,798) -1.41% (28,193 -0.35%

$ 2,043,000 34.87%  $2973,762 36.81%
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The net deferred tax assets in the accompanying balance sheets include the following components:

2008 2007
Deferred Tax Assets
Deferred fees $ 1,665 § 2,492
Allowance for loan losses 2,029,968 1,701,537
Deferred compensation 1,297,320 954,910
Unrealized loss on investment
securities available for sale - 37,650
3,328,953 2,696,595
Deferred Tax Liabilities
Unrealized gain on investment
securities available for sale 118,408 -
FHLB stock dividends 156,182 152,896
Depreciation 232208 230,309
506,798 383,205
$ 2,822,155 § 2,313,390

Retained earnings at December 31, 2008, included approximately $1.2 million of bad debt deductions allowed
for federal income tax purposes (the “base year tax reserve”) for which no deferred income tax has been
recognized. If, in the future, this portion of retained earnings is used for any purpose other than to absorb
bad debt losses, it would create income for tax purposes only and income taxes would be imposed at the then
prevailing rates. The unrecorded income tax liability on the above amount was approximately $463,000 at
December 31, 2008.

NOTE 12 - COMMITMENTS AND CONTINGENCIES

The Bank is party to financial instruments with off-balance-sheet risk in the normal course of business to
meet the financing needs of its customers. These financial instruments are commitments to extend credit.
These instruments may, but do not necessarily involve, to varying degrees, elements of credit and interest rate
risk in excess of the amount recognized on the balance sheets. The Bank’s exposure to credit loss in the event
of nonperformance by the other party to the financial instrument is represented by the contractual amount of
those instruments. The Bank uses the same credit policies in making commitments as it does for on-balance-
sheet loans recetvable.

As of December 31, 2008 and 2007, in addition to the undisbursed portion of loans receivable of $20,030,652
and $14,376,468, respectively, the Bank had outstanding loan commitments approximating $26,795,510 and
$18,340,200, respectively.

Standby letters of credit written are conditional commitments issued by the Bank to guarantee the
performance of a customer to a third party. These guarantees are issued primarily to support construction
borrowing arrangements. The credit risk involved in issuing letters of credit is essentially the same as that
involved in extending loan facilities to customers. The Bank holds cash or a secured interest in real estate as
collateral to support those commitments for which collateral is deemed necessary. Standby letters of credit
outstanding amounted to $19,541,001 and $12,490,756 at December 31, 2008 and 2007, respectively. In
addition to the commitments noted above, customers had approximately $90,543,000 and $93,712,000
available under lines of credit at December 31, 2008 and 2007, respectively.

NOTE 13 - STOCK OPTION AND INCENTIVE PLAN
The Company has stock option and incentive plans to attract and retain personnel and provide incentive to

employees to promote the success of the business. On January 31, 2005, the Company’s 1995 Stock Option
and Incentive Plan and 1995 Stock Option Plan for Non-Employee Directors each expired. All shares
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authorized and available under this plan were awarded as of December 31, 2004. In May 2005, the 2005
Equity Compensation Plan was approved by the shareholders. This plan authorized the issuing of shares as
compensation as well as the issuance of stock options. The exercise price for options granted under this plan
is set at the discretion of the committee administering this plan, but is not less than the market value of the
shares as of the date of grant. An option’s maximum term is ten years and the options vest at the discretion
of the committee administering this plan. All outstanding options were fully vested at December 31, 2008.

2008 2007
Weighted Weighted
Average Average
Exercise Exercise
Shares Price Shares Price
Outstanding at beginning of year 428,619 $14.72 417,097 $13.86
Granted - - 21,811 27.70
Exercised (71,454) 10.83 (10,289) 717
Expired (1,136) 7.20 -
Forfeitures (2,812) 20.03 -
Outstanding at end of year 353,217 15.49 28,619 14.72

Options outstanding are all currently exercisable and are summarized as follows:

Weighted
Number Outstanding Weighted Average Average
December 31, 2008 Remaining Contractual Life Exercise Price

15,991 1 years $ 7.88

32,344 2 years 7.90

32,076 3 years 791

19,447 4 years 11.56
62,880 5 years 12.93
87,955 6 years 15.89
80,813 7 years 22.29
21711 9 years 27.70
353,217 15.49

Stock option based compensation expense totaled $0 and $ 264,785 in 2008 and 2007, respectively.
Aggregate intrinsic value of outstanding stock options and exercisable stock options was $978,413 at
December 31, 2008. Aggregate intrinsic value represents the difference between the Company’s closing stock
price on the last trading day of the period, which was $16.15 at December 31, 2008, and the exercise price
multiplied by the number of options outstanding.

The fair value of the Company’s employee stock options granted is estimated on the date of grant using the
Black-Scholes option pricing model. The weighted-average fair value of stock options granted was $12.14 for
2007. There were no stock options granted for 2008. The Company estimated expected market price
volatility and expected term of the options based on historical data and other factors. The weighted-average
assumptions used to determine the fair value of options granted are detailed in the table below:

2007
Expected dividend yield 1.32%
Expected stock price volatility 31.95
Risk-free interest rate 5.05
Expected life of options 10
Weighted average fair value $ 12.14
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In 2008 the Company issued 7,263 shares of common stock as settlement of accrued incentive bonuses to
employees under the 2005 Equity Compensation Plan. The total value of these shares was $140,088.

NOTE 14 - EMPLOYEE BENEFIT PLANS

The Bank has an Employee Stock Ownership Plan (“ESOP”) which covers substantially all its employees.
The ESOP acquires stock of Tri-County Financial Corporation. The Company accounts for its HSOP in
accordance with AICPA Statement of Position 93-6. Accordingly, unencumbered shares held by the ESOP
are treated as outstanding in computing earnings per share. Shares issued to the ESOP but pledged as
collateral for loans obtained to provide funds to acquire the shares are not treated as outstanding in
computing earnings per share. Dividends on ESOP shares are recorded as a reduction of retained earnings.
Contributions are made at the discretion of the Board of Directors. Expense recognized for the vears ended
2008 and 2007 totaled $36,841 and $68,103 respectively. As of December 31, 2008, the ESOP plan held
185,718 allocated and 11,097 unallocated shares with an approximate market value of $2,999.351 and
$179,217, respectively.

The Company also has a 401(k) plan. The Company matches a portion of the employee contributions. This
ratio is determined annually by the Board of Directors. In 2008 and 2007, the Company matched one-half of
the employee’s first 8% deferral. All employees who have completed six months of service and have reached
the age of 21 are covered under this defined contribution plan. Contributions are determined at the discretion
of the Board of Directors. For the years ended December 31, 2008 and 2007, the expense recorded for this
plan totaled $160,547 and $143,500 respectively.

The Bank has a separate nonqualified retirement plan for non-employee directors. Directors are eligible for a
maximum benefit of $3,500 a year for ten years following retirement from the Board of Community Bank of
Tri-County. The maximum benefit is earned at 15 years of service as a non-employee director. Full vesting
occurs after two years of service. Expense recorded for this plan was $10,012 and $9,718 for the years ended
December 31, 2008 and 2007, respectively.

In addition, the Bank has established a separate supplemental retirement plan for certain key executives of the
Bank. This plan provides a retirement income payment for 15 years from the date of the employee’s expected
retitement date. The payments are set at the discretion of the Board of Directors and vesting occurs ratably
from the date of employment to the expected retirement date. Expense recorded for this plan totaled
$396,000 and $297,000 for 2008 and 2007, respectively.

NOTE 15 - REGULATORY MATTERS

The Company and the Bank are subject to various regulatory capital requirements administered by the
federal and state banking agencies. Failure to meet minimum capital requirements can initiate certain
mandatory and possible additional discretionary actions by regulators that, if undertaken, could have a direct
material effect on the Company’s financial statements. Under capital adequacy guidelines and the regulatory
framework for prompt corrective action, the Bank must meet specific capital guidelines that involve quantita-
tive measures of the Bank’s assets, liabilities and certain off-balance-sheet items as calculated under
regulatory accounting practices. The Bank’s capital amounts and classification are also subject to qualitative
judgments by the regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company and the
Bank to maintain minimum amounts and ratios (set forth in the table below) of tangible and core capital (as
defined in the regulations) to total adjusted assets (as defined), and of risk-based capital (as defined) to risk-
weighted assets (as defined). Management believes, as of December 31, 2008, that the Company and the
Bank met all capital adequacy requirements to which they are subject.

As of December 31, 2008, the most recent notification from the Federal Reserve categorized the Bank as
well-capitalized under the regulatory framework for prompt corrective action. To be categorized as well-
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capitalized, the Bank must maintain minimum total risk-based, Tier 1 risk-based, and Tier 1 leverage ratios as
set forth in the table. There are no conditions or events since that notification that management believes
have changed the Company’s or the Bank’s category. The Company’s and the Bank’s actual capital amounts
and ratios for 2008 and 2007 are presented in the following tables.

To be Considered

Well Capitalized
Required for Capital Under Prompt
Actual Adequacy Purposes Corrective Action
At December 31, 2008
Total Capital (to risk weighted assets)
The Company $ 84,072 14.73%  § 45,668 8.00%
The Bank § 82,194 14.45%  § 45,507 8.00% $ 56,884 10.00%
Tier 1 Capital (to risk weighted assets)
The Company $ 78,884 13.82%  § 22,834 4.00%
The Bank $ 77,006 13.54%  § 22,754 4.00% $ 34,131 6.00%
Tier 1 Capital (to average assets)
The Company $ 78,884 11.54%  § 27,342 4.00%
The Bank $ 77,006 11.28%  § 27,302 4.00% $ 34,128 5.00%
At December 31, 2007
Total Capital (to risk weighted assets)
The Company $ 65,620 13.80%  § 38,051 8.00%
The Bank $ 64,410 13.58%  § 37,954 8.00% $ 47,443  10.00%
Tier 1 Capital (to risk weighted assets)
The Company § 61,077 12.84%  § 19,026 4.00%
The Bank $ 59,867 12.62%  § 18977 4.00% $ 28,466  6.00%
Tier 1 Capital (to average assets)
The Company $ 61,077 10.41%  $§ 23,458 4.00%
The Bank $ 59,867 10.23%  § 23418 4.00% $ 29,272 5.00%

NOTE 16 - FAIR VALUE OF FINANCIAL INSTRUMENTS

The estimated fair value amounts have been determined by the Company using available market information
and appropriate valuation methodologies. However, considerable judgment is required to interpret market
data to develop the estimates of fair value. Accordingly, the estimates presented herein are not necessarily
indicative of the amounts the Company could realize in a current market exchange. The use of different
market assumptions and/or estimation methodologies may have a material effect on the estimated fair value
amounts. Therefore, any aggregate unrealized gains or losses should not be interpreted as a forecast of future
earnings or cash flows. Furthermore, the fair values disclosed should not be interpreted as the aggregate
current value of the Company.

46



TRI-COUNTY FINANCIAL CORPORATION

December 31,2008 December 31, 2007
Estimated Estimated
Carrying Fair Carrying Fair
Amount Value Amount Value
Assets
Cash and cash equivalents $ 14,474,532 $ 14,474,532 $ 11,426,637 § 11,426,637
Investment securities and stock in FHL.B
and FRB 129,038,699 123,655,310 107,296,924 105,817,699
Loans receivable, net 542,977,138 585,899,804 453,614,133 462,328,386
Liabilities
Savings, NOW, and money market accounts 205,126,970 205,483,312 218,899,199 218,899,199
Time certificates 320,040,596 324,199,698 226,094,816 226,973,013
Long-term debt and other borrowed funds 106,485,795 107,628,766 87,560,831 87,129,375
Guaranteed preferred beneficial interest in
junior subordinated securities 12,000,000 11,520,000 12,000,000 12,000,000

At December 31, 2008, the Company had outstanding loan commitments and standby letters of credit of $91
million and $20 million, respectively. Based on the short-term lives of these instruments, the Company does
not believe that the fair value of these instruments differs significantly from their carrying values.

Valuation Methodology
Cash and Cash Equivalents - For cash and cash equivalents, the carrying amount is a reasonable estimate of fair
value.

Investment Securities - Fair values are based on quoted market prices or dealer quotes. If a quoted market price is
not available, fair value is estimated using quoted market prices for similar securities.

Loans Receivable - For conforming residential first-mortgage loans, the marker price for loans with similar
coupons and maturities was used. For nonconforming loans with maturities similar to conforming loans, the
coupon was adjusted for credit risk. Loans which did not have quoted marker prices were priced using the
discounted cash flow method. The discount rate used was the rate currently offered on similar products.
Loans priced using the discounted cash flow method included residential construction loans, commercial real
estate loans, and consumer loans. The estimated fair value of loans held for sale is based on the terms of the
related sale commitments.

Deposits - The fair value of checking accounts, saving accounts, and money market accounts was the amount
payable on demand at the reporting date.

Time Certificates - The fair value was determined using the discounted cash flow method. The discount rate was
equal to the rate currently offered on similar products.

Long-Term Debt and Other Borrowed Funds - These were valued using the discounted cash flow method. The
discount rate was equal to the rate currently offered on similar borrowings.

Guaranteed Preferred Beneficial Interest in Junior S. ubordinated Securities - These were valued using discounted cash
flows. The discount rate was equal to the rate currently offered on similar borrowings.

Off-Balance Sheet Instruments - The Company charges fees for commitments to extend credit. Interest rates on
loans for which these commitments are extended are normally committed for periods of less than one month.
Fees charged on standby letters of credit and other financial guarantees are deemed to be immaterial and
these guarantees are expected to be settled at face amount or expire unused. It is impractical to assign any fair
value to these commitments.
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The fair value estimates presented herein are based on pertinent information available to management as of
December 31, 2008 and 2007. Although management is not aware of any factors that would significantly
affect the estimated fair value amounts, such amounts have not been comprehensively revalued for purposes
of these financial statements since that date and, therefore, current estimates of fair value may differ
significantly from the amount presented herein.

NOTE 17 - GUARANTEED PREFERRED BENEFICIAL INTEREST IN JUNIOR
SUBORDINATED DEBENTURES

On June 15, 2005, Tri-County Capital Trust IT (“Capital Trust IT”), a Delaware business trust formed, funded
and wholly owned by the Company, issued $5,000,000 of variable-rate capital securities with an interest rate
of 5.07% in a private pooled transaction. The variable rate is based on the 90-day LIBOR rate plus 1.70%.
The Trust as of December 31, 2007, along with the $155,000 for Capital Trust II’s common securities used
the proceeds from this issuance to purchase $5,155,000 of the Company’s junior subordinated debentures.
The interest rate on the debentures and the trust preferred securities is variable and adjusts quarterly. The
Company has, through various contractual arrangements, fully and unconditionally guaranteed all of Capital
Trust II’s obligations with respect to the capital securities. These capital securities qualify as Tier I capital and
are presented in the Consolidated Balance Sheets as “Guaranteed Preferred Beneficial Interests in Junior
Subordinated Debentures.” Both the capital securities of Capital Trust II and the junior subordinated
debentures are scheduled to mature on June 15, 2035, unless called by the Company not eatlier than June 15,
2010.

On July 22, 2004, Tri-County Capital Trust I (“Capital Trust 1), a Delaware business trust formed, funded
and wholly owned by the Company, issued $7,000,000 of variable-rate capital securities with an interest rate
of 4.22% in a private pooled transaction. The variable rate is based on the 90-day LIBOR rate plus 2.60%.
The Trust as of December 31, 2007 used the proceeds from this issuance, along with the Company’s
$217,000 capital contribution for Capital Trust I’s common securities, to purchase $7,217,000 of the
Company’s junior subordinated debentures. The interest rate on the debentures and the trust preferred
securities is variable and adjusts quarterly. The Company has, through various contractual arrangements, fully
and unconditionally guaranteed all of Capital Trust I’s obligations with respect to the capital securities. These
debentures qualify as Tier I capital and are presented in the Consolidated Balance Sheets as “Guaranteed
Preferred Beneficial Interests in Junior Subordinated Debentures.” Both the capital securities of Capital Trust
I and the junior subordinated debentures are scheduled to mature on July 22, 2034, unless called by the
Company not earlier than July 22, 2009.

Costs associated with the issuance of the trust-preferred securities were less than $10,000 and were expensed
as period costs.

NOTE 18 - PRIVATE PLACEMENTS

During 2007, the Company conducted two ptivate placements of its common stock. On November 30, 2007,
the Company sold 249,371 shares at a price of $26.25 per share to qualified investors. The Company received
a total of $6,545,989 in cash for the shares. In addition, on December 14, 2007, the Company sold an
additional 18,884 shares at a price of $26.25 to directors and officers of the Company. The Company
received a total of $495,705 in cash for these shares.

NOTE 19 - PREFERRED STOCK

On December 19, 2008, the United States Department of the Treasury (“Treasury”), acting under the
authority granted to it by the Troubled Asset Relief Program’s Capital Purchase Program purchased
$15,540,000 of Fixed Rate Cumulative Perpetual Preferred Stock, Series A (“Series A Preferred Stock”) issued
by the Company. The preferred stock has a perpetual life, has liquidation priority over the Company’s
common shareholders, and is cumulative. The dividend rate is 5% for the first five years, rising to 9%
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thereafter. The Series A Preferred Stock may not be redeemed for three years unless the Company has sold
an equal amount of common or preferred shares for cash, has redeemed all Seties B Preferred Stock, and has
paid all dividends accumulated. As condition to the issuance of the Series A Preferred Stock the Company
agreed to accept restrictions on the repurchase of its common stock, the payment of dividends, and certain
compensation practices.

At the same time the Company issued its Series A Preferred Stock, it issued to the Treasury warrants to
purchase Fixed Rate Cumulative Perpetual Preferred Stock, Series B Preferred Stock (“Preferred B”) in the
amount of 5% of the Preferred A shares or 770 shares with a par value of $770,000. The warrants had an
exercise price of $.01 per share. These Preferred B shares have the same rights, preferences, and privileges as
the Series A Preferred Shates. The Series B Preferred Shares have a dividend rate of 9%. These warrants were
immediately exercised. The Company believes that it is in compliance with all terms of the Preferred Stock
purchase agreement.

NOTE 20 - CONDENSED FINANCIAL STATEMENTS - PARENT COMPANY ONLY

Balance Sheet

December 31,
2008 2007

Assets

Cash - noninterest bearing % 447,077 $ 256,965

Cash - interest bearing 157,554 156,120

[nvestment securities available for sale 40,701 39215

Investment in wholly owned subsidiaries 77,608,281 60,166,153

Other assets 1,634,411 1,170,281
Total Assets 3 79,888,024 3 61,788,735
Liabilities and Stockholders' Equity

Current liabilities ) 401,605 $ 569,659

Guaranteed prefetred beneficial interest in junior

subordinated debentures 12,372,000 12,372,000
Total Liabilities 12,773,605 12,941,659
Stockholders' equity

Preferred Stock - Series A 15,540,000

Preferred Stock - Series B 777,000

Common stock 29,478 29,100

Surplus 16,517,649 16,914,373

Retained earnings 34,280,719 32,303,353

Total accumulated other comprehensive income 229,848 (73,097)

Unearned ESOP shares (260,275) (326,653)
Total Stockholders’ Equity 67,114,419 48,847,076
Total Liabilities and Stockholders’ Equity 3 .79,888,024 $ 61788735
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Condensed Statements of Income

Years Ended December 31,

2008 2007

Dividends from subsidiary § 2,500,000 8 2,000,000
[nterest income 45,284 52,425
Interest expense 686,304 967,079
Net interest income 1,858,980 1,085,346
Miscellaneous expenses (417.478) (961,945)
Income before income taxes and equity

in undistributed net income of subsidiary 1,441,502 123,401
Federal and state income tax benefit 359,889 604,401
Hquity in undistributed net income of subsidiary 2,013,942 4,377,833
Net Income $ 3815333 § 5,105,634

Condensed Statements of Cash Flows

Years Ended December 31,

2008
Cash Flows from Operating Activities
Net income $ 3,815,333
Adjustments to reconcile net income to net cash

provided by operating activities

2007

$ 5,105,635

Equity in undistributed earnings of subsidiary (2,013,942) (4,377,833)
Increase in other assets (399,706) (523,748)
Deferred income tax benefit (64,422) (80,654)
Decrease in current liabilities (168.054) 127,115
Net Cash Provided by Operating Activities 1,169,209 250,515
Cash Flows from Investing Activities
Purchase of investment securities available for sale (1,486) (1,740)
Net cash used by investing activities (1.486) (1,740)
Cash Flows from Financing Activities
Dividends paid (1,184,324) (1,062,064)
Proceeds from private placement 15,540,000 7,041,694
Downstream of capital to subsidiary (15,440,088) (6,822,297)
Exercise of stock options 773,797 73,820
Issuance of stock based compensation 140,088 264,785
Excess tax benefits on stock based compensation 51,880 -
Net change in ESOP loan 156,373 (192,809)
Redemption of common stock (1,013.903) (94,047)
Net cash used in financing activities 976,177) (790,918)
Increase (Decrease) in cash 191,546 (542,143)
Cash at beginning of year 413,085 955,228
Cash at End of Year 3 604,631 § 413,085
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NOTE 21 - QUARTERLY FINANCIAL COMPARISON

2008 2007

Fourth Third Second First Fourth Third Sccond First

Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter
Interest and dividend income 49,208,616 $ 9,322,087 $9,219,271 § 9,507,783 $9,694,195  $9941,838 S 9737887 S 9,524,192
Interest Iixpensc 4,489,221 4,493,215 4,400,886 4,651,489 4,868,029 5,118,104 4,939,047 4,981,032
Net interest income 4,719,395 4,828,872 4,818,385 4,856,294 4,826,166 4,823,734 4,798,840 4,543,160
Provision for loan loss 683,459 462,022 (5,479 160,224 195,451 304,845 97,917 256,520
Net interest income after
provision 4,035,936 4,366,250 4,823,864 4,696,070 4,630,715 4,518,889 4,700,923 4,280,634
Noninterest income 540,325 632,305 758,588 587,451 537,401 1,761,048 552,447 550,693
Noninterest expense 3,812,544 3,624,150 3,794,220 3,351,543 3,826,883 3,228,407 3,142913 3,261,150
Income before income taxes 763,717 1,374,405 1,788,232 1,931,978 1,341,233 3,051,530 2,110,457 1,576,177
Provision for income taxes 275,329 490,236 661,698 615,737 472,972 1,165,891 768,341 560,558
Net Income $ 488,388 $ 884,169 $ 1,126,534 $ 1,316,241 $ 868,261  $1,885039 $ 1,342,116 $ 1,009,619
Earnings per common share
Basic $ 0.16 S 0.30 $ 038 ¢ 0.45 S 0.24 $ 0.71 $ 0.51 S 1.38
Diluted % 0.15 $ 1.29 3 0.37 $ 0.42 S (.23 $ 0.67 S 0.47 S 0.36

120 . .. .
Farnings per share are based upon quarterly results and may not be additive to the annual earnings per share amounts.
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